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ABBREVIATIONS 

The following abbreviations in current use and formerly used will 
appear in material published in the Bulletin. 

A, B, C, etc. — The names of individuals. 
A. T. — Alcohol and tobacco tax ruling. 
B. T. A. — Board of Tax Appeals. 
C. B. — Cumulative Bulletin. 
C. k. R. — Code of Federal Regulations. 
Ct. D. — Court D& cision. 
D. C. — Treasury Department circular. 
E. O. — Executive Order. 
E. T. — k:state and gift tax ruling. 
Em. T. — Employment, tax ruling. 
F. A. A. A. — Federal Alcohol Administration Act. 
F. R. — Federal Register. 
G. C. M. — Chief Counsel's memorandum (formerly General Coun- 

sel's memorandum) . 
I. R. B. — Internal Revenue Bulletin. 
IR-Mim. — Published IR-Mimeograph. 
I. T. — Income Tax ruling. 
M, N, X, Y, Z, etc. — The names of corporations, places or businesses 

according to context. 
AI. T. iIiscellaneous tax ruling, 
AIim. — Published mimeograph. 
O. D. — Office Decision. 
P. L. — Public Law. 
P. S. — Pension, profit-sharing, stock bonus, or annuity plan ruling. 
Rev. Proc. — Revenue Procedure. 
Rev. Rul. Revenue Ruling. 
Sol. Op. — Solicitor's Opinion. 
S. P. R. — Statement of Procedural Rules. 
S. T. — Sales tax ruling. 
Stat. — Statutes at Large. 
T. C. — The Tax Court of the United States. 
T. D. — Treasury Decision. 
U. S. C. — United States Code. 
x and y used to represent certain numbers and when used with the 

word "dollars" represent sums of money. 
(Lx) 





INTRODUCTION 

Thc Internal Revenue Bull&. ti« is the authoritative instrument of 
the Commissioner of Internal Rev& nu& for thc announccmcnt of offi- 
cial Internal Revenue rulings, anti for the publication of Treasury 
Decisions, Executive Orders, 1& gislation, and court decisions pertaining 
to Internal Revenue matters. 

It is the policy of the Service to publish in the Bulletin all s&ib- 
stantive and procedural rulings of importance or general interest, the 
publication of which is considered necessary to proinote a uniforin 
application of the laws administered by thc Service. It is also thc 
policy to publish all rulings which revoke, modify, amend, or affect 
any published ruling. Rulings relating solely to matters of internal 
management are not pubjished. The rulings arc prcparcd in thc 
various divisions of the National Office, including the Office of the 
Chief Counsel for the Internal Revenue Service. All published 
rulings hav& received the consideration an&i approval of the Chief 
Counsel. 

Revenu& Rulings and Rev& nuc Proccelurcs reported iii the Bulletin 
do not have the force and eA'cct of Treasury Department Regulations 
(including Treasury Decisions), but are published to provide prece- 
dents to be used in thc disposition of other cases, and may be cited and 
relied upon for this purpose. However, since each published ruling 
represents the conclusion of the Service as to the application of thc law 
to the entire state of facts involved, Revenue officers and others con- 
cerned are cautioned against, reaching thc same conclusion in other cases 
unless the facts and circumstances are substantially the same. In 
applying rulings pub]ishc&l in the Bulletin, personnel of the Service 
will, of course, consider the effect of subsequent legislation, regulations, 
court decisions, and rulings. 

Each ruling is designated as a "Revenue Ruling" and each pub- 
lished procedure is designated as a Revenue Procedure. These 
should be cited by reference to the Bulletin and page where reported. 
Thus, Revenue Ruling No. 56 — 250 should be cited as "Rev. Rul, 56- 
250, C. B. 1956 — 1, 659. " Similarly, Revenue Procedure No. 56 — 1 

should be cited as Rev. Proc. 56 — 1, C. B. 1956 — 1, 1016. Rulings are. 
keyed to the applicablc sections of the Internal Rcvcnue Code and 
regulations. 

Internal Revenue Cumula, tive Bulletin 1956-1 contains all rulings, 
decisions, and legislation pertaining to Internal Revenue matters 
published in thc weekly Internal Revenue Bulletins 1 to 26, inclusive, 
for the period January 1 to June 30, 1956. It also contains a cumu- 
lative list of announcements relating to decisions of The Tax Court of 
the United States, published in the Internal Revenue Bulletins. 

(1) 



FOREWORD 

The Cumulative Bulletin is prepared in five parts, as follows: 
I. Part I includes rulings and decisions which are based on the 
application of provisions of the Internal Revenue Code of 1954 
and, unless otherwise stated in the ruling or decision, are pub- 
lished without consideration as to any application of the provi- 
sions of the Internal Revenue Code of 1939 or other related 
public laws. 
II. Part II includes rulings and decisions which are based on the 
application of the Internal Revenue Code of 1939, the Federal 
Firearms Act, and other public laws except those pertaining to 
the various alcohol taxes; and, unless otherwise noted therein, 
they are published without consideration as to any application of 
the provisions of thc Internal Revenue Code of 1954. Part II is 
subdivided into three subparts according to matters issued under 
the Internal Revenue Code of 1939 (Subpart A), the Federal 
Firearms Act (Subpart B), and other public laws (Subpart C). 
III. Part III contains rulings and decisions pertaining to the 
various alcohol taxes. This part is subdivided into four subparts 
according to matters issued under the Internal Revenue Code of 
1954 (Subpart A), the Internal Revenue Code of 1939 (Subpart 
8), the Federal Alcohol Administration Act (Subpart C), and 
other public laws (Subpart D). 
IV. Part IV contains treaties and tax legislation, including 
related Committee and Conference Reports. This part is sub- 
divided into three subparts according to tax conventions, Treasury 
Decisions and Revenue Rulings issued with respect thereto (Sub- 
part A), legislation (Subpart B), and Committee Reports (Sub- 
part C), House, Senate and Coiifcrence Committee Reports 
printed in the Bulletin do not include the portion entitled 
"Changes in Existing Law. " 
V. Part V is devoted to administrative, procedural, and miscel- 
laneous matters. The weekly Internal Revenue Bulletins 
contained Part VI, consisting of some items of general interest. 
Other than the disbarment list and an interpretation of Treasury 
Circular No. 2:30, which have been incorporated in Part V of this 
Bulletin, those items are not reproduced herein. 

(2) 



THE TAX COURT OF THE UNITED STATES 

CUMULATIVE LIST OF ANNOUNCEMENTS RELATING TO 
DECISIONS OF THE TAX COURT OF THE UNITED STATES 
PUBLISHED IN THE INTERNAL REVENUE BULLETIN FROM 
JANUARY 1, 1956, TO JUNK 30, 1956, INCLUSIVE 

The Commissioner ACQUIESCES in thc following decisions: 

Taxpayer Docket No. 
Report 

Volume Page 

Aluminum Company of Antcrica ' 
Antbassador Hotel of Los Angeles 
American 1'oundation Co. s 

Asbury Park National Bank and Trust Co. , adminis- 
trator of estate of Marion B. Pierce ' 

Averbach, Albert 
Azor Corporation 
Barnhill, W. B. , et al. , trustees of estates of Bessie A. , 

and Etnerson F. AVoodward 
Bishop, C. M 
Bishop, Charles Kay 
Bishop, Robert C 
Bishop Trust, Robert C. and Charles Kay; C. M. 

Bishop, trustee 
Bonney, Theodore C 
Boyle, Flagg and Seaman, Inc 
Brady, J. Roland 
Brady, J. Roland, et ux 
Brame, Minnie D. , administratrix of estate of %V. Y. 

Brame, and Minnie D. Brame, individually 
Brame, %V. Y. , estate of 
Bregel, Frcda, executrix of estate of George Brcgel, 

and Freda Bregel (now Stager), individually 
Bregel, George, estate of 

Brodhead, Thomas H. , et ux. 4 

Cadhy, W. Winne 
Caldwell, Frances Hill 
Carnall, Edward, estate of s 

Dula, Robert L. , e. . tate of 

Featherstone, Martha ' 
Featherstonc, Olen F. e 

Featherstone, Olen F. , et ux. ' 
Friedlandcr Corporation 

Gladstone, Max S. , transferee 

See footnotes at end of tal1le. 

(3) 

41037 
33123 

l 
111585 

95 

34006 
28779 
43766 

l 
37080 
37081 
49943 
49939 
49941 

49940 
28778 
50720 
41058 
41059 

1 41935 

) 
42?69 

29391 
29392 
49170 
36569 
39556 
43662 
37810 
37809 
37811 
23046 
46716 
46717 
46718 

24 
24 
24 

l 84 

24 
25 

) 88 

l 18 

24 
24 
25 
23 

25 

) 
8. 

189 
163 
502 

95 
199 
249 

199 
43 

682 

726 

899 
1133 
654 
646 

70 

583 



AcqurKscsxcss — Continued 

Taxpayer Docket Xo. 
Report 

Volume Page 

Gleis, Harry 
Gleis, Harry, et ux 
Godsey, Margie G. , executrix of 

W. Goetze 
Goetze, Frederick, estate of 
Goetze Gasket and Packing Co. , 

estate of Frederick 

Inc 

Kaufman, Curt E. , et ux 
Kaufman, Walter, et ux 
Keil Properties, Inc. , a Delaware Corp y 

Kolod, Ruby 
Kolod, Ruby, et ux 

Langworthy Marjorie C. s s 

Leighton, A. O. , et ux 
LeVine, Arthur I, , et ux 
LeVine, Sidney V. , et ux 
Lloyd, Malcolm, Jr. , estate of s 

Lloyd, Mary Dercum, et al. , executors of 
Malcolm Lloyd, Jr ' 

Maloney, Joseph, et ux 

Masterson, Albert R 
Masterson, Albert R. , et ux 
McDaniel, J. Paul, et ux 
McDonald James M. " 
McDonald, James M 

See footnotes at end of table. 

estate of 

Goltsman, Alfred 

Goltsman, Alfred, et ux 

Gordon, George 
Gordon, George, et ux 
Gutterman, Samuel 
Gutterman, Samuel, et ux 
Gwinn, D. Byrd, estate of 2 

Gwinn, James A. , administrator of estate of D. Byrd 
Gwinn s 

Hallam, Fred 
Hallam, Fred, et ux 
Haytnan, David M 
Helfrich, Alma 
Herbert, Charlotte Leviton 
Hill, Horace Greeley, Jr 
Hill, Mamie Wilson 

Hines, Claude M. , Jr. , estate of 
Hines, Mary, administratrix of estate of Claude M. 

Hines, Jr. , and Mary Hines, individually 
Hines, lVlary, administratrix of estate of Claude 3, 1. 

Hines, Jr 
Irving, Leslie W. , et ux 
Irwin, A, D 
James Petroleum Corp 
Johnson, George W. , et ux 
Joyce, Walter M. , et ux 

40162 
40161 

43767 
43767 
43765 
41491 
46573 
46574 
41490 
46577 
46576 
43828 
43829 

48095 

43683 
43682 
28816 
38038 
53920 
36567 
36568 
43245 
43246 

43245 

43246 
56169 
45965 
39073 
53628 
52458 
51974 
51976 
49348 
41445 
46488 
46489 
71961 
45966 
46962 
46961 

48379 

52922 
51062 
42372 
42373 
41415 
2388? 
43227 

24 

) 
24 

24 

25 

24 
24 
25 
25 
24 

25 
24 

24 
25 
25 

25 
24 

) 
. 4 

30 
24 
24 

24 

25 
25 
24 
25 

23 

941 

583 

583 
199 
404 
807 

1133 

583 

398 
722 

509 
499 

13 

481 
1113 

583 

1216 
722 

147 

624 

1219 
94 

583 
276 

1052 



AceturEscEvcEs — Continued 

Taxpayer Docket No. 
Report 

Volume Page 

Nemmo, Morris, et ux 

Owens J Tu s 
r 

Owens Mrs. J. T 11 9 

Pellar, Fred, et ux 
Pendleton Woolen Mills 
Perrault, Ainslie, et ux 
Perrault Bros. , Inc 
Perrault, Lewis, et ux 
Phillips, D. L 
Phillips, D. L. , et ux 
Pierce, Marion B. , estate of s 

Polizzi, Charles A 
Pelt, Gloria M. Packard, executrix of 

L. Dula 
Provident Trust Co. , of Philadelphia, , 

of estate of Edv ard Carnall ' 

estate of Robert 

et al. , executors 

Rodgers, Bertha M 
Rollman, Ernest E. , et ux 
Rollman, Heinz W. , et ux 
Romine, Ralph 
Rose, Jack, estate of 
Rose, Jack, estate of, and i%lac Rose, executrix, an 

Mae Rose, individual 
Rose, Mae 
Rose, )'Iae, executrix of estate of Jack Rose 
Ryan, Maiirice A 
Ryan, Marurice A. , et ux 

Schneider, Abe, et ux 
Schwarcz, Adolf 

Smith, C. A. , estate of 

Smith, C. A. , Jr. , et al. , executors of estate of C. A. 
Stnith 

Smith, C. A. , Jr. , and Lula T. Smith, executors of 
estate of C. A. Smith, and Lula T. Smith 

Stager, Freda Bregel 
Stager, Freda Bregel, transfcrce 
Stevens Brothers and The Miller-Hutchinson Co. , Inc 
Sultan, Edward D ' 
Sultan, Olga L. t 
Towers, Albert 
Towers, Samuel 

Tucker, Samuel 

United Gas Improvement Co 
Waldheim and Co. , Inc 

See footnotes at end of table. 

Mesi, Sam 
Morrison, E. A. , et al. , executors of estate of Rosalie 

Cahn Morrison s 

Morrison, Rosalie Cahn, estate of ' 
National Clothing Co. , of Rochester, Inc 
Nemmo, Morris 

50868 

50219 

49334 
41427 
42452 
42616 

" 63149 
a 63150 

51932 
49942 
40668 
40670 
40669 
48289 
48290 
34006 
41639 

43662 

89556 
51347 
51963 
51975 
49090 
43652 

43654 
43653 
43652 
43341 
43340 
42674 
48795 
20717 
40880 
50705 
20717 
40880 

50705 
42770 
42768 
49117 
24513 
24514 
28754 
28753 
41444 
48466 
39315 
36045 

) 

) 

) 

25 

24 

23 

24 

27 

25 
25 

25 

24 

24 
24 

25 

25 

25 

24 

24 

24 
24 
18 

24 

24 

25 
25 

513 

965 

299 
969 

439 

435 
95 

583 

646 

654 
254 

481 
859 

583 

690 

583 
953 
715 

583 

229 
594 



Ac47UIEscEXCEs Continued 

Taxpayer Docket No. 
Report 

Volume Page 

Ward, Dwight A 
Ward, Hanna P 
Whitmore, Paul Gordon 
Whitmore, Paul Gordon, et ux 
Woodard, John Ssg ' 
Woodward, Bessie A. , estate of 
Woodward, Emerson F. , estate of 
Woodward, George " ' 

31416 
31417 
50359 
50358 
71962 
37080 
37081 
422?9 

20 

25 
30 
24 
23 

332 

293 
1216 
883 

1259 

~ United States Boarrl of Tax Appeals. 
' See Rev. Rul. 56-282, page 701, this Bulletin. 
' ivonacquiescence published in Cumulative Bullctni 1943, 26, relating ouly to the issue of the authority 

of section 3801(b) (5) of tbe 1939 Code for the adjustments proposed for 1934, 1936 and 1937, is withdravrn, 
s Acquiesccncc relates to the issue v;hether tbe 320, 000 award approved by the District Court in 1945 

satisfied the 80 percent of total compensation requirement of section 107(a) of the 1939 Code. Acquiescence 
is)sting to tbe other issue in this case was published in Cumulative Bulletin 1955-2, 3. ' iX onacquiescenccs published in Cumulative Bulletin 1953-1, 7, are withdrawn. 

s Estate tax decision. 
4lqonacquiescence published in Cumulative Bulletin 1954-2, 6, is withdrawn. See Rev. Rul. 56-252, 

page 210, this Bulletin. 
s See Rev. Rul. 56-145, page 612, this Bulletin. 
s Xonacquiescencc published in Cumulative Bulletin XIII-2, 29 (1934), is withdrawn. 
s See Rev. Ru]. 56-220, page 191, this Bulletin. 
"See Rev. Rul. 56-191, page 636, this Bulletin. " Konacquiescences published in Cumulative Bullet in Xll-l, 20 (1933), are withdrac n, 
» Yonacquiescencc published in Cumulative Bulletin XIII-2, 38 (1934), is svithdrawn. 
» iX onacquiescence published in Cumulative Bulletin X1-2, 18 (1932), is withdrawn. 

The Commissioner does NOT ACQUIESCE in the 
decisions: 

following 

faxpayer Docket Xo. 
Report 

Volume Page 

Akron, Canton and Youngstoxvn Railroad Co 
Brookfield Corporation 
Central Aguirre Sugar Co. , et al 
Cloutier, Harry H. , executor, and Margaret S. 

Cloutier, surviving wife, Henri H. Cloutier estate 
Cloutier, Harry Handley, et ux 
Cloutier, Henri H. , estate of 
Davis, John H. , et ux 
Doak Everett et ux 
Ennis, Clarence W. , estate of 
Fleming, William, et ux 
Holhrook, Reginald H. , adniinistrator of estate of 

Clarence W. Ennis 
Lake Inc. P. G 
O' Brien, Louise Webber 
Recce, Franklin A 
Schaefer, George 
Stonccrest Corporation 
Walsh, F. Hoxvard, et ux 
Walsh, Mary D. Flelning 
Weed, Eleanor M. , estate of 
Weed, W. F. , executor of estate of Eleanor i%I. Weed, 

and W. F. IVeed individual 

37357 
42446 
41666 

47446 
47445 
47446 
47447 
52191 
48653 
46713 

48653 
48684 
37346 
50107 
40298 
42445 
46781 
46782 

46312 

22 
24 
24 

24 
23 
24 

23 
24 
22 
24 
24 
24 

24 

648 
659 
630 

1006 

569 
799 
818 

799 
1016 
661 
187 
638 
659 
818 

1025 



PART I 
RULINGS AND DECISIONS UNDER THE 
INTERNAL REVENUE COBE OF 1954 

Rulings and decisions published in Part I of the Internal Revenue 
Bulletin are based on the application of provisions of the Internal 
Revenue Code of 1954 and, unless othervvise stated in the rulings or 
decisions, are published bvithout co»sideration as to any application 
of the pi'ovisions of the Inteznal Revenue Code of 1969 or related 
public 1 au. s. 

SUBTITLE A. — INCOME TAXES 

CHAPTER 1. — NORMAL TAXES AND SURTAXES 

SUBCHAPTER A. — DETERMINATION OF TAX I IABILITY 
PART I. — TAX ON INDIVIDUALS 

SECTION 1. — TAX IMPOSED 

T. D. 6161 ' 

Regulations prescribed under sections 1 to 88, and section 116, 
inclusive, of the Internal Revenue Code of 10, &4. 

DEI'ARTAIENT OF THE TREASURY) 
OFFICE OF COXDIISSIONKR OF INTERNAL REVKNT. K, 

IVaeh z'n z((ton '='~, D. C. 
To Off'zcer8 anal Ib nz ployee8 of the Internal Zez, entze Ser rzee and Others 

CO. I CI. "E I'Ib D: 
TABLE OF CONTENTS 

Sec. 
1. 01 Internal Revenue Cocle of 19O4 and regulations. 

INCOEIE TAXES 

NOIZIEAL TAXES AND SURTAXES 

DETEREIINATIoN oF TAX LIABILITY 

TAX OV INDIVIDUALS 

1. 1 Statutory provisions; tax imposed; rates of tax on individuals. 
1. 1 — 1 Income tax on inzlivizluals. 
1. 1 — 2 Rates of tax on heads of households. 

i 21 F. R. (SS. 
393474' — SG 2 

26 CFR 1, 01: Internal Revenue Code of 1954 
and regulations. 

(Also Section 116; 1. 116. ) 
TITLE 2G — INTERNAL REVENUE, 19SI — CIIAPTEIZ l. SUBCHAPTER A. PART I. — 

'INCOIIE TAX; TAXABLE YEAIIS BEGINNING AI'TKR DE('KPIBER 3I, 1993 



Sec, 
1. 1 — 3 
1. 1- I 
1. 1 — 5 
1. 2 

1. 2 — 1 

1. 2 — 2 
1. 3 
1. 3 — 1 
1. 4 
1. 4 — 1 
1. 4 — 2 
1. 4 — 3 
1. -1-4 
1. 5 

1. 11 
1. 11 — 1 
1. 12 

1. 21 
1. 21 — 1 

1. 81 
1. 31 — 1 
1. 81 — 2 
1. 32 

1. 84 
1. 84 — 1 

1. 34 — 2 
1. 34 — 8 
1. 34 — 4 
1. 34 — 5 

1. 35 

1. 35 — I 
1. 36 

1. 37 
1. 37 — 1 
1. 37 — 2 
1. 37 — 3 
1. 37 — 4 
1. 37 — 5 
1. 38 

l. iniitation on tax. 
1)ciermination of normal tax and surtax. 
Change in rates applicable to taxable year. 
Statutory l&rovisi&&ns; income tax in case of joint return or return of 

surviviii„si)ouse. 
Tax iu case of joint return of husband and wife or the return of a 

surviving spouse. 
Definition of surviving spouse. 
Statutory provisions; optional tax if gross income is less than $5, 000. 
Application of optional tax. 
Statutory provisions; rules for optional tax. 
Number of exeniptions. 
Elections. 
Husband and wife tiling separate returns. 
Short taxable year caused by death. 
Statutory provisions; cross references relating to tax on individuals. 

TAX ON CORPORATIONS 

Statutory provisions; tax on corporations. 
Tax on corporations. 
Statutory provisions; cross references relating to tax on corporations. 

CIIANGES IN RATES DURING A TAXABLE YEAR 

Statutory provisions; effect of changes. 
Cha~ges in rate during a taxable vea r. 

CREDITS AGAINST TAX 

Statutory provisions, tax withheid ouwages. 
Credit for tax withheld on wages. 
Credit for. "special refunds" of eniployee social security tax. 
Statutory provisions; tax ivithheld at source on nonresident aliens and 

foreign corporations and on tax-free covenant bonds. 
Statutory provisions; taxes of foreign countries and possessions of 

the United Sti. tes. 
Stat. utory provisions; dividends received by individuals. 
Credit against tax and exclusion from gross income in case of dividends 

received by individuals. 
Limitations on amount of credit. 
Dividends to ivhich the credit and exclusion apply'. 
Taxpayers not entitled to credit and exclusion. 
Eifective date; taxable years ending after July 81, 1954, subject to the 

Internal Revenue Code of 1939. 
Statutory provisions; partially tax-exempt interest received by 

individuals. 
Partially tax-exeinpt interest received by individuals. 
Statutory provisions; credits not allowed to individuals paying optional 

tax or talring standard deduction. 
Statutory provisions; retirenient income. 
Alh&wance of credit for retireinent income. 
Eligibility for retirement incoine credit. 
Retirement income. 
Liinitation on amount of retirement income. 
Illustration of application of section 37. 
Statutory provisions; overpayments of tax. 

CoMPUTATIoN oE TAZABLE INcoME 

ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME 

1. 116 Statutory provisions; partial exclusion of dividends received bv in- 
dividuals. 

1. 116 — 1 Part, ial exclusion of dividends. 
1. 116 — 2 Igft'ective date; taxable years ending after July 31, 1954, subject to the 

Internal Revenue Code of 1939. 
AUTIIQBITY: jan 1. 01 to 1. 38, incl. , and 1. 116 to 1. 116 — 2, incl. , issued under secs. 

31 and 780;&, I. R. C. 1954; 68A Stat. 12, 917; 26 U. S. C. 31, 7805. 



On July 13, 1055, notice of proposed rulemaking regarding the regu- 
lations for taxable years beginning after December 81, 105'), and end- 
ing after August 16, 10, &4, except wheI'e otherwise provided, under 
sections 1 to 88, inclusive, and section 116 of the Internal Revenue Cocle 
of 1054, was published in the Fecleral Register (OO F. R. 4086). After 
conside~ration of all such relevant matter~as was presented by interestecl 
persons regarding the rules proposed, the following regulations, which 
give e8ect to the a~!nendment made by Public Law 200 (84th Congress), 
~are hereby adopted: 

$1. 01 IxrEE'iAL RFvENEE CQDE ol' 1054 Axn REGULATIGNs — (a) 
Enactment o j la&o. — The Internal Revenue Code of 1054 which became 
law upon enactment of I ublic Law 501, 8M Congress, approvccl 
August 16, 1054, provides in part as folloivs: 

Be it enacted by the Senate au&/ Ho»se of Representatives of the United 
States of Au&erica iu Co»gress assen&blerl, That (a) Citatiou. — (1) The 
provisions of this Act set forth under the headiug "Internal Revenue 
Title" n&ay be outed as the "Internal Revenue Code of 195&4". 

(2) The Internal Reveuue Code enactecl on February 10, 1M9, as 
amended, msy be cite&1 as the 'Internal Revenue Code of 1M9". 

(b) P&&blicatiou. — This Act shall be published as voluu&e G8A of the 
United States Statutes at Large, vvith a eou&prehensive table of con- 
tents noel au appendix; but without au index or marginal references. 
The date of enactment, bill nun&ber, public law number, and chapter 
number, shall be priuted as a headnote. 

(e) Cross refercuce. — For saving provisions, effective date provisions, 
and other related provisions, see &hapter 80 (sec. 7801 and following) 
of the Internal Revenue Code of I!&. &4. 

(d) E»act&»ent of 1»f&&»«l R&&:c»»e Title into la&o. — The Internal 
Revenue Title referred to in subse& tion (a) (1) is as follows: 

In oeneral, the provisions of the Intern&I] Revenue Cocle of 10M are 
applicable with respect to taxal&le years beginning after December 61, 
10M, and ending after August 16, 1051. Certain provisions of that 
Code are cleemed to be included in the Internal Revenue Code of 1060. 
See section 7851. 

(b) 8cope of regulations. — The regulations in this part cleal with 
(1) the income taxes imposed under subtitle A of the Internal Revenue 
Code of 19M, and (2) certain aclministrative provisions containecl in 
subtitle F rel~ating to such taxes. The applicability of such regula- 
tions is commensurate v-ith the applicability of the respective provi- 
sions of the Internal Revenue Code of 1054 except that with respect to 
the provisions of the Internal Revenue Code of 1054 v-hich are deenxecl 
to be included in the Internal Revenue Code of 1'):&'. ), the regulations 
relating to such provisions are applicable to certain fiscal years ancl 
short ta~xable years which are subject to the Internal Revenue Code of 
1930. Those provisions of the regulations which are applicable to tax- 
able years subject to the Internal Revenue Code of 1080 and the specific 
taxable years to vvhich such provisions are so applicable are identifiecl 
in each instance. The regulations in part 60, 26 CFR (1060), Regula- 
tions 118, insofar as taxable years beginning after December 81, 105o~, 
and ending after August 16, 1054& are concerned, are superseded by the 
1 egulations in this part. 



10 

IlvcoME TAXES 

NORMAL TAXES AND SURYAXRS 

DszaaMzNAYzoN or TAx LzAszz. zrv 

TAX ON INDIVIDUALS 

$ 1. 1 STATUTORY PROVISIONS; TAX IMPOSED; RATES OF TAX ON 

INDIVIDUALS. 

SEC. 1. TAX IAIPOSED. 
(a) Rates of tax on individrruls. — A tax is hereby imposed on each tax- 

able year on the taxable income of every individual other than a head of 
a household to whom subsection (b) applies. The amount of the tax 
shall be determined in accordance with the following table: 
If the taxable income is: The tax is: 

Not over $2, 000 20% of the taxable income. 
Over $2, 000 but not over $4, 000 . $400, plus 22% of excess over 

$2, 000. 
Over $4, 000 but not over $6, 000 $840, plus 26% of excess over 

$4, 000. 
Over $6, 000 but not over $8, 000 . $1, 860, plus 80% of excess over 

$6, 000. 
Over $8, 000 but not over $10, 000 . $1, 960, plus 84% of excess over 

$8, 000. 
Over $10, 000 but not over $12, 000 . $2, 640, plus 38% of excess over 

$10, 000. 
Over $12, 000 but not over $14, 000 $8, 400, plus 48% of excess over 

$12, 000. 
Over $14, 000 but not over $16, 000 $4, 260, plus 17% of excess over 

$14, 000. 
Over $16, 000 but not over $18, 000 $5, 200, plus 50% of excess over 

$16, 000. 
Over $18, 000 but not over $20, 000 $6, 200, plus 58% of excess over 

$18, 000. 
Over $20, 000 but not over $22, 000 $7, 260, plus 56% of excess over 

$20, 000. 
Over $22, 000 but not over $26, 000 . $8, 880, plus 59% of excess over 

$22, 000. 
Over $26, 000 but not over $82, 000 $10, 740, plus 62% of excess 

over $26, 000. 
Over $82, 000 but not over $88, 000 $14 460, plus 65%%uo of excess 

over $82, 000. 
Over $68, 000 but not over $44, 000 . $18, 860, plus 69% of excess 

over $88, 000. 
Over $44, 000 but not over $50, 000 $22, 500, plus 72% of excess 

over $44, 000. 
Over $50, 000 but not over $60, 000 $26, 820, plus 75% of excess 

over $50, 000. 
Over $60, 000 but not over $70, 000 . $34, 820, plus 78% of excess 

over $60, 000. 
Over $70, 000 but not over $80, 000 . $42, 120, plus 81% of excess 

oi er $7P0, 000. 
Over $80, 000 but not over $90, 000 . $50, 220, plus 84% of excess 

over $80, 000. 
Over $90, 000 but not over $100, 000 $58, 620. plus 87% of excess 

over $90, 000. 
Over $100, 000 but not over $150, 000 $67, 820, plus 89% of excess 

over $100, 000. 
Over $150, 000 but not over $200, 000 $111, 820, plus 90% of excess 

over $150, 000. 
$156, 820, plus 91% of excess 

over $200, 000. 



(b) RATEs oP TAx oil! HEADs oP HGUsEHoLDs. — 
(1) RATEs ol TAx. — A taz is hereby imposed for each taxable year 

on the taxable income of every individual ivho is the head oi' a house- 
hold. The amouut of the taz shall be deteriuined iu aeeordance arith 
the folio&ring table: 

If the taxable income is: The tax is: 
~iot over $2, 000 — --- — 20~/o of tlie taxable income. 

Over $2, 000 but not over $4, 000 $400, phis 21% of ezeess over 
$o 000 

Over $-1, 000 but not over $6, 000 $, i20, plus 24% of excess over 
$4, 000. 

Over $6, 000 but not over $8, 000 $1, 300, plus 26% of excess over 
$6, 000. 

Over $8, 000 but not over $10, 000 $1, 820, plus 80% of excess over 
$8, 000. 

Over 810, 000 but uot over $1", 000 $2, 420, plus 82% ot excess over 
$10, 000. 

Over $12, 000 but not over $14, 000 $3, 0(i0, plus 86"/o of ezcess over 
1'P, OOO. 

Over $14, 000 but not orer $16, 000 $3, 780, |plus 89'/~ of excess over 
$14, 000. 

Over $16, 000 but not orer $18, 000 $4, 560, plus 42~/~ of ezeess orer 
$1(i, 000. 

Over $18, 000 but not over $20, 000 $5, 400, plus 48% of ezcess over 
$18, 000. 

Over $20, 000 but not over 822, 000 $6, '60, plus 47% of excess over 
$20, 000. 

Over $22, 000 but uot over. $24, 000 $7, 200, plus -19% of excess over 
$22, 000. 

Over $24, 000 but not over $28, 000 $8, 180, plus o2% of excess over 
$24, 000. 

Over $28, 000 but not over 882, 000 $10, 260, plus 54% of excess 
orer $28, 000. 

Orer $82, 000 but not over $38, 000 $12, 420, plus 58% of ezcess 
over $32, 000. 

Over $88, 000 but not over $14, 000 $15, 900, plus 62% of ezcess 
over $8S, OOO. 

Over $44, 000 but not orer $50, 000 $19, 620, plus 66% of excess 
over $44, 000. 

Over $50, 000 but not orer $60, 000 $28, 580, plus 08% of excess 
over $50, 000. 

Over $60, 000 but uot over $70, 000 $30, 880, plus 71% of excess 
over $60, 000. 

Over $70, 000 but not over $80, 000 $87, 480, plus 74% of excess 
over $70, 000. 

Over $80, 000 but not over $90, 000 $44, 880, plus 76% of excess 
over $80, 000. 

Over $90, 000 but not over. $100, 000 $52, 4SO, plus 80% of excess 
over $90, 000. 

Over $100, 000 but not over $150, 000 $60, 480, plus 88% of ezcess 
over $100, 000. 

Orer $150, 000 but not over $200, 000 $101, 980, plus 87% of ezeess 
$150, 000. 

Over $200, 000 but not over $300, 000 $14;&, 480, plus 90% of excess 
over $200, 000. 

Over $800, 000 $285, 480, phis 91% of excess 
over $800, 000. 

(2) DEEIvITIoN oE HEAD oE HoUsEHQLD. — For purposes of this 
subtitle, an individual shall be considered a head of a household if, 
and only if, such individual is not married at the close of his taxable 
year, is not a surviving spouse (as defined in section 2(b) ), and 
either— 

(A. ) 31aintains as his honie a household v;hieh constitutes 
for such taxable year the principal place of abode, as a mem- 
ber of such household, of— 
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(i) A. son, stepson, daughter or stepdaughter of the 
taxpayer, or a descentlant of a s&&n or daughter of the tax- 
payer, but if such son, stepson, daughter, stepdaughter, or 
&le. & cndant is n&arried at the close of the taxi&ayer's taxable 
year, only if the taxpayer is entitled to a deduction for the 
taxable year for such person under section 1. &1, or 

(ii) Any other pers&&n who is a dependent of the tax- 
payer, if the taxpayer is entitled to a deduction for the 
taxable year for such person under section 1&&1, or 

(B) 5Iaintains a household which constitutes for such tax- 
able year the principal place of abode of the father or mother 
of the taxpayer, if the taxpaver is entitled to a deduction for 
the taxable year for such father or mother under section 1 &1. 

For purposes of this paragraph and of section 2(b) (1) (B), an 
individual shall be considered as maintaining a household only 
if over half of the cost of n1aintainin the household during the 
taxable year is furnished by such individual. 

(3) Dxzxn&rz &arroz oF s1'Arcs. I&'or purposes of this subsection— 

(A) A legally adopted child of a person shall be considered a 
child of such person by blood; 

(B) An individual &vho is legally separated from his spouse 
under a decree of divorce or of separate n&aintenance shall not 
be considered as married; 

(C) A taxpaver shall be considered as not 1narried at the 
close of his taxable vear if at any time during the tazable year 
his spouse is a nonresident alien; and 

(D) A taxpayer shall be considered as married at the close 
of his taxable vear if his spouse (other than a spouse describe(1 
in subpara, raph (C) ) died during the taxable year. 

(4) Limitations. Notwithstanding paragraph (2), for purposes 
of this subtitle a taxpaver shall not be considered to be a head of a 
household— 

(A) If at any time during the taxable vear he is a nonresi- 
dent alien; or 

(B) By reason of an individual who mould not be a dependent 
for the taxable year but for- 

(i) Paragraph (0) of section 1:&2(a), 
(ii) Paragraph (10 of section 1, &2(a), or 
(iii) Subsection (c) of section l, is&. 

(c) SPEczAz. auras. — The tax imposed by subsection (a), and the tax 
imposed bv paragraph (1) of subsection (b), consists of— 

(1) A normal tax of 3 percent of the taxable inconme, and 
(2) A surtaz equal to (A) the amount determined in accordance 

with the table in subsection (a) or paragraph (1) of subsection (b), 
minus (B) the norn&al tax. 

The tax shall in no event exceed 8& percent of the taxable income for the 
taxable year. 

(d) Cross & &'fc& &'»cc. — For definition of taxable income, see section 68. 

$ 1. 1 — 1 INcoME TAX oN INr&lvlnuALs. — (a) General rule. — (1) 
Section 1(a) of the Internal Revenue Code of 1954 imposes an incolne 
tax on every individual, resident or nonresident, other than a head of 
a household to whom subsection (b) applies or a nonresident alien 
individual subject to the tax imposed by section 871(a). This tax 
consists of a norn1al tax and a surtax. See section 1(c). For optional 
tax in the case of taxpayers vvith adjusted gross income of less than 
$5, 000, see section 3. The tax imposed by section 1(a) is upon tax- 
able income (determined by subtracting the allowable deductions fron1 
the gross income). The tax is determined in accordance with the 
table contained in section 1(a). In certain cases credits are allowed 
against the amount of the tax. See part Iv& of subchapter A of 



chapter 1 of the Internal Revenue Code of 1054 (sec(ion 31 and fol- 
lowing sections). In general, the tax is payable upon the basis of 
returns rendered by pe~rsons li~able theretor (subchapter A of chapter 
61 of the Interna. l Revenue Code of 1054 (sections 6001 — 6001, in- 
clusive) ) or at the source of the inconic. I» or computation of tax in 
the case of a joint return of husband and wife, oi a ieturn of 0 sur- 
viving spouse, see section 2. For other rates of tax on individuals, 
see section 5(a). See part III of subchapter Cr of chapter 1 of the 
Internal Revenue Code of 1054 (, ettions 551 — 557, inclusive) as to 
sliareholclers of foreign personal holding companies. See subchapter 
P of chapter 1 of the Internal Revenue~Code of 1054 (sections 1201— 
1' 4l, inclusive) as to the treatment of capital gains and losses. 

(2) The income tax imposed by section 1(a) upon any amount of 
taxable income is computed by adding to the income tax for the bracket 
in which that amount, falls in the table in section 1(a) the income 
tax upon the excess of that amount over the bottom of the bracket at 
the rate indicated in the table. Accordingly, the income tax for a 
taxable year beginning after December 31, 1053, upon a taxable income 
of 816, 480 would be +, ), 440, computed as follows: 

Tax on»'16. 000 (from table) 0&, 200 
Tax on $4SO (at o0 percent as determined by the table) 240 

Total tax on $16, 4SO o, 440 

(b) C'iti. =. end oi rctideiits o j the Z'iii ted 8tatea liable to tax. In 
general, all citizens of the Unitecl States, wherever resident, and all 
~resident alien individuals are liable to the income taxes imposed by 
the Internal Revenue Code of 1054 whether the income is received 
from. sources within or without the United States. A. nonresiclent 
alien inclividual who is a bona fide resident of Puerto Rico during 
the entire taxable year is, in general, subject to taxation in the same 
manner as a resiclent alien individual. See section 876, relating to 
alien residents of Puerto Rico. As to tax on nonresident alien 
individuals, see section 871. 

(c) ll'ho i8 a oitizeii. — Every person born or naturalized in the 
United States and subject to its jurisdiction is a citizen. For rules 
governing loss of citizenship, see sections 340 to 357, inclusive, of the 
Immigra~tion and Xationality Act, 1052 (8 U. S. C. 1481 — 1480). 
foreigner who has filed his cleclaration of intention of becoming a 
citizen but who has not yet been admitted to citizenship by a final 
order of a naturalization court is an alien. 

I) 1. 1 — 2 RATEs OF Tkx 0% HKans OF EIOKSEIxoLDS. — (a, ) GeneraZ 
rule. — An indiviclual who is the head of a household under the rules 
prescribed in section 1(b) is subject to the income tax imposed by 
that section insteacl of the income tax intposed by section 1(a). 

(b) Definition oj head oj Aon~ehioZd. (1) For the purpose of 
section 1(b), the taxpayer shall be considered the head of a household 
if, and only if, he is not married at the close of his taxable year, is 
not a surviving spouse (as defined in section 2(b) ), ancl (i) maintains 
as his home a household which constitutes for such taxable year the 
principal place of abode, as a member of such household, of at least 
one of the inclividuals deiscribetl in section 1(b) ('&) (A), or (ii) main- 
tains (whether or not as his home) a household whiclt constitutes for 
such taxable year the principal place of abode of one of the individuals 
described in section 1(b) (2) (8). 
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(2) Under no circumstances shall the same person be used to 
qualify more than one taxpayer as the head of a household for the 
same taxable year. 

(3) Subparagraph (A) of section 1(b) (2) provides that any of 
the following persons may qualify the taxpayer as a head of a 
household: 

(i) A son, stepson, daughter, or stepdaughter of the taxpayer, 
or a descendant of a son or daughter of the taxpayer. For the 
purpose of determining whether any of the stated relationships 
exist, a legally adopted child of a person is considered a child. of 
such person by blood. If any such person is not married at the 
close of the taxable year of the taxpayer, the taxpayer may qualify 
as the head of a household by reason of such person even though 
the taxpayer may not claim a deduction for such person under 
section 151, for example, because the taxpayer does not furnish 
more than half of the support of such person. However, if any 
such person is married at the close of the taxable year of the tax- 
payer, the taxpayer may qualify as the head of a household by 
reason of. such person only if the taxpayer is entitled to a deduc- 
tion for such person under section 151 and the regulations there- 
under. In applying the preceding sentence there shall be dis- 
regarded any such person for whom a deduction is allowed under 
section 151 only by reason of. section 152(c) (relating to persons 
covered by a multiple support agreement) . 

(ii) Any other person who is a dependent of the taxpayer, if 
the taxpayer is entitled to a deduction for the taxable year for 
such person under section 151 and the regulations thereunder. 
Under section 151 the taxpayer may be entitled to a deduction 
for any of the following persons: 

(a) His brother, sister, stepbrother, or stepsister; 
b) His father or mother, or an ancestor of either; 
c) His stepfather or stepmother; 

(d) A. son or a daughter of his brother or sister; g 
e) A brother or sister of his father or mother; or 
f ) His son - in - law, daughter — in — law, father - in - law, 

mother-in-law, brother-in-laiv or sister-in-la~w; 
if such person has a gross income of less than $600 for the calendar 
year in which the taxable year of the taxpayer begins, if the 
taxpayer supplies more than one-half of the support of such per- 
son for such calendar year and if such person does not make a joint 
return with his spouse for the taxable year beginning in such 
calendar year. The taxpayer may not be considered to be a head 
of a household by reason of any person for whom a deduction is 
allowed under section 151 only by reason of section 152(a) (9), 152(a) (10), or 152(c) (relating to persons not related to the tax- 

b 
ayer, persons receiving institutional care, and persons covered 
y multiple support agreements) . 

(4) Subparagraph (8) of section 1(b) (2) provides that the father 
or mother of the taxpayer may qualify the taxpayer as a head of a 
household, but only if the taxpayer is entitled to a deduction for the 
taxable year for such father or mother under section 151 (determined 
without regard to section 152(c) ). For example, an unmarried tax- 
payer who maintains a home for his widowed mother may not qualify 
as the head of a household by reason of his maintenance of a home for 
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his mother if his mother has gross income of $600 or more in the c il- 
endar year in which his taxable ye;ir begins, or if he does not furnish 
more than one-half of the support of liis mother foi sucli calendar 
year. For purposes of subparagraph (B) of section 1(b) (0), a person 
who legally adopted the taxpayer is consiclerecl tlie father or mother 
of the taxpayer. 

(5) For the purpose of section 1(b), the status of ihe taxpayer shall 
be determined as of the close of the taxpayei's tax;ible year. A. tax- 
payer shall be considered as not married if at the close of his taxable 
year he is legally separatecl from his spouse u»clei a decree of. divorce 
or separate maintenance, or if at any time during the taxable year. 
the spouse to whom the ta~xpayer is marriecl at the close of liis taxable 
year was a nonresident alien. A taxpayci sliall be considered married 
at the close of his taxable year if his spouse (other than a spouse who 
is a nonresident alien) dies during such year. 

(6) If the taxpayer is a, nonresident alien during any part of the 
taxable year he may not qualify as a head of a household even though 
he may comply with the other provisions of section 1(b). See the 
regulations prescribed under section 871 for a defi»itio» of nonresident 
alien. 

(c) B'ougehoM. — (1) In order. for the taxpayer to be considered a 
head of. a household by reason of any indiviclual described in sub- 
paragraph (A) of section 1(b) (9), the householcl must actually con- 
stitute the home of the taxpayer I. 'or his taxable year. A physical 
change in the location of such home will not prevent a taxpayer from 
qualifying as a heacl of a household. Such home must also constitute 
the principal place of abode of at least one of the persons specified in 
such subparagraph (A). It is not sufhcient that the taxpayer main- 
tain the household without being its occupant. The taxpayer and such 
other person must occupy the household for the entire taxable year of 
the taxpayer. However, the fact that such other person is born or 
dies within the taxable year will not prevent the taxpayer from quali- 
fying as a head of household if the household constitutes the pi incipal 
place of abode of such other perso» for the remaining or preceding 
part of such taxable year. The taxpayer and such otlier person will 
be considered as occupying the household for such entire taxable year 
notwithstancling temporary absences from the household clue to special 
circumstances. A nonpermanent failure to occupy the cominon abode 
by reason of illness, education, business. vacation, military service, or. 
a custody agreement under which a child or stepchild is absent for 
less than six months in the taxable year of the taxpayer, shall be con- 
sidered temporary absence due to special circumstances. Such absence 
will not prevent the taxpayer from qualifying as the head of a house- 
hold if (i) it is reasonable to assume that the taxpayer or such other 
person ~ ill return to the householcl, and (ii) the taxpayer continues to 
maintain such household or a sub~stantially equivalent household in 
anticipation of such return. 

(9) In order for the taxpayer to be considered a head of a house- 
hold by reason of any individual described in subparagraph (B) of 
section 1(b) (9), the household must actually constitute the principal 
place of abode of the taxpayer's dependent father or mother, or both 
of them. It is not, however, necessary for the purposes of. such sub- 
paragraph for the taxpayer also to reside in such place of iibode. 
physical change in the location of such home will not prevent a tax- 
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payer from qualifying as a head of a household. The father or mother 
of the taxpayer, however, must occupy the household for the entire 
taxable year of the taxpayer. They will be considered as occupying 
the household for such entire year notwithstanding temporary ab- 
sences from the household due to special circumstances. For example, 
a nonpermanent failure to occupy the household by reason of illness 
or vacation shall be considered temporary absence due to special cir- 
cumstances. Such absence will not prevent the taxpayer from qualify- 
ing as the head of a household if (i) it is reasonable to assume that 
such person will return to the household and (ii) the taxpayer con- 
tinues to maintain such householcl or a substantially equivalent house- 
hold in anticipation of such return. However, the fact that the father 
or Inother of the taxpayer dies within the year will not prevent the 
taxpayer from qualifying as a head of a household if the household 
constitutes the principal place of abode of the father or mother for 
the preceding part of such taxable year. 

(d) Cost of muintain~'ng a bousehoM. — The taxpayer shall be con- 
sidered as maintaining a household only if he pays more than one-half 
the cost thereof for his taxable year. The cost of maintaining a house- 
hold shall be the expenses incurred for the mutual benefit of the occu- 
pants thereof by reason of its operation as the principal place of abode 
of such occupants for such taxable year. The cost of maintaining a 
household shall not include expenses otherwise incurred. The ex- 
penses of maintaining a household include property taxes, mortgage 
interest, rent, utility charges, upkeep and repairs, property insurance, 
and food consumed on the premises. Such expenses do not include 
the cost of clothing, education, Inedical treatment, vacations, life 
insurance, and transportation. In addition, the cost of maintaining a 
household shall not mclude any amount, which represents the value of 
services rendered in the household by the taxpayer or by a person 
qualifying the taxpayer as a head of a household. 

$ 1. 1 — 3 LIMITATION oN TAx. — The tax iInposed by section 1 
(whether by subsection (a) or by subsection (b) thereof) shall not 
exceed 87 percent of the taxable income for the taxable year. For 
purposes of determining this limitation the tax under section 1 (a) or 
(b) and the tax at the 87 percent rate shall each be computed before 
the allowance of any credits against the tax. )Vhere the alternative 
tax on capital gains is imposed under section 1201(b), the 87 percent 
limitation shall apply only to the partial tax computed on the taxable 
income reduced by 50 percent of the excess of net long-term capital 
gain over net short-term capital loss. 

$ 1. 1 — 4 DETERMINATION OF NORMAL TAX AND SURTAX. — The tax 
imposed by section 1 (whether by subsection (a) or by subsection (b) thereof) consists of a normal tax and a surtax. The normal tax equals 8 percent of the taxable income of the taxpayer and the surtax equals the remaining part of the combined tax computed in accordance with the tables in subsection (a) and subsection (b) of section 1 and with the limitation on tax in subsection (c) of section 1. 

CH NGE IN RATES APPLICABLE To TAXABLE YEAR. — FOI' 
~ 1. 1-5 C 

computation of the tax for a taxable year during which a change in the tax rates occurs, see section 21 and the regulations thereunder. 
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$ 1. 2 STATUTOR& PROvISION I j INCOME TAR IX CASE 01 JOINT RE- 
TURN oR RETURN oF «+I RvIvlxu SPovsz. 

SEc. 2. TAX IN CASE OI' JOINT RETURN OR RETURN OF SUR- 
VIVINC SPOUSE~, 

(a) RATE oF Taz. — In the case of a joint return of a husband and 
wife under sectiou 0019, the tax imposed by section 1 shall be twice the 
tax which would be imposed if the taxable iucome were cut in half. For 
purposes of this subsection and section S, a return of a surviving spouse 
(as defined in subsection (b) ) shall be (rented as a joint return of a 
husbaud and wife under section 6019. 

(b) DEFINITIoN oF SuavIvIxo SPoUsE. — 
(1) Iz OEEEEAI, — For purposes of subsection (a), the terai "sur- 

vivin spouse" uieans a taxpayer— 
(A) IVhose spouse died durin either of his tivo taxable 

Vears imuiediately precediug the tazable yeaI, and 
(B) Vfho niaintains as his hoiue a househohl Ivhich consti- 

tutes for the taxable year the principal place of abode (as a 
~ember of such household) of a dependent (i) Ivho (within the 
nieanin of section I, i2) is a son, stepson, daughter, or step- 
daughter of the tazpayer, and (ii) with respect to whom the 
taxpayer is entitled to a deductiou for the tazable year under 
section lol. 

(2) Li&IIrATIozs. — iNotsvithstanding paragraph (1), for pur- 
poses of subse& tion (a) a taxpayer shall uot be considered to be a 
surviving spouse— 

(A) If the tazpaver has remarried at any time before the 
close of the tazable year, or 

(B) I nless, for the taxpayer's tazable year during which 
his spouse died, a joiut return could have been made under the 
provisions of section 0013 (Ivithout regard to subsection (a) (3) - thereof) or under the corresponding provisions of the Interual 
Revenue Code of IM9. 

$ 1. 2 — 1 TAX IN CASE OF JOINT PETVRN OF HUSBAND AND AVIFE OR 

TIIE I'ETURN oF A SURnvINO Spovsz. — (a) In the case of a joint return 
of husband and wife, or the return of a surviving spouse as defined in 
section 2 (b), the tax imposed by section 1 shall be twice the tax that 
would be imposed if the taxable income Ivere reduced by one-hal f. For 
rules relating to the filing of joint returns of husband and wife and for 
method of computing gross income and adjusted gross income on such 
joint returns, see section 6013 and the regulations thereunder. 

(b) The method of computing, unde~r section 2 (a), the tax of 
husband and wife in the case of a joint return, or the tax of a surviving 
spouse, is as follows: 

(1) First, the taxable income is reduced by one-half. Second, 
the tax is determined as provided by section 1 by using the taxable 
income so reduced. Third, the tax so determined, which is the 
tax that would be determined if the taxable income Ivere reduced 
by one-half, is then multiplied by tavo to produce the tax imposed 
in the case of the joint return or the return of a surviving spouse, 
subject, however, to the allowance of any credits against the tax~ 

under the provisions of sections 81 through 88 and the regula- 
tions thereunder. 

(2) The limitation under section 1(c) of the tax to an amount 
not in excess of a specified percent of the taxable income for the 
taxable year is to be applied before the third step above, that is, 
the limitation to be applied upon the tax is detern1ined as the ap- 
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plicable specified percent of one-half of the taxable income for the 
taxable year (such one-half of the taxable income being the actual 
aggregate taxable income of the spouses, or the total taxable in- 
come of the surviving spouse, as the case may be, reduced by one- 
half). For the percent applicable in determining the limitation 
of the tax under section 1(c), see $ 1. 1 — 3. After such limitation 
is applied, then the tax so limited is multiplied by two as pro- 
vided in section 2(a) (the third step above). 

(3) The following computation illustrates the method of appli- 
cation of section 2(a) in tlie determination of the tax of a husband 
and wife filing a joint return for the calendar year 1954. If the 
combined gross income is $8, 200, and the only deductions are the 
two exemptions of the taxpayers under section 151(b) and the 
standard deduction under section 141, the tax on the joint return 
for 1954, ivithout regard to any credits against the tax, is $1, 279. 60, 
determiiied as follows: 
1. Gross income $8, 200. 00 
2. Less: Standard deduction under section 141 $820 

Deduction for personal exemption I, 200 
2, 020. 00 

6, 180. 00 
8, 090. 00 

689. 80 

8. Taxable income 
4. Taxable income reduced by one-half 
5. Tax, computed by tbe tax table provided under section 

1(a) ($400 plus 22 percent of excess of $8, 090 over 
$2, 000) . 

6. Twice the tax in item 5 1, 279. 60 

(c) If the alternative tax is computed under section 1201(b), re- 
lating to the alternative tax where a taxpayer (other than a corpora- 
tion) has a net long-term capital gain in excess of a net short-term 
capital loss, the partial tax shall be computed as provided in para- 
graph (b) of this section but without inclusion of 50 percent of such 
excess in taxable income, and the total tax shall be such partial tax 
plus a specified percent of such excess as provided in such section 
1201(b). 

(d) If a joint return of a husband and wife is filed under the pro- 
visions of section 6013 and if the husband and wife have diferent 
taxable years solely because of the death of either spouse, the taxable 
year of the deceased spouse covered by the joint return shall, for the 
purpose of the computation of the tax under section 2(a) in respect 
of such joint return, be deemed to have ended on the date of the closing 
of the surviving spouse's taxable year. 

(e) For computation of optional tax in the case of a joint return 
or the return of a surviving spouse, see section 3 and the regulations 
thereunder. 

(f) For treatment of taxable years during which a cliange in the 
tax rates occurs see section 21 and the regulations thereunder. 

$1, 2 — 2 DEFINITIQN oF SURvIvING SPOUsE. — (a) If a taxpayer is 
eligible to file a joint return (either under the Internal Revenue Code 
of 1939 without regard to section 51(b) (4) thereof or under the 
Internal Revenue Code of 1954 without regard to section 6013(a) (3) 
thereof) for the taxable year in which his spouse dies, his return for 
each of the next two taxable years following the year of the death of 
the spouse shall be treated as a joint return for purposes of sections 
2(a) and 3 if all three of the following requirements are satisfied: 
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(1) IIe hns not remarried before the close of the taxable year 
the return for which is sought to be treatecl as n joiiit return, and 

(2) FIe maintains as his home a household which constitutes 
for the taxnble yenr the principal place of abode as a member of 
such household of a person who is (whether by blood or adoption) 
a son, stepson, daughter, or stepclaughter of the taxpayer, ancl 

(8) FIe is entitled for the taxable~year to a clecluction under 
section 151 (relating to clediictions for clepenclents) with respect 
to such son, stepson, claug;htcr, or stepdaughter. 

A. return of a surviving spouse nay not be treatecl as a joint return 
unless it is for a taxable year beginning after December 31, 1958, and 
ending after August 16, 1954. 

(b) Section 1. 1 — 2 (c) (1) nncl (d) (relating to the head of. a house- 
hold) provicles rules for the cleterminntion mider section 1(b) (2) (A) 
of when the taxpnj er maintains ns his home a householcl which con- 
stitutes for the taxable year the principal place of abocle, as a member 
of such householcl, of another person. These snnie rules shall also 
apply in the deterinination of whether the corresponding require- 
ments under section 2 (b) (1) (B) have been satisfied. 

(c) If the taxpayer does not qualify uncler section 2 as a surviving 
spouse he may nevertheless qualify uncler section 1(b) as a head of 
a household if he meets the requirements of that section. 

(d) The following eznmple illustrates the provisions relating to a 
sil 1'viviilg spoiise: 

Encamp/e. Assume that the taxpayer meets the requirements of 
subparagraph (B) of section 2(b) (1) for the years 1954 through 
1058, and that the taxpayer, whose wife died during 1953 while 
married to him, remarried in 1055. In 1056, the taxpayer's 
second wife clied while married to him, and he remained single 
thereafter. For 1054 the taxpayer will qualify as a surviving 
spouse, provicled that neither the taxpayer nor the first wife was 
a nonresident alien at any time cluring 10, i"i nncl that she (im- 
mediately prior to her cleath) clid not have a taxable year clif- 
ferent from that of the taxpayer. For 1055 the taxpayer does 
not qualify as a surviving spouse because lie remarried before the 
close of that taxable year. The taxpayer will qualify as a sur- 
viving spouse for 1957 nnd 1058, providecl tliat neither the tax- 
payer nor the second wife was n~ nonresident alien at any time 
during 1056 and that she (inpmediately prior to her cleath) clid 
not have a taxable vear cli8erent from that of the taxpayer. On 
the other hancl, if the taxpayer, in 1056, was clivorced or legally 
separated from his second wife, the taxpnyer will not qualify as 
a surviving spouse for 1057 or 1058, since he coulcl not have filed 
a joint return for 1056 (the year in which his second wife diecl). 

$1. 8 STATLPCRF PRovisICNs& OPTIQNAL TAx PF GRoss INcoME Is 
Lzss THAN $5, 000. 

SEC. S. OPTIONAL TAX II' ADJl STED GllOSH INCOME IS LESS 
THAN $:), 000. 

In lieu of the tax imposed by section I, there is hereby imposed for 
each taxable year, on the taxable income of each individual whose 
adjusted gross income for such year is less than $o, 000 and who has 
elected for such year to pay the tax imposed by this section, the tax 
shown in the following table: 
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5 1" & 1 AppLIc ETIO-v oi' OpTION--iL Txx. — (a) 6c»ci al rules. — (1) 
An iudiviclual ivhose adjusted gross income is less than $5, 000 (or a 
husband and v;ife filing a joint return ivhose combinecl adjusted gross 
income is less than $5, 000) may elect to pay the tax imposed by section 
8 in place of the tax imposed by section 1 (a) or (b). See $ 1. 4 — 2 for 
the manner of making such election. A taxpayer may make such elec- 
tion regardless of the sources frona which liis income is derived and 
regardless of ~vhether his income is computecl by the cash method or 
the accrual method. See section 6 ' and the regiilations thereunder for 
the determination of adjusted gross income. For the purpose of de- 
termining ivhether a taxpayer noway elect to pay the tax under section 3, 
the amount of the adjusted gross income is controlling, ivithout refer- 
ence to the number of exemptions to ~-hich the taxpayer may be en- 
titled. See sectioii -1 and the regulations thereunder for additional 
rules applicable to section 3. 

(2) The following examples illustrate the rule that section 3 ap- 
plies only if the adjusted gross inconie is less than $5, 000: 

Ezczmp/e (1). A is employed at a salary of $4, 600 for the 
calendar year 1954. In the course of such employment, he in- 
curred travel expenses of $750 for which he rras reimbursed 
during the year. Such itenis constitute his sole income for 1954. 
In such case the gross income is $5, 850 but the amount of $750 is 
deducted froni gross inconie in the determination of adjusted gross 
income and thus A's adjusted gross income for 1954 is $7600. 
Hence, the adjusted gross income being less than $5, 000, he may 
elect to pay his tax for 1954 under section 3. Similarly, in the 
case of an individual engaged in. trade or business (excluding 
from the term "engaged iii trade or business" the performance of 
personal services as ~an employee), there nray be deducted from 
gross income in ascertaining adjusted gross income those expenses 
directly relating to the carrying on of such trade or business. 

Exarzzple (9). If B has, as his only income for 1954, a salary 
of $5, 800 and his spouse has no gross income, then B's adjusted 
gioss income is $5, 800 (not $5, 800 reduced by exemptions of 
$1, 200) and he is not, for such year, entitled to pay his tax under 
section 8. If, however, B has for 1954 a salary of $6, 500 and in- 
cident to his emplovment he incurs expenses in. the amount of 
$1, 700 for travel, meal», and lodgino ~vhile away from honie, the 
adjusted gross income is $6, 500 niiiius $1, 700, or $4, 800. In such 
case his adjusted gross incoine being less than $5, 000, B may elect 
to pay tlie tax under section 8. However, if B's vvife has adjusted 
gross income of $200, the total adjusted gross income is $5, 000. In 
such case, if B and his ivife file a joint return, they may not elect 
to pay the optional tax since the combined adjustecl gross inconie 
is not less than $5, 000. B may nevertheless elect to pay the op- 
tional tax, but if he makes this election he inust file a separate 
return and, since his v;ife has gross income, he may not claim an 
exemption for lier in computing~the optional tax. 

(b) Szzrvivz'ng spouse. — The return of a, surviving spouse is treated 
as a joint return for purposes of section 8. See section 2, and the regu- 
lations thereunder, ~ith respect to the qualifications of a taxpayer as a 
surviving spouse. Accordingly, if the taxpayer qualifies as a surviv- 
ing spouse and elects to pay the optional tax, he slrall use the column 
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in the tax table, appropriate to his number of exemptions, provided for 
cases in which a joint return is filed. 

(c) Uge o f tax table. — (1) To determine the amount of the tax, the 
individual ascertains the amount of his adjusted gross income, refers 
to the table set, forth in section, &, ascertains the income bracket into 
which such income falls, and, using the number of exemptions appli- 
cable to his case, finds the tax in the vertical column having at the top 
thereof a number corresponding to the number of exemptions to which 
the taxpayer is entitled. 

(2) The tax table in section 8 contains, in certain instances, double 
columns, in one of which is shown the tax if the taxpayer is single (and 
not the head of a household) or married and files a separate return, 
and in the other of which is shown the tax if the taxpayer is the head of 
a household. In other instances, such table contains triple columns, 
in the first of which is shown the tax if the taxpayer is single (and not 
the head of a household) or married and files a separate return, in the 
second of which is sho~ n the tax if the taxpayer is the head of a house- 
hold, and in the third of which is shown the tax if a joint return is 
filed. In the case of double or triple columns, the tax shall be deter- 
mined by reference to the applicable column. 

(8) The tax shown in the tax table set forth in section 8 reflects full 
income splitting in the case of a joint return (including the return of 
a, surviving spouse) and lesser income splitting in the case of a head of 
household. Therefore, it is possible for the tax shown in the column 
relating to a joint return, or. relating to a return of a head of a house- 
hold, to be lower than that shown in the separate return column even 
though the amounts of adjusted gross income and the number of 
exemptions are the same. For example, if H, a married man, has ad- 
justed gross income of $4, 025 for the calendar year 1054 and his wife 
has no gross income the tax on a joint return basis would be $647 (as- 
suming he is entitled to onlv two exemptions). If H files a separate 
return, claiming two exemptions (himself and his wife), his tax would 
be $671. 

(4) The determination of the tax by use of the tax table set forth in 
section oo may be illustrated by the following exainples: 

Example (1). Assume that A has adjusted gross income for 
the calendar year 1054 of $4, 225, has two exemptions, and is single 
and not a, head of a household. The tax is $588, which amount 
appears in the table under the first of the columns for two exemp- 
tions (designated for single taxpayers or married taxpavers filing 
separate returns) and opposite the appropriate income bracket 
$4, 200 to $4, 250) in the column showing ad]usted gross income. 

L~'@amp/e (8). Assume the same facts as in example (1) except 
that 8 qualifies as a head of a household. The tax is $527, which 
amount appears under the second of the columns for two exemp- 
tions (designated for a taxpayer ivho is a head of household) and 
opposite the appropriate income bracket ($4, 200 to $4, 250) in the 
column showing adjusted gross income. 

$ 1. 4 STATUTORY PRovisioNS: RULES FOR Oi'TIONAL TAx. 
SEc. 4. RULES FOR OPTIONAI TAX. 

(a) Nvxrsza or KxsMrrzovs. — For purposes of the table in section 3, the term "number of exeniptions" means the nuniber of the exemptions 
allowed under section lol as deductions in computing taxable income 
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(b) MENNER os I'. &. E&'TIGN. — The election referred to in section 3 shall 
be niade in the innnner provided in regulati&nis prescribed by the Sec- 
retary or his dele . nte. 

(c) HUsBAND oR WirE I'ILING SEPARATE ItKTURN. — A husban&l or wife 
may not elect to pay the optional tax iniposed by seci;ion 3 if the tax of 
the other spouse is determined umler section 1 on the bnsis of taxable 
income con&pated &vithout r&gnr&l to the standard deduction. F&&r pur- 
poses of the preceding sentence, deteriiiinntion of marital status shall be 

ade under section 143. 
(d) CEBTAIlv OTIIER T&&xP&zERs INELIGIBLE. — Section 3 shall not 

apply to— 
(1) A nonresident alien individual; 
(2) A citizen of the Unite&1 States entitled to the benefits of 

section Ml (relating to income froni sources within possessions of 
the United States); 

(3) An individual mal-ing a return under section 443(a) (1) for 
a period of. less than 12 nionths on accouiit of a clmnge in his ac- 
counting period; or 

(4) An estate or trust. 

(e) TAxABLK Ixcoi&E COEIPUTKB WITH STANDARD DEBUUTIQN. — Vi hen- 
ever it is necessary to dcterniine the taxable income of n tax&&aver ivho 
made the election referred to in section 3, the tnxnble income shall be 
deterniined un&ler section fi&3 (b) (relating to definition of taxable iiicome 
for individuals electin st;indard deduction). 

(f) CRoss I(EPERE&vcES. 

(1) For other appli&able rules (including rules as to the change 
of an election under section 3), see section 144. 

(2) For disalloivance of certain credits against tax, see section 3f&, 

$ 1. 4 — 1 XUBIBRR OI' Exzirrrloxs. — (a) For the purpose of determi- 
ning the optional tax imposed under section 8& the taxpayer slinll use 
the number of exemptions alloiv:!ble to him as deductions under section 
151. See sections 151, 152, and 15, '&, and the regulations thereunder. 
In «eneral, one exenlytion is allov'ed for the taxpayer; one exemption 
for !is spouse if a jomt, return is made, or if a sepa! ate return is made 
by the t;!xpayer and his spouse has no gross income for the calendar 
year in which the taxable ye:!r of tlie ta~xpayer begins and is not the 
dependent of another taxpayer for such calendar year; and one ex. - 
emption for each dependent whose gross income for the calendar year 
in Ivhich the taxable year of the taxpayer begins is less than 5600. 
Xo exemption is allovved for any dependent, who has made a joint 
return with his spouse for the taxable year be«in»ig in the calendar 
year in which the taxable year of the taxpayer begins. The taxpayer 
may, in certain cases, be alloived an exemption for a dependent child 
of the t:!xpayer not!vithstanding the fact that such child has gross 
income of c&600 or more. Additional exemptions nre alloIved for a 
taxpayer or spouse who has attained the age of 65 years and for a 
blind taxpayer or blind spouse. 

(b) The application of this section may be illustrated by the fol- 
lowing examples: 

~Example (1). A, a, married man Ivhose cluties as an employee 
require traveling aw~ay from his home, has as his sole gross income 
a salary of $5, 600 for the calendar year 1954. His traveling 
expenses, including cost of meals and lodging, amount in such year 
to $750, and, hence, his adjusted gross income is $4, 850. His v~ ife, 
8, has as her sole income interest in the amount of +85, an&1 thus 
the ag& re«ate adjusted gross income of A and 0 is P l-, M5. A has 
B'&B474' —. &n 



) 1. ] 

tv;o depe»de»t c]ii]c]I'eix. , »«i! hei of svhom has any income. A and 

]1 tile A joint retur» for 1!!. &4 on Form 1040. In such case four 
exei!!ptio»s are A]]owable. The acljusted ~ross income fal]s within 

the tax bracket $4, 000 — $4, NO. By refer!i»g to such tax bracket 
in the tax table in se«tio» 8 And to the column heacled "4" therein, 
the tax Ls found to be $407. 

L'~anil&?e (o). C, A married man, has as his sole income in 1954 

xvages of $4, 600, and has txvo dependent chilclren neither of who»I 

i!as;!»y i»conic. His wife, D, has adjusted gross i»co!De of $400. 
C files a separate retiirn for 1054 and is entitled to claim three 
exemptions. ("s income falls within the tax bracket $4, 600 — $4, 6AO 

a»d hence, with three exemptions his tax is $480. Xo exemption 
is A]]osved with respect to D since D has gross income and a joint 
ret«rn xvas not filed. 

I'@ample (3). D, a marriecl man with no dependents. attains 
the Age of 6o o» September 1, 1054. The aggregate adjusted gross 
i»coi»e of D ancl his wife for 19o4 is $4, 840. D and his wife file 

A joint ret»rn for 1954 ancl are entitled to three exemptions, one 
for each taxpayer and one adclitional exenxption for D because of 
his A»e. Since the Acljusted gross income of D and his wife falls 
within the tax bracket $4, 800 — $4, 850, the tax on a joint return is 
8, 0«L 

$ 1. 4 — ~ EI. EGTIoNs. — (a) . llalcingc of election. — Tlxe election to pay 
the optional tax imposed under sectioix 8 slxall be!Ixacle by (1) filing 
a ret«i » (svhether a separate return or a joint return) on Forni 10403. , 
or (o) filing a return (whether a separate return or a joint return) 
oxi Foraxx 1040 and e]ecting in such return, in accord" nce with the pro- 
visions of section 144 aixd the regulations thereunder, to take the 
standarcl deduction pi ovided by section 141. 

(b) Lleetion under section. 8 and election of Standard deduction. — 
Sectioii 144(;!) ancl the regulations tlxereuncler provicle rules for treat- 
ing An election to pay the tax 1»!der section 3 as an election to take the 
staiiclard dech!ction, and for ti eating an election to take the standard 
deduction as an election to pay the tax under section 8. For exaxxxple, 
if the taxpayer's return shows $5, 000 or more of adjusted gross income 
:incl he elects to take the standard deduction, he will be deemed ta 
have elected to p;!y the tax uncler section 8 if it is subseq«ent]y deter- 
mine&1 th;! t his correct Adjusted gross income is 'less than $5, 000. 

(«) Ilearl of household anrl . iui!i Ding epou8e. — In the case of a 

head of a household (as defined in section 1(b) And tlxe regulations 
thereullclel') ol' '1 sul'vxvlllg spouse (as clefilxecl ill sectlo» o(b} Axxd tl!e 
regulatio»s thereuncler) electi»g to nxake his return on For;n 10404, 
the tax iiuposed by section, "& sha~ll be computed without regal(1 to tiie 
stAtus of fhe taxpayel' As the lxPAd of A, ]xouseholcl ol' as A~ s»rvivillg 
spouse. See section 6014 And the regulations there»nder. 

(d) C'han!le of election. Forru]es re]ati»g to a change of election 
to pav, or not to pay, tlie optional tax in!posed uixder section 3, sec 
sect ion 144 (b) and the regulations thereunder. 

$ 1. 4 — 0 HLSB. ~NDAND 9 II'E FILING SEI'vR. ITE RETL'PNS. — (A) If the 
separate ac] justed gross i»conic of a h»sband is less t]iaix $ &, 000 and the 
sep:xra]e Acljustecl~gxoss income of his v-ife is less than 8;&, 000, and if 
each is rec]»irccl to fi]e A return, the husband A»d the v ife botlx must, 
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or neither can, elect to pay the option:rl tax imposed under section 8. 
If the separate adjusted oross income of each sl&ouse is f;&, 000 or more, 
then neither spouse can elect to pay the optional tax imposed under 
section o. If the adjusted gross income of one spouse is!t, u000 or more 
and that of the other spouse is less than P5 000& t'lie election to pay the 
optional tax imposed under section 3 may be exercised by the spouse 
having adjusted gross income of less th;in. +, &, 000 only if the sponse 
lravin~&adjusted g~ross income of $, &, 000 or more, in computing taxable 
income, uses the stan«lard deductiori provided by section 141. If the 
spouse havi»o adjusted gross income of +, &, 000 or more. does not use the 
standard dechiction, then the spouse having adjusted gross income of 
less than +, &, 000 may not elect to pay the optional tax and must com- 
pute taxable income without regard to the standanl deduction. Ac- 
cordingly, if the spouse havino adjusted gross income of +;&, 000 or more 
itemizes the deductions allowed by sections 1(&1 and 211 in computing 
taxable income, the spouse having adjusted gross income of less than 
&. &&000 must also compute taxable income by itemizing the deductions 
allowed by sections 161 and 211& and nnrst, p;ry the tax imposed by 
section 1. For rules relative to the election to take the standard de- 
duction by husband an«l wife, see part IV of subchapter 8 (sections 
141 — 145) and the regulations thereunder. 

(b) For the purpose of applying the restrictions upon the right 
of a married person to elect to pay the tax under section 8, the «leter- 
mination of marital status is is nrade as of the close of the taxpayer's 
taxable vear or, if his spouse died during such year, as of the date of 
death, and a pe~rson legally separated from his spouse under a decree 
of divorce or separate maintenance on the last day of his taxable year 
(or the d;rte of de;itlr of his spouse, whichever is applicable) is not con- 
sidered married. 4ee section 14& and the regulations thereunder. 

5 1. 4 — 4 SrroRT TAXABLE YEAR (' AT. »ED BY' DEATIr. — An individual 
making a return for a perio«l of less than 1& months on account of a 
change in his acconnting period may not elect to pay the optional tax 
under section 8. EIowever, the fact that the taxable year is less than 
lo nionths does not prevent the determination of the tax for the taxable 
year under section 8 if the short t rxable year results from the death of 
the taxpayer. 

$ 1. 5 STATI&ToRY PRovrsroxs; CRo»» P~ErERExcrs P&ELATrxo ro Tvx 
0 N IX I& IVIDr ' A r. s. 

SEC. 5. CROSS REFERENCES RELATING TO T&&X OX I & I&I- 
VII& L AI. S. 

(a) OTHER RATEs OF TAx ox Ixnrvrnr. xr. s, Erc. 
(1) For rates of tax on nouresident aliens, see section 871. 
(2) I or doubling of tax on citizens of certaiu foreign countries, 

see section 8', &1. 

(8) For alternative tax in ease of capital gain, see sec(. iou 1201 
(b) 

(I) For rate of withholding in the case of nonresideut aliens, 
see section 1441. 

(b) SPKcIAL LIMI1'ATION ON TAx. 
(1) For limitation on tax attributable to receipt of lump sum 

under annuity, endowment, or life insurance contract, see section 
72(e) (8). 

(2) For limitation on surtax attributable to sales of oil or gas 
properties, see section 662. 



(8) I'or limitation ou tax in case of income of members of Armed 
Forces on death, see section 592. 

(4) For limitation ou tax with respect to compensation for long- 
term services, see section 1801. 

(5) For limitation on tax with respect to income from artistic 
work or inventions, see section 1802. 

(0) For limits. tion on tax in case of back pay, see section 1808. 
(I) For computation of tax where taxpayer restores substantial 

amount held under claim of right, sce section 1341. 
(8) For limitation on surtax attributable to claims against the 

United States involving acquisitions of property, see section 1847. 

TAX Oxl CORPORATIOXS 

$ 1. 11 STATPPI'oR'r Pnovlsloxs i I tx ox CQRPQRATIO&s. 

SKC. 11. TAX 151POSKD. 
(a) CGBFGBArroNs IE GEr;EBAL. — A tax is herebv imposed for each tax- 

able year on the taxable income of every corporation. The tax shall 
consist of a normal tax computed under subsection (b) and a surtax. 
computed under subsection (c). 

(b) ÃOBMAL TAX— 

(1) TAxABLE TEABs BEGIEEIEG BEFOBE APBIL I, 1956, — In the 
case of a taxable year beginning before April 1, 1950, the norrual 
tax is equal to 80 percent ot' the taxable income. 

(2) TAxABLE TEARs BEQIÃEIRG AFTER MABCH 31, 1956. — In the 
case of a taxable I ear beginning after 51arch 31, 1950, the norrual 
tax is equal to 25 percent of the taxable income. 

(c) SvarAx. — The surtax is equal to 22 percent of the amount by 
which the taxable income (computed vvithout re ard to the deduction, 
if anv, provided iu section 242 for partially tax-exempt interest) exceeds 
$25, 000. 

(d) ExcErrroNs. — Subsection (a) shall not apply to a corporation sub- 
ject to a tax iniposed by— 

(1) Section 594 (relating to mutual savings banks conducting 
life insurance business), 

(2) Subchapter L (sec. 801 and following, relatiug to insurance 
companies), 

(3) Subchapter AI (sec. 851 and following, relating to regulated 
investment companies), or 

(4) Section 881 (a) (relating to foreign corporations not en- 
gaged in business in United States). 

[Sec. 11 as amended by sec. 2, Tax Hate Exteusion Act, 1955. ] 

$ 1. 11-1 TAx ow CoRPoRATloixs. — (a) Every corporation, forcigD 
or domestic, is liable to the tax imposed under section 11 except 
(1) corporations described in section 11(d); (2) corporations ex- 

pressly exempt from all taxation under subtitle A (see section 501); 
and (:3) corporations subject to tax under section 511(a). For de6- 
nition of the terms "corporation", "domestic", and "foreign', see 
section 7701(a) (6), (4), and (5), respectively. It is immaterial that 
a domestic corporation subject to the tax imposed by section 11 may 
derive no income from sources within the United States. The tax 
imposed by section 11 is payable upon the basis of returns rendered 
by the corporations liable thereto, except that in some cases a tax i3 

to be paid at the source of the income. See subchapter A of chapter 
61 (sections 6001 — 6091, inclusive) and section. 144o. 

(b) The tax imposed by section 11 consists of a normal tax and 3 

surtax. The normal tax and the surtax are both computed upon ths 
taxable incolne of the corporation for the taxable year, that is, upon 
the gross income of the corporation minus the deductions allowed 
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by chapter 1. However, the deduction provided in section 242 for 
partially tax-exenfpt i»tet est is not alloived in computing the taxable 
income subject to the surtax. 

(c) The norf»al tax is computed by applying to the taxable income 
the rate of tax in etl'cct for the taxable year. The rates of tax 
applicable for the respective taxable years are as follows: 

Peret«rt 
For taxable years bc" (nnino before April 1, 1050 00 
For taxable years be inniu ~ after March 01, 1050 

(d) The surtax is at the rate of 22 percent, and is upon the taxable 
income (con&puted without regar&l to the cleductio»s, if any, provided 
in section 242 for partially tax-exefnpt interest) in excess of $25, 000. 
IIowever, in certain circumstances the $25, 000 exemption from su~rtax 
nfay be disallowed in whole or in part. See sections 260 and 1551 
and the regulations thereunder. 

(e) The computation of the tax on corporations imposed under 
section 11 may be illustrated by the following example: 

Example. The X Corporation, a doi~»estic corporation, has 
gross income of ~8(i, 000 for the calendar year 1055. The gross 
Income includes interest of ~$5, 000 on United States obligations 
for which a deduction under section 242 is allover able in determin- 
ing taxable income subject to the normal tax. It has other de- 
ductions of $11, 000. The tax of the X Corporation under section 
11 for the calendar year 1055 is f32, 000 ($21, 000 nornfal tax and 
$11, 000 surtax) computed as follows: 

ColfPUTAvlox OF NORMAL TAX 

Gross income 
Deductions: 

Pa rtially tax-exeufpt iuterest 
Other 

Taxable income 
Norufal tax (Soe/g of &70, 000) 

Coif PUv f rfox oF SURTAx 

«e'80, 000 

«e, &, 000 
11, 000 10, 000 

70, 000 
21, 000 

Taxable income , «70, 000 
Add: Amount of partiallv tax-exefupt interest deducted in computiug 

taxable income 5, 000 

Taxable income subject to surtax 
Less: Exemption from surtax 

7, i. 000 
25, 000 

Excess of taxable income subject to surtax over exemption 50, 000 
Surtax (22'/e of 850. 000) 11, 000 

(f) For special rules applicable to foreign corporations engaged 
in trade or business within the United States, see section 882 and the 
regulations thereunder. For aclditional tax on personal holding com- 
panies, see part II of subchapter 6 (section 541 and following) and the 
regulations thereunder. For additional tax on corporations improp- 
erly accumulating surplus, see part I of subchapter 6 (section 531 and 
following) and the regulations thereunder. For treatment of China 
Trade Act corporations, see sections 041 and 942 and the regulations 
thereunder. For treatment of western Hemisphere trade corpora- 
tions, see sections Ml and 922 and the regulations thereunder. For 
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treltment of capital gains and losses, see subchapter p of chapter 1 
(sections 1201 — 1241, inclusive). For computation of the tax for a 
taxable year during Ivhich a cliange in the tax rates occurs, see section 
21 and the regulations thereunder. 

$ 1. 12 5 I'. I TEToRT PRovisroxs; Cnoss HEEERExcKs BELATIXG To TAx 
oiv CoRI'c)RATIoxs. 

SEc. 1'. CROSS REFERENCES REI. ATIXG TO TAX OX CORPORA- 
TIOX S. 

& I ) For tax ou the unrelated busiu«s. incoiue of certain charitable 
au&1 other corporations exempt from tax under this chapter, see 
section sll. 

(2) I"or accumulated earniugs tax au&i personal holding company 
tax, see parts I an&i II of subchapter G (sec. opal and following). 

(8) For cloublin of tax on corporations of certain foreign coun- 
tries, see section 801. 

(4) For alternative tax iu &. ase of capital gains, see sectiou 
1201 (a). 

(5) For rate of ivithhol&liug iu case of foreign corporations, sc& 

section 1442. 
(6) For ivithholding of tax ou t:&x-free covenant bonds, see 

section Ilail. 
(& ) I~ or liuiitation on the s2 Doc)0 exeniption froni surtax provided 

in section 11 C «). see sectiou l, i il. 
(8) For aclditional tax for corporations filing cousolidated re- 

turns, see section I i()8. 

CIIAXCIES IX ICATES DERIXG A. TAXABLE YEAI 

$ 1. 21 HTATLTORT PRovrsroxs; EI"EEcT or CIIA=;c:Es. 

Sxc. 21. El'I'ECT OF CH lxGES— 
(a) Grxsi&AI. RBLR. — If any rate of tax imposecl bv tliis chapter 

changes, aucl if the taxable year iuc. ludes the effective date of the 
change (unless tliat &late is the first clay of the taxable vear), theu— 

(1) Tentative taxes shall be computed by applying the rate for 
the periocl before the effective date of the change, and the rate for 
the period on aud after such elate, to the taxable iucome for the 
entire taxable year; aud 

(2) The tax foi such taxable year shall be the sum of that 
proportion of ea«h teiitative tax which the number of days in each 
period hears to the number of days iu the eutire taxable year. 

(b) RFF&cc&. ov TAx. — F&ir purposes of subsection (a)— 
(1) If a t:ix is repealed, the repeal shall be considered a change 

of rate: aud 
(2) The rate for the lieriod after the repeal . hall be zero. 

(c) EFFscrivr. D ixx or Cn cxcui — I'«r purposes of subsections (a) au&i 
(b)— 

(1) If the rate &hau "e, for taxable years "be iuning after" or 
"ending after" a certaiu date, the following day shall be considered 
the effective date of the change: aml 

(2) If a rate changes for taxable vears "beginnin. on or after" 
a certain &late, that date shall be consi&lerecl the effective date of 
the ch:cnge. 

(cl) TAXABLE YEADs BEGITIKIFIG BEFQRE JAXLARY 1~ 1004& AxD EXDIXG 
AFTER DscFicsER 81, 10is. — Iu the case of a taxable vear beginning before 
January 1, 1054, and ending after December 81, 10os— 

(1) Subsection (a) of this section cloes not apply: au&i 
(2) In the applicatiou of subsection (j) of section loa of the 

Internal Revenue Cocle of 1000, the provisions of such code referrecl 
to in such sulisection shall be considered as continuing in effect as if this subtitle had not been enacte&l. 
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$ 1. 21-1 CIIANGES Ii- PiATE DT~RlxG A TAXAIiLE YEAR. — (a) Section 
21 applies to all taxpayers, including individuals and corporations. 
It provides a gener;il rule applicable in any case ivhere (1) any rate of 
tax imposed by chapter I upon the, taxpayer is increased or decreased, 
or any such tax is repealed, and (2) the taxable year includes the eft'ec- 
tive date of the change, except where that date is the first day of the 
taxable year. Tliiis, for example, the normal t ix on corporations is, 
under section 11(b), decreased from 30 percent to 25 percent in the case 
of a taxable year beginning after March 31, 1056. Accordingly, the 
tax for a taxable year of a, corporation beginnin«o» Api il 1, 1056, will 
be computed under section 11(b) at the new rate ivithout i egard t~& sec- 
tion 21. However, for any taxable year beginnin«before April 1, 
1956, and ending on or after. that date, the tax will be computed under 
section 21. For~additional circumstances under which section 21 is not 
ap licable, see $ 1. 21 — 1(k). 

b) In any c;ise i» which section 21 is applicable, a tentative tax 
shall be coinputed by applying to the taxable income for the entire 
taxable year the rate for the peiiod within the taxable year before the 
eRective date of change, and another tentative tax shall be computed 
by applying to the tax~able income for the entire taxable year the rate 
for the period within the taxable year on or after such eRective date. 
Tlie tax imposed on the taxp:iyer is the sum of— 

(1) An amount which bears the same ratio to tlie tentative tax 
computed at the rate applicable to the period within the taxable ' 

year before the eRective date of the change that the number of 
davs in such period bears to the number of days in the taxable 
year, and 

(2) An anloilllt wlilch be'lI's tlie s'lnie 1'atlo to the telltatlve tax 
computed at the rate applicable to the period within the taxable 
year on and after the eRective date of tlie ch:iii«e that the number 
of days in such period bears to the number of days in the taxable 
year. 

(c) If the rate of tax is changed for taxable years "begii»iing after" 
or "ending after" a certain date, the following day is considered the 
eRective date of the change for purposes of section 21. If the rate is 
chan&«ed for taxable years "beginning on or after" a certain date, that 
date is considered the eRective date of the change for purposes of sec- 
tion "1. This rule may be illustrated by the following examples: 

Encamp/e (1). Assume that the law provides that a change in a 
certain rate of tax shall be eRective only with respect. to t~axable 

years beginning after March 31, 1956. The eRective date of 
change for purposes of section 21 is April 1, 1056, and section 21 
must be applied to any taxable vear which begins betore and ends 
on or after April 1, 1956. 

Ezamp/e (~~). Assume that the law provides that a change in 
a certain rate of tax shall be applicable only vi ith respect to tax- 
able years ending after AIaich 31, 1956. For purposes of section 
21, the eRective date of change is April 1, 1056, and section 21 must 
be applied to any t;ixable year which begins before and ends on. or 
after April 1, 1056. 

Encamp/e (0). iissume that the law provides that a change in a 
certain rate of tax shall be eRective only with respect to taxable 
years beginning on or after, Ianuary 1, 1056. The eRective date 
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of change for purposes of section 21 is January 1, 1056, and section 
21 must be applied to any taxable year which begins before and 
ends on or after January 1, 1056. 

(d) If a tax is repealed, the repeal will be treated as a change of 
rate for purposes of section 21, and the rate for the period after the 
repeal (for the purpose of computing the tentative tax in respect to 
that period) will be considered zero. Ho~ever, section 21 does not 
apply to the imposition of a new tax. For example, if a new tax is 
iinposed for taxable years beginning on or after July 1, 1955, a com- 
putation under section 21 ~ould not be required with respect to such 
new tax in the case of taxable years beginning before July 1, 1955, 
and ending on or after that date. If the efFective date of the imposi- 
tion of a nev- tax and the efFective date of a change in rate of such tax 
fall in the same taxable year, section 21 is not applicable in computing 
the taxpayer's liability for such tax for such year unless the neiv tax 
is expressly imposed upon the taxpayer for a portion of his taxable 
year prior to the change in rate. 

(e) If a husband and wife have difFerent tazable years because of 
the death of either spouse, and if a. joint return is filed with respect 
to the taxable year of each, then, for purposes of section 21. the joint 
return shall be treated as if the taxable years of both spouses ended on 
the date of the closing of the surviving spouse's taxable ye;ir. See 
section 6013(c), relating to treatment of joint return after death of 
either spouse. Accordingly, if a change in the rate of tax is efFective, 
during the taxable year of the surviving spouse, the tentative taxes 
with respect to the joint return shall be computed on tlie basis of the 
number of days duiing which each rate of taz was in elFect for the 
taxable year of tlie surviving spouse. 

(f) Section 21 applies whetlier or not tlie taxpayer has a taxable 
year of less than 12 months. AIoreover, section 21 applies whether 
or not the taxable income for a taxable year of less than 12 montlis i~ 
required to be placed on an annual basis under section 443. If tlirt 
taxable income is required to be computed under section 448(b) theii 
the tentative taxes under section 21 are computed as provided in para- 
graph (1) or (2) of section 448(b) and are reduced as provided in 
those paragraphs. The tentative tazes so computed and reduced are 
then apportioned as provided in section 21(a) (2) to determine thr 
tax for such taxable year as coniputed under section 21. 

(g) If a taxpayer has made the election under section 441(f) (re- 
lating to computation of tazable income on the basis of an annual 
accounting period varying from 52 to 58 weeks), the rules provided ia 
section 441(f) (2) shall be applicable for purposes of determining 
whether section 21 applies to the taxable year of the taxpayer. )Vizier& 
a taxpayer has made tlie election under section 441 (f) and where sec- 
tion 21 applies to the taxable year of the taxpayer the computation 
under section 21(a) (2) shall be made upon the basis of the actual 
number of days in the taxable year and each period thereof, 

(h) (1) Section 21 is applicable only if a rate of taz iniposed by 
chapter 1 changes. Sections in ivhicli rates of tax are specified or 
incorporated by reference inclucle the following: 1, 2, :3, 11, 511, 581, 
541' 871 881& and 1201 Section 21 is not applicable with respect t0 
changes in the law relating to deductions from g~oss income, exclu- 
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sions from or inclusions in gross income, or other items taken into 
account in deter&nining the amount or character of inco»&e subject 
to tax. Moreover, section 21 is not applicable with respect to changes 
in the law relati»g to credits against the tax or with respect to char&»cs 
in the law relating to limitations on the amount of tax. Section 21 
is applicable, however, to all those computatio»s specihed in the sec- 
tion providing the rate of tax which are implicit, in determining the 
rate. For example, if one of the tax brackels in section 1(b) (1) 
is chan& ed, section 21 is applicable to that change. Thus, if the 
bracket, relating to "over $50, 000 but not over gf&0, 000" sho«ld be 
changed to increase the last smn speciRed, with corresponding changes 
being made in subsequent brackets, sectio» 21 is applicable. Another 
example would be if the $25, 000 amount specified in section 11(c) 
were changed. Eve» though there were no other change in section 
11(c), this change would be considered a change in rate, 

(2) Ordinaril~y, both the old and the»ew Pates a&e applied to the 
same amount of taxable income. However, where the rate of tax is 
itself taken into account in determining taxable i»come (for example, 
the special deduction for A estern Hemisphere trade corporations 
under section 022), the t &xable income used in determining the tenta- 
tive tax employing the rate before the efl'ective date oi change shall 
be determined by reference to that rate oi tax, and the taxable, income 
for the purpose of determining the tentative tax employing the rate 
for the period on and after the eRective date of the change slrall be de- 
termined by reference to the new tax rate. 

(i) If the rate of tax changes more than once during the taxable 
year, section 21 is applicable to each change in rate. For example, if 
the rate of normal tax changed for taxable years beginning on or after 
March 1, 1054, and changed again for taxable years beginning on or 
after June 1, 1954, section 21~ requires computation oi 8 tei&tative 
taxes for any taxable year which began before March 1, 105&4, and 
ended on or after June 1, 1954: One te»tative tax at the ra~te in cRect 
before the March 1 change; another tentative tax at the rate in eRect 
from March 1 to May 81; and a third tentative tax at the rate in eRect 
from June 1 to the end of the taxable year. The proportion of each 
such tentative tax taken into account in determining the tax imposed on 
the taxpayer is computed by refe& ence to the portion of the taxable 
year before March 1, 1954, by reference to the portion of the taxable 
year from March 1, 1954, thro»«h May 81, 1054, and by reference to 
the portion of the taxable year from June 1, 1054, to the end of the 
taxable year, respectively. 

(j) (1) If a change in the rate of one tax imposed by chapter 1 
does not afFect the amount of other taxes imposed by clrapter 1 the 
other taxes may be determined without regard to section 21 and sec- 
tion 21 will be applied only to the tax for which a change in rate is 
made. However, if the change of rate of one tax does aRect the 
amount of other taxes imposed under chapter 1, then the computation 
of the taxes under chapter 1 so aRectecl shall be made by applying 
section 21. For example, if section 1201 applies to an individual tax- 
payer for a taxable year co»tai»ing the eRective date of a change in a 
rate of tax provided in sectio» 1, the»»»der section 21 the taxpayer 
must compute a tentative tax for each pe'iod for which a difFerent 
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rate of tax is efi'ective under section 1. The tentative tax for each 
such period as computed under sectio» 1201 ivill reflect the rate of tax 
provided by section 1 for such period. 

(2) In certain cases chapter 1 provides that the particular tax to be 

imposed upon the taxpayer shall be one of scvei at taxes, the basis of 
selc& tion being the tax that is greater or lesser. See, for example, sec- 

tions 821 and 1201. If in any such case the rate of any one of these 
taxes changes, then the tentative taxes computed as provided by sec- 
tio» 21 for each period slrall be computed employing the tax selected 
in accordance ~vith the ge»eral rule of selection for such a case, at the 
rate of tax in effect for such periocl. Thus, if a change in the rate of 
the alternative tax under section 1201 is such that the alternative taz 
u»de& section 1201 is applicable if the old rate is used and is not appli- 
cable if the neiv rate is used, one tentative tax ~vill consist of the al- 
ternative taz under section 1201 an&i the other tentative tax will con- 
sist of the tax imposed by the other applicable sections of chapter 1. 
The tv-o tentative taxes so computed are then prorated in accordance 
ivith section 21(a) (2) and the sum of the proportionate amounts is 
the tax imposed for the taxable year under chapter 1. See the ex- 
amples in paragraph (n) of this section. 

(k) Section 21 does not apply in the following tivo situations: 
(1) Section 1201(a) (2), relating to the alternative tax for cap- 

ital gains in case of a corporation. provides a ditferent rate of 
tax for a taxable year beginning before A. pril 1, 1954, than the 
rate of tax applicable to~a taxable year beginning on or after 
A. pril 1, 1954. 

(2) The provisions of section "1 do not apply in the case of 
any taxpayer for taxable years beginning before January 1, 1954, 
and endi»g after December 31, 1958. For such taxable years, sec- 
tion 21 provides that section 108 (j) of the Internal Revenue Code 
of 1939, relating to individua. ls, shall continue to be applicable, 
and the taz shall be computed at the rate and i» the manner set 
forth in $ 89. 108 — 1 of Regulations 118 (26 CFR (1989) 89. 108 — 1). 

(l) In. computing the nuniber of days each rate of taz is in eA'ect 
during the taxable y~ear for purposes of section 21(a) (2), the effective 
date of the change in rate shall be counted in the period for v-hich the 
neiv ~ ate is in eHect. 

(m) Any &redits against tax, and any limitation in any credit 
against tax, shall be based upon the tax computed under section 21. 
I» or credits against tax, see sections 31 to 88. inclusive. 

(n) The a~pplication of section 21 may be illustrated by the folloir- 
i»g ezamples: 

Eawnp/e (/). A, an individual filing his return on a calendar 
year basis, has taxable income for the calendar year 1955, in the 
amount of $22, 000 ~vhich includes $4, 000 representing 50 perce»t 
of a long-term capita, l gain of $8, 000. A. ssume, for the purpose of 
this example, that there has been no change in the rates of tax as 
shoivn in the tax tables under section 1(a), but the tax on capital 
gains under section 1201(b), relating to the alternative taz, has 
been i»creasecl from 25 percent to 85 percent and the effective date 
of the change in rate is July 1, 1955. The change in the rate of the 
capital gains tax a6'ects a choice between the use of the taz table 
under section 1 ancl the alternative tax co»iputation under section 
1201(b). Accordingly. the first te»tative taz ivould consist of the 



altelnative (ax under section 1201(b) and the second tentative 
t!x vvoul&l consist of. the nornlal tax and surtax as computed by 
the use of the tax table under section 1. The income tax for the 
taxable year ended December 81& 1955, Ivould be co!nputed under 
section 21 as follows: 

FIRsr TENTATIvK Txx 

T«x)!ble ineon&e (including O0% of long-term capital gain) $"', 000 
Less:, "&0% &&f long-tenn capital g;&in 4, 000 

A!nount taxable by use of ! ax t)!ble un&ler section 1 $18, 000 
Tax on $18, 000 (from tax tai&le un&ler section 1) G, 200 
23% of long-term capital gain of $8, 000 2, 000 

Tot&11 tentative tax at rates effective prior to change $8, 200 

SFcoNR TENTAIIvk Txx 

Tax on $22, 000 (from tax table under section 1) $8, 380 
Total tentative tax at rates effectiv& on and after effective date of 

change 8, 380 

Since the eff'ectiv» date of the &hange is July 1, the old rate of tax 
is eff'ective for 181 days of the tax~))ble year and the ne)v rate of 
tax is eifective for 181 days of the taxable year. The tentative 
taxes are apportioned as follov s: 
187/30o of $8. 200 (the first tentative tax) $4, 000. 30 
184/30o of $8, 380 (the second tentative tax) 4. "&4, 44 

Total tax for the taxable year $8, 290. 74 

Z"sample (8). For purposes of this example, the following 
facts are assumed: The taxpayer is a corporation, its taxable year 
is the calendar year 1956, its taxable income for both normal tax 
and surtax purposes is $100, 000, and it is subject to a clrange in 
the rate of the normal tax from 80 percent of taxable income to 
25 percent of taxable inco!ne eff'ective on April 1, 1956. The 
chan&&e in the normal tax rate applicable to the corporation does 
not aQ'ect the amount of any other tax applicable to the corpo!;1- 
tion under chapter 1. In such case, the tentative tax at the 80 
percent rate would be ~$30, 000, and the tentative tax at the 25 per- 
cent rate Ivould be +25&, 000. The proportionate part of the tenta- 
tive tax at the 80 percent rate is $7, 431. 691 that is, an amount vvhich 
is the same proportion of $80&000 as 91 (the number of days from 
January 1 to I)Iarch 31, 1956, both dates inclusive) is to 366 (the 
total number of days in the taxable year). The proportionate 
part of the tentative tax at the 25 percent rate is lI&18, 784. 15, that 
is, an amount Ivhich is the same proportion of $25, 000 as 275 (the 
number of d;!ys from April 1 to December 81& 1956, both dates 
inclusive) is to O66. 

CREDITS AGAINST TAX 

$ 1. 81 STATvTGRY PRGVIsIoxs 
& 

Tax &3 I')'IIIIELD ox WAGEs. 

SL&'C. 31. TAX I&VITHHE&LD OVi WAGES. 
(a) WAGE WITHHGI BING I'GR Ixcox!E TAX PURPosEs. 

(1) IN GKNFRAL. — The amount withheld under section 3402 as 
tax on the wa. es of any individual shall be allowe&l to the recipient 
of the income as a credit against the tax imposed by this subtitle. 

(2) YFAR oF OREG!r. — The amount so withheld during any calen- 
dar year shall be allowed as a credit for the taxable year beginning 



in such calendar year. If more than one taxable year begins in a 
calend:&r year, such amount shall be allowed as a credit for the last 
taxable year so beginning. 

(b) CRED1T FQR SPEcIAL IIEEUxns OE SocIAL SEcUBITY TAx. — 
(1) IN CE&ERAL. — The Secretary or his delegate may prescribe 

re'ulations providin for the crediting against the tax imposed 
by this subtitle of the amount determined by the taxpayer or the 
Secretary (or bis delegate) to be allowable under section 0413(c) 
;&s a special refund of tax imposed on wages. The amount allowed 
as a credit under such re ulations shall, for purposes of this subtitle, 
be &onsidered an amount withheld at source as tax under section 
3402. 

(2) YEAR or CR ntr. — Any amount to which paragraph (1) applies 
shall be allo&ved as a credit for the taxable year beginnin in thc 
calcu&lar year during which the wages were received. If more than 
one taxable year begins in tbe calendar year, such amount shall 
be allowed as a credit for tbe last taxalole year so beginning. 

$ 1. 81 — 1 CREDIT FOR TAX OEITIIIIKLD OX Vj AGEs. — (a) The tax de- 
tlucted and withheld at the source upon wages under chapter o4 (or. in 
the case of amounts withheld in 1954, under subchapter D of chapter 
9 of the Internal Revenue Code of 1989) is aHowable as a credit against 
the tax imposed by subtitle A of the Internal Revenue Code of 1954, 
upon the recipient of the income. If the tax has actually been with- 
held at the source, credit or refund shaH be naade to the recipient of the 
income even though such tax has not been paid over to the Government 
by the employer. For the purpose of the credit, the recipient of the 
income is the person subject to tax imposed under subtitle A upon the 
wages from which the tax was withheld. For instance, if a husband 
ancl wife domiciled in a State recognized as a community property 
State for Federal tax purposes make separate returns, each reporting 
for income tax purposes one-half of the wages received by the 
husband, each spouse is entitled to one-half of the credit allowable for 
the tax withheld at source with respect to such wages. 

(b) The tax v ithheld during any calendar year shall be allowed as 
a creclit against the tax imposed by subtitle A for the taxable year of 
the recipient of the income which begins in that calendar year. If 
such recipient has more than one taxa~ble year beginning in that cal- 
endar year, the credit shall be aHowed against the tax for the last tax- 
able year so beginning. 

$ 1, 81 — 2 CREDIT FoR SPEOIAL REFUNDS oF EBIPLovEE SocIAL 
SEOURITy TAx. — (a) In genera Z. — (1) In the case of an employee re- 
ceiving wages from more than one employ er during the calendar year, 
amounts may be deducted and withheld as employee social security tax 
with respect to more than $8, 600 of wanes received during the calendar 
year 1954, and with respect to more than $4, &00 of wages received 
during a calendar year after 1954. For exa~mple, employee social 
security' tax niay be deducted and withheld on $5, 000 of wages received 
by an employee during a particular calendar year if the employee is 
paid wages in such yea~r in the amount of $8, 000 by one employer and 
in the amount of @, 000 by another emplover. Section 6418(c) (as 
anIended by section 2~09 of the Social Security Amendments of 1954) 
permits, under certain conditions, a so-caHed "special refund" of the 
amount of enlployec social security tax deducted and withheld with 
respect to wages paid to an employee in a calenclar year after 1954 ill 
excess of $4, o00 ($8, 600 for the calendar year 1954) by reason of the 
employee receiving wages from more than one employer during the 
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calendar year. I& or provisions i&chili»g to the. imposition of the em- 
ployee t ix and the liniitation on wages& see with respect to the calendar 
year 1054& sections 1400 and 14" 0& (a) (1) of the Internal I&evenue Co&le 
of 10o0 and, with respect to calendar years after 1054& sections oo101 
and 0121(a) (1) of the I»iei nal 1&eve»ue Code of 1054, as amende&1 
by sections 208(b) «»d "04(a, ), respectively, of the Social Security 
Aineiid»ients of 10, &-1. 

(2) An elnployee who is entitled to a, special refund of enlployee tiax 
witli respect to wag&es received during a c;ilendar year and wllo is also 
req»ii ed to file an income tlx return For s»cli c;lie»dar year (or for his 
last taxable yciir beginning in such &ale»&hir y&n&i ) niay obtain the 
benelits of s»ch speci;&1 refuncl only by clainii»g credit for such special 
refund in thc same»ianner as if such speci;il & efund were an ai»ou»t 
deducted and withheld as incoi»e, tax at the source. For provisio»s 
for claimin&r speci:il refunds for 10. », ancl subsequent years in the case 
of employees not req»ired to file incoi»e tax returns, see section 0418 (c) 
and tile regulations tlieieu»der. I&or provisions relating to such re- 
funds for 1054, see bS 408. 80& of Rcoulations lo8 (20 CI&'R (10~0) 
40S. 80o) . 

(3) The amount of the special refit»d allo»ved as a credit shall lie 
considered as an amount dediicted mid withhelcl as income tax at the 
source u»der chapter 24 (or, in the c;ise of a special iefund for 19'&-1, 

subchapter D of' Cliapter 0 of the I»ter»al Revenue Code of 10"0). 
If the amount of such special refund ivheli a(lded to amounts deducted 
and withheld as income tax exceeds the taxes imposed by subtitle A. 
of the Internal Revenue Cocle of 10&&4& the amount of the excess con- 
stltiites;in ovcrpaI Iilent of 1»conic t'tix undel' silbtltle A and intel est, oil 
such overpayment is allowed to the extent pi ovided under section 0011 
upon an over payment of incoi»c tax rcs»lti»g from a credit for income 
tax withheld at, source. See section 0-101 (b) . 

(b) Federal atid state er&I p/ofyeee c»i&i emp topee' of certain foreign 
col para& &cl&x. — The provisions of this section shall apply to the amount 
of a special ref»»d allowable to an employee of a I& ederal agency or a 
wholly ov;ned instrilmciit;ility of the I »ited States, to the amount of 
a special refund allowable to an employee of any State or political 
subdivision thereof (or any instrumentality of any one or more of 
the foregoing), an(1 to the amount of a spccitil refund allow:lble to eln- 
ployees of certain foreign corporations. See, with respect to such 
special refunds for 10, &4& section 1401(d) (4) of the Internal Reven»e 
Code of 1000, and with &respect to such special refunds for 1&5 and 
subsequent years, section 041 &(c) (2) of tlic I»ternal Revenue Code 
of 1954& as amended by section o0o of tlie Social Security Amendmen(s 
of 1054. 

)& 1. , "-&2 ST. iTL&TORF PROvlsloxs; Tax YVI TIIIIEI. D Ar SOUROE oV XON- 
RFSIDFNT ALIENS AND I' OREIGN COBE(&i;. &TIONS AND ON TAX-I'REE 
COVENANT I&ONDS. 

'Sec. . . T kX WITIIIII, I. I& AT. ROI. R("L ON NONllE&'. SII&ENT ALIENS 
AND F(&7(EICN (. '(&EIPOPi &&TI& &NS ANI& ON TAX-FIILCE COVli- 
NAN'I' BONE &s. 

There shall be allo&red as credits against the t&&x in&posed by this chapt~r— 
(I) The a&nonnt of t;&x wii hh& ld, . t sonr&'e «neer subchapter A of chap- 

ter S (relatina to withholding of tan& oi& nonresident aliens and on for- 
eign corporations), »»d 
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(2) The amount of t;&z withheld at source under subchapter II « 
chapter 8 (relatintg to ini& r«st on tax-free covenant bonds). 

$ 1. 3 & STATT TOItY' PROYISIOXS 
& 

1'. 'LXKS OI' F&&l'. Kl&?X QOLXTRIKS AND 

POSSESSIONS Ol TI&E lJXITFD STATES. 

S«. 8. TAXES OF F(?REIGN COI'. NTRIES AND POSSESS l(?NS OF 
THI". UNITISI? ST &f Tie'S 

The amount of taxes ifnl&osed by forei, 'n cou»tries and pog;cg, . ions of 
the United States shall be all&&&ve&I as a credit against the taz in&posed by 
this chapter to the extent provide&i in sectiou 001. 

$ 1. 84 +'I'ATE'1'OR Y PROVI SIOXS DIVIDENDS RIXK lvKD BY IXDIvIDI. -AI S. 

Sec. 84. I&IVII?I~NDS RE('EIVED LY INDIVIDU&&I-S. 
(a) G&:NERAI. RU&. E. — I'ffective with respect to tazabie vears ending 

after July 81, 1054, there shall be allowed to an individual, as a credit 
against the taz imposed by this g»btitle for the taxable vears, an amount 
equal to 4 percent of the divide»ds which are feceived after tuly 81, 
1054, trom domestic co& porationg and are inch&ded in gross income. 

(b) LI&&ITATIGN oz AT&oUNT oF CREDIT. — The credit allowed by sub- 
section (a) shall not ezceerl whichever of the follo&vi» ig the lesser: 

(1) The amount of the taz imposed by this clnapter for the taxable 
year, reduced by the credit alowable under gectiou 88 (relatiug to 
forei 'n tax credit); or 

(2) The following percent of the tazable iucome for the tazable 
year: 

(A) 2 perceut, in the cage of a tazable vear endif. g before tauuary 
1, 1955. 

(II) 4 perceut, in the case of a taxable vear euding after Decefu- 
ber. 1, 1054. 

(c) No CREDIT ALLowED Foa DfvIDENDs FRozf CEP TAIN CoRPDRATIozs. —. 

Subsection (a) shall not apply to any dividend from— 
(1) An iusurance company subject to a tax imposed by part I or 

II of subchapter L (sec. 801 and following); 
(2) A corporation organized under the China Trade Act, 1022 

(see sec. 941); or 
(8) A corporation which. for the taxable year of the corporation 

in which the distribution is nfade, or for the next precedin ' taxable 
year of the corporation, ig— 

(A) A corporation exempt frofu taz uuder section 501 
(relating to certain charitable, etc. , organizations) or section 
521 (relatin ~ to farmers' cooperative associations); or 

(R) A corporation to which section 981 (relatin to income 
from sources within possessions of the United States) applies. 

(d) SPECIAL RULEs Foll CERTAIN DfsTRIRUTIozs. — Fol' pul'poses of 
subsection (a)— 

(1) Any afnount allo1ved as a deduction uuder section 591 (re- 
lating to deduction for dividends paid by mutual savings banks, 
etc. ) shall not be treated as a dividend. 

(2) A dividend received from a regulated investment company 
shall be subject to the limitatious prescribed in section 851. 

(e) CERTAIN NONRESIDENT ALIENs INELIGIBLE FoR CREDIT. — No credit 
shall be allowed under subsection (a) to a nouresident alien individual 
wiih respect to whom a tax is imposed for the taxable vear Ruder section 
871 (a). 

(f) Cnoss REFERENOEs. 

(1) For exclusion of certain dividends from gross iucome, see 
section 110. 

(2) For special rules relating to the credit provided by subsection (a), see seciions 042 (trusts and estates), 702 (partnerships}, and 
5S4 (con&mon trust funcls). 

(8) For digallofvance of credit &vhere tax is computed by Secre 
tary or his delegate, see section 0014. 
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3 1 34 — 1 Cnznrr A(lAlxsT TAX Ax» Kxc'»usI((N Fnoxt ( Ross INcoBIE 
zx CxsF. or D&vn»:, N»s Ra& i:(vrn nv lN(»vmu. ~Ls. — (a) In general. — 
(1) Sanction 34 provi&les n creclit agni»st the income tax of an individ- 
ual for certain dividencls receivecl after July 31, 1954. The credit, 
subject to the liniitntions provicled in section 3&4(b), is equal to 4 
percent of the dividencls (eceivc&l. The creclit is allowable with re- 
spect to dividends re& eived in n»y taxable yenr ending after July 31, 
1954. The credit applies only to dividends which are received from 
domestic corporations nnd &which nre included in the gross income 
of the tnxpayer. Section 116 provides for the exclusion from gross 
income of the first $5&0 of certni» diviclends receive(l by n individual. 
See $ 1. 116 — l. In determining which dividends are entitlecl to the 
credit against income tnx provided by section 34, the exclusion from 
gross income provided in section 116 is applied to the first diviclends 
r~eceived in the taxable yenr. Since the exclusion applies to clividends 
received nt any time &lu(ing a taxable year ending after July 31, 1954, 
dividends received before August 1, 1954, may be taken into account 
in determining the exclusion from gross income uncler section 116 
but do not constitute dividends for which n. credit is allowed. 

(2) The application of section 34 (without regard to the limitations 
provided in section 34(b) ) mny be illustrated by the following 
example: 

Ezampi'e. A, an individunl who makes his return on the basis 
of the calendar year, receives in the year 1954 the following 
diviclends: $100 on March 1, $100 on June 1, $100 on September 1, 
nncl $100 on December l. $50 of the dividends received by A. on 
March 1, 1954, is excluded from gross income under section 116. 
The balance of the dividends receivecl in 1954, amounting to $350, 
is includible in the gross income of A. Subject to the limitation 
in section 34(b) a credit of $8 is allowed under section 34 (4 
percent of $200, the amount of the dividends received after July 
31, 1954, that is, $100 receivecl on September 1, 1954, nncl $100 
received on December 1, 1954) . 

(b) 1'az credit. — The credit is used to reduce the tnx imposed by 
subtitle A of the Internal Revenue Code of 1954, including the alter- 
native tax under section 1201 in the case of ca~pital gains and the 
self-employment tax under clrapter 2 of the Internal Revenue Code 
of 1954; however, it mny not be used by the taxpayer as a credit against 
penalties, additions to the tnx, or interest on delinquent taxes. 

(c) Joint return of husband ar(d wife. — (1) In the case of a joint 
return the credit is determined on the basis of the dividends received 
by both the husband and wife after taking into account thc exclusion 
allo~ed by section 116. See $ 1. 116 — 1. The credit is allowable in the 
case of a joint return on account of the dividends received by each. 
spouse without regard to whether the spouse ~ould be liable for the 
tax imposed by subtitle A. if the joint return had not been filed. How- 
ever, the limitations on amount of credit in section 34(b) are deter- 
mined by reference to the tax and the credit under section 33 required 
to be shown on the joint return nnd to the combined taxable income of 
husband and wife. For this purpose, it makes no difFerence whether 
the tax, the credit, or the taxable income is attributable to one or the 
other spouse. If both the husband and wife are entitled to the credit, 
their combined creclit shall not exceecl the amount so computed. 



(2) The application of subparagz aph (1) of this paragraph may be 
illustrate&1 by the follozvi» «examples: 

E~u»i]rie (1). H and 0', lzusbazzd and v&ife, mal-e a joint re- 
turn for the c, z]e»dar year 105&4. The only dividend. received by 
either of them d»ring tlze year is a dividend received by EI ou 
Septembcz 1 i» the a»zount of $400. Subject, to the limitations 
of section 8&4(b), tlze credit amounts to $14 (4 percent of $850, the 
dividends inclu&led in gross income after allo+-ance of the exclu- 
sion of $50 u»&ler sectio». 116) . 

Exazzzpfe (2&). The facts aze the same as in example (1) ex- 
cept that 3V also received a dividend on September 1 of $80. Since 
this divide»d (being less than the maximuzn amount allov-able 
as an exclusion under section 116(a) ) is excluded from '0 's gross 
inconze, it does not aSect the computation. of the tax credit and 
the tax credit is the same as in example (1) . 

Examyfe (8). H and AV, husband and wife, make a joint re- 
turn. for the calendar year 1054. H and 3V each received a $400 
dividend on September 1, 1054, and these v-ere the only dividends 
received by them in 1054. Since H and A may each exclude $50 
of the dividends received. by them, $700 of dividend income is in- 
cluded in gross income. Subject to the limitations in section 
84(b), the credit against the tax of II and YV amounts to $28 (4 
percent of $700) . 

(d) Indiz:zduab ~ecezz&izzg diz, idezzdv. — 9 here two or more persons 
hold stocl- as tenants in common, as joint tenants, or as tenants by the 
entirety, the dividends received v, ith respect to such stock shall be 
considered as being received by each tenant to the extent that he is 
entitled under local la~v to a share of such dividends. AVhere divi- 
&le»ds constitute community property under local law each spouse shall 
be considered as receiving one-lralf of such dividends. 

(e) Tzzzze ili & &re'~ill~ are recezz &!l. — In cases +here it is necessary to 
determine the time of receipt of dividends, the rules established to 
determine in ivhich taxable year dividends must be included in gross 
income apply. including the rules relating to constructive receipt. See 
section 451 and regulations thereunder. 

$ 1. 84 — 2 I IBETTATIOÃs ON AMOUNT OF CRrmv. — (a) TT»der section 
8&4 (b) the credit may not exceed the lesser of eithcr— 

(1) The amount of the tax imposed by chapter 1 for the tax- 
able year z educed by the foreign tax credit allomab]e under sec- 
tio» 8&8, or 

(o) 0'hichever oi the following is applicable: 
(i) In the case of a taxable year ending before Jan»ary 1, 

1055. 2 percent of the taxable income for szzch taxable year; 
(ii ) I» the case of a taxable year ending after Deceznber 81, 

1054, 4 perce»t of the taxable income for such taxable year. 
I» the case of a taxpayer irho computes his tax under section 8 or v'ho 
uses the standar&l deduction provided by section 141, the taxable in- 
come for the taxable year is the adjusted gross income for the taxable 
year reduced by the sta»&lar&l ded&zction prescribed in section 141 and 
the deductions for personal exemptions provided in section 151. 9 here 
the alternative tax on capital «ai»s is imposed under section 1201(b), 
the taxable income for such taxable year is the taxable income reduced 
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50 percent of the excess of nct lo»«)'-term c;lpital «;li» ovel »et 
shol't-tel'nl c«lpltnl loss. 

(b) The application of the lilnitntions in paragraph (a) of this sec- 
tion mny be illustrated by the tollolvi»«exa»lple: 

Era»)pl»: Ass»Inc the following f&lcts in the cn, c of;ln in- 
clivid»nl whose taxnble ye:lr is the c;llenclar yenr: 

Cou)putatiou of tax liabilitv &vitln)ut re; ard to the &lividend received 
(1) Gross income 
(2) Deductions 
(S) Taxable iu& ou)c 
(4) Iu& on)e tax liability 

(0) Iu&oule tax li;&bilitl nlinus foreign tax credit 
Compntltion of 1)mitatiou under section 34(b) & I): 

(7) Dividend. for &vhich credit i . allo&vab)e 
(S) Dividen&!s received credit under . e& tion 84 &a); & 

". . &&)0 X. 04) 
(S) Divideml, re« ived &re&lit, ;)i li)niter by sectIou 84(b) (1); 

(iten& (6) &&!' lteul (s) lvhl& bevel' is les«1') 
Computatiou of liuli)ation under, &ctiou, ", 4(b) (2): 

&'10) Taxable income 
(11) Divideud. re&eive&1 credit under, e« t!on S4(b) (2);(4, 000X 

. )" - 2) 
Dividends receiv&d credit allovvable: 

Item (0&), item (0), or item (11), lvhichever is lesser 

Indd 

cr. e&lit: 
$7, ~&00 

'&, !HI&I 

4, &100 
O«. )0 
10 

ON 

s2, )00 
100 

100 

$4, 000 

9& 

Computation of tax lian:lity without re, ard to the dividen&l received 
credit; 

(12) Gross incoule 
(18) Deductions 
(14) Taxable i»colue 
(1. &) Iucome tax liability 
(10) Forei, n tax credit 
(17) Income tax li&lbilitv minus foreigu tax credit 

Computation of liu&itation uuder section 84(b) (1); 
(1S) Dividend: for which credit is allowable $', . &00 
(1S) Divideuds received credit under section 34(a); (2. o00X 

. 04) 100 
(20) Dividemls received credit as li&niter bv se& ti&&u . 'l4&b) (1); 

(item (17) or item (1'0) v-hichever i. 1& s. er) 100 
Computation of liulitatiou uuder section 84& b) (2): 

(21) Taxable income S4, 000 (") Dividends received credit under sect)&&u . '34(b) & 
'&); 

(4, 600X. 04) 1S4 
Dividends received credit allo&vable: 

Item (17), item (1'. )), or item (22), whichever is Ie. , er 100 

$ 1. 84 — 
«& DlvIDKXDS To 0 IIICII TIIK CREDIT Axn Excldlslo «& A V- 

rl. v. — (a) General It&le. — The credit uncler section, "-&4 and the exclu- 
sion uncler section 11() apply only to distributions of pl operty clefined 
as dividends by section oui(i. Thus, the credit a»el the ex& i»sion are 
not allowed with respect to patronage dividencls paicl by ei(her exempt 
or taxable farm cooperatives. Xor are they allowed for clistributions 
to nonstockholding policyholclers by an insurance company havin&r 
shares of stocl. -or for any distribution by a mlltual insurance compntly. 

a!)8474' —;&o 4 
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See paragraph (b) of this section for an additional restriction with 
respect to stock life insurance companies. The credit and the ex- 
clusion are, however, allowed with respect to dividends paid on capital 
stock by nonexempt cooperatives and with respect to divid. ends paid 
on capital stock by building and loan assocIations. IIowever, see 

paragraph (b) of this section with respect to so-called dividends paid 
by building and loan associations ineligible for the credit and the 
exclu ion. The credit and the exclusion are allowed with respect to 
distributions from any organization taxed as a corporation if the dis- 
tribution falls within the definition of a dividend in section 816. 

(b) Dividends frozen oertoin corporations. — (1) Section 84(c) and 

(d) contains further restrictions on the type of distributions which 
are treated as dividends for purposes of the credit and exclusion. 
Tlms, no credit or exclusion is applicable with respect to dividends 
received from a corporation organized under the China Trade Act, 
1922; from stock life insurance companies; from corporations which 
during their taxable year of the distribution or their preceding taxable 
year were corporations to which section 9'3l applies (relating to income 
from sources within possessions of the United States); from corpora- 
tions Yvhich during the taxable year of the distribution or the preced- 
ing taxable year are corporations exempt from tax either under sec- 
tion 501, relating to charitable, etc. , organizations, or under section 
521, relating to farmers' cooperative associations. 

(2) So-called dividends paid by mutual savings banks, cooperative 
banks, and building and loan associations which are allowed as a 
deduction under section 591 are ineligible for the credit and exclusion. 

(8) For special rules as to the limitation on the amount of divi- 
dends for which a credit and exclusion are allosvable in the case of 
dividends paid by a regulated investment company, see section 854 
and the regulations thereunder. 

( 1. 84 — 4 TAXPAYERS NOT ENTITLED To CREDIT AND EXCLUSIO'K. — 
(a, ) The credit, or exclusion is not available to nonresident aliens 
Yvith respect to whom a tax is imposed for the taxable year under sec- 
tion 871(a). If the taxpayer elects under section 6014 to have the 
Government compute his tax, the credit is not taken into account in 
such computation although the taxpayer is allowed the exclusion 
under section 116. 

(b) For treatment of dividends received by estates or trusts, and 
the allocation of such dividends between an estate or trust and the 
beneficiary thereof, see sections 642, 652, and 662 and the regulations 
thereunder. 

(c) For treatment of dividends received by a partnership, see sec- 
tion 702 and the regulations thereunder. 

(d) For treatment of dividends received by a common trust fund, 
see section 584 and the regulations thereunder. 

( 1. 84 — 5 EFFECTIYR DXYE ) TAXABLE YEARS EVADING AFTER JULY 81) 
1954, SUBJEGT To TEIE INTERNAL REITNUE CGDE oF 1989. — Pursuant to 
section 7851(a) (1) (C), the regulations prescribed in $ 1. M — 1 to 
$ 1. 84 — 4, inclusive, shall also apply to taxable years beginning before 
January 1, 1954, and ending after July 81, 1954, and to taxable years 
beginning after December '&1, 1958, and ending after July 81, 1954, 
but before August 17, 1954, though such years are subject to the In- 
ternal Revenue Code of 1989. 
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STATUTORY PRovis&&&xs; PARTIAI. Lv TAX-I'~XK &Il'T INTKRKsT 
I itD BY INDIVIDUAL '. 

SKC. 3o. PABTIAI, I. Y TAx-Exl'-'MI "1' l «XTEIIKiT HK& 'K(VED BY 
IXDIVIDUALS— 

(a) I&r GIINEIL&1. . — There sh;&ll be alh&u «I &o a» i»divi&lual, as a credit 
a aiust the tax imposed by this . »l&title for the t;ixable year, an aiuouut, 
equ«l to 3 percent of the amnuut received as inte&est o» oi&iig;itions of 
the Uuited States or on obligatini&s of corporations nr;&nized u»der 
Act of Con'iess Ivhieh are i»stra»&entalnic- of tlie Unite&1 States, but 
ouly if— 

(1) Such iuterest is iucluded iu; ross iucome; and 
(o) Such interest is &'xeiupt 1'rom normal tax u»der the Act 

authorizing the issuauce of sm h obligations. 

(b) LII!ITATJ&&x oy& AI&ouxr QF CREDIr. — The credit allowed by sub- 
section (a) shall not exc«' d whichev& r of the following is the leiser: 

(1) The amount of tlie tax imposed by this chapter for the tax- 
table rear. reduced by the sum ot' the ere&lits allowable under sec- 
tions 33 and 34, or 

(") 3 perceut of the taxable incouie for the taxable year. 
(e) Csoss HEFEEE&vcE. — For reduction of credit under this section ou 

account of amortizable bond pre&»imn, see sectiou 171. 

$ 1. 35 — 1 PARTIALLY TAx-EREDIPT INTEREST I&iKUKIVED BY 1NDI- 
pi DUAI. s, — (a) Tile credit against tax under. section 35 shall be alloived 
only to individuals and if the requirements of both paragraphs (1) 
and (2) of section 35 (a) are met. AVhere the alternative tax on 
capital gains is imposed under section 1201 (b), the taxable incon1e 
for such taxable year is the taxable income reduced by 50 pei'ceIit of 
the excess of net long-term capital gain over net short-term capital 
loss. 

(b) For the treatment of partially tax-exenIpt interest, in the case 
of amounts not allocable to any beneficiary of an estate or trust, see 
section 612(a) (1), and for treatment of amon»ts allocable to a bene- 
ficiary, see sections 652 and 662. For tre. tment of partially tax-ex- 
empt i»terest received by a partnership, see section 702(a) (7). For 
treatment of such interest received by a& co»imon tiust fu»d, see sec- 
tion 58t(c) (2). 

(c) The applicatio» of sectio» 35 i»ay be illustrated by the fol- 
low ing example: 

L"sample. In his taxable ye;ir, 1955, A. received %4, 500 of par- 
tially tax-exempt interest. A's taxable ilicorie is $4, 000 upon 
ivliich the tax prior to anv credits against tax is +840. His foreign 
tax credit, under section 33 is $610& aud liis dividends received 
credit uncler section M is c&120. A&s credit. under section 35 for 
partially tax-exeinpt interest is $110, determined as follows: 

Sect(a» a. & (a) 
Partially tax-ex& tiipt i»tcrest $$, . ipo 

Credit computed u»der ie&tion 3iia) (); 3 percent of 34, . F00 133& 

Scotia» . &'& ((&) ( I ) 

Tax imi&ose&l by chapter 
Less: Credit allowed under section 33 

&'redit allowed under section 34 
)&110 

120 

S«10 

Limitation ou credit uu&ler seeti«u, (b) (1) $110 
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Scctio» . 3. 1(l&) (S) 
Taxable income 84, 000 
I. in&itation on credit under section 8&& b) ('&); 8 per& ent of 84, pop 120 

Since of the three figures ($1o&5, lI&110, and $120), the lesser js 
$110, A's credit under section oo5 is limited to $110. 

f 1. M STATUTORY' PROVISION S I CREDIT NOT ALLOWED To INDIVIDUALS 

PAYING OPTIONAL TAX OR TAILING STANDARD DEDUCTION. 

SEc. 86. CREDITS NOT ALLOWED TO IXDIVIDUALS PAYIXG 
OPTIOXAL TAX OR TAKIXG STAXDAI'D DLrDUCTIOX. 

If an individual elects to pay the optional tax imposed by section 8, &ir 

if he elects under section 144 to tal&e the standard deduction, the credits 
provided by' sections 82, 88, and . & shall not be allovved. 

f 1. &)7 STATUTORY PROVISIONS, ' RETIREMENT INCO. &IE. 

SEc. 87. RETIRLc;Ill"XT IXCOIIL&'. 

(a) GENERAL RULE. — In the case of an individual who has received 
earned income before the beginning of the taxable year, there shall be 
allowed as a credit against the tax iniposed by this chapter for the taxable 
vear an amount equal to the amount received bv such individual as 
retirement income (as defined in subsection (c) aml as limited by sub- 
section (d) ), multiplied bv the rate provided in section 1 for the first 
$2, 000 of taxable income; but this credit shall not exceed such tax reduced 
by the credits allowable under section 82(2) (relating to tax withheld 
at source on tax-free covenant bonds), section 88 (relating to foreign 
tax credit), section 84 (relating to credit for dividends received by indi- 
viduals), and section 85 (relating to partially tax exempt interest). 

(b) I'vDIvioUAL WkIO HAs REcEIvED EARNED INcox&E. — For purposes 
of subsection (a), an individual shall be considered to have received 
earned income if he has received, in each of any 10 calendar years before 
the taxable year, earned inconie (as defined in subsection (g) ) in excess 
of $600. A widow or widower whose spouse had received such earned 
income shall be c&msidered to have received earned income. 

(c) RETIREMENT INcox&E. — For purposes of subsection (a), the term 
"retirement income" means— 

(1) In the case of an individual who has attained the age of 66 
before the close of the taxable vear. in& oine froni— 

(A) Pensions an&1 annuiiies, 
(13) Interest, 
(C) Rents, an&1 

(D) Dividends, or 

(2) Iu the case of an individual who has not attained the age of 
68 before the close of the taxable year, inconie from pensions and 
annuities under a public retirement system (as defined in subsection 
(f)). 

to the extent included in gross income v ithout reference to this section, 
but only to the extent such income does not represent compensation for 
personal services rendered during the taxable year. 

(d) Ln&ITATIoN oN RETIEE&IENT Ir&coi&E. — For purposes of subsection 
(a), the amount of retirement income shall not exceed $1, 200 less— 

(1) In the case of any indivi&lual, anv amount received by the 
individual as a pension or annuity— 

(A) Under title II of the Social Security Act. 
(B) Under the Railroad Retirement Acts of 108o or 108&, or 
(C) Otherv;ise excluded froni gross income, and 

(2) In the case of any individual who has not attained the age of 
76 before the close of the taxable year, any amount of earned income 
(as defined in subsection (g) ) in excess of $000 received by the 
iudividual in the tax;ible year. 



(e) PwELE Fon APPLIcATlov oI' Sk RRECTIox (d) (1) . — Subsection (&1) (1) 
shall not apply to auy a&nount excluded frouI gross inco&ne under sec- 
t&on &2 (relatiu ' to amIuities), 101 (relatiug to life insurance procee&ls), 
104 (reh&tiu" to conn&eusation for injuries or sicl&n& ss), 10o (relating to 
a&uouuts received under accident aud health plans), 40'& (relating to 
taxability of beneficiary of employees' trust), or 400 (relating to taxaiion 
of enu&I&iy& e annllities). 

(f) PL-RLIc RETIE& IIEV T STETEII DEI:IEED. — I~'or purposes of. subsection 
(c) ('), the tern& "public retire»&eut system" means a pension, armuity, 
retiremeut, or siu&ilar fund or system established bv the United States, 
a S&;&te, a 'rerritory, a l&&&sacs~ion of the United Staies, any political 
subdivision of any of the foregoiu, or the District of Coluu&bia. 

(g) 1:. &REED ivcos&E DERIVED. — 1&or purposes of subsections (b) aml 
(d) (2), the term "earned iucon&e" has the meaning assigned to such 
term in section 011 & b) . except that such term does uot include any 
an&onut received as a pensi&&u or aunuity. 

(h) XoxR&'sIDEET ALII:x 1LREI, I&&IBLE FoR CREDIT. — Xo credit shall be 
all&&Ived under subsecti&u& & a) t&& any uouresident alien. 

(i) CRoss IlEIERERCE. — For disallowau&e of credit where tax is com- 
put&'d by Secretary or his &Megate, sce section 0014 (a). 

[Sec. 01 as a&sea&led by Public La&v '&!&0 (84th Cong. ) for taxable years 
beginning after December 21, 10;&4. 1'&&r taxable vears beginning before 
, Iauuary 1, 10 &, &. sec. BI(f) coutains "; except that such term does not 
include a fund or syste&u established by the l. uiied States for n&embers 
of the Arn&ed Forces of the l. nited States" after the Ivords "District 
of Columbia" l 

$ 1. && — 1 ALLowAxcK oF CREDIT I'OR HKTIRKbIKRT INcoDIK. — (a) 
Section 87 provides a credit against the tax imposed by chapter 1 of 
the Internal Revenue Code of 1054 in the case of an individual Ivho 
receives in the taxable year retiremellt income as defined in section 
87(c) and Ivho meets the eligibility requirements of section 87(b). 
The amount of the credit is determined by multiplying the amount of 
1etiremeni income, as limited by section 87(d), by the rate of tax 
applicable under section 1 to the first $2, 000 of taxable income. Thus, 
if the retirement income is $1, 000, the retirement income credit, so 
computed is, at the present tax ~rate for the first $2, 000 of taxable in- 
come, 20 percent of $1, 000, or $200. The credit cannot exceed, hoIv- 
ever, the tax imposed b~y chapter 1, reduced by the credits enumerated 
in section 87(a). 

(b) Section 8& (d) provides that the amount of retirement income 
Ivith respect to which the retirement income credit is alloivable ca» 
in no event exceed +1, 200. Thus, the maximum credit for an individ- 
ual cannot exceed &240 so long as section 1 provides a 20 percent rate 
for the first 4~2&, (&00 of taxable income. Zf section 1 should be amended 
to cha»&&e this rate, the amount of the credit and the maximum amount 
of credit Ivould be changed accordingly. 

(c) (1) Section 8& (a) provicles tllat the amount of the retirement, 
income credit shall not be greater than the excess of the individual's 
tax under chapter 1 for the taxable year over the sum of his credits 
against tax under section 82(2) (relating to tax withheld. at source 
on tax-free covenant bonds), section 88 (relating to foreign tax credit), 
section 84 (relating to credit for diviclends received by individuals), 
and section 85 (relating to partially tax-exempt, interest). 

(2) The application of s»bparagraph (1) of this paragraph may 
be illustratecl by the folloIving example: 

E'ac&0&~ 1&. Assulne that the individual has a retirement income 
creclit of ~2&4&! before appjying the limitation in section 87(a), and 



has the tax liability shown in (i) 
(ii) and (vi). 

(i) Tax under chapter 1 
(ii) iSum of credits allowable 

84) a»d B5 

be1«iv, and the credits shown in 

$300 
u»der sectio»s 'l2(2), 83, 

100 

(iii) Tax reduced by credits in (ii) 200 
(iv) Pietireme»t i»come credit u»dei section 87 (a) ($240 

or $200 whichever is lcssn ) 200 
(v) Tax under chapter 1 as further reduced by credit 

1 'n (iv) 0 
(vi) Credit for tax withheld at source on wages under 

section 81 — 85 

(vii) Overpayment of tax $35 

(d) (1) (i) In the case of a joint return of husband and wife, a sep- 
arate determination is made with respect to the eligibility of each 
spouse for the retirement income credit, , and (with the exceptions 
described in subdivision (ii) of this subpara«raph) the retirement 
income credit, of each spouse eligible for such credit is separately 
computed. 

(ii) The retirement income credit is allowable in the case of a joint 
return on account of the retirement income of each spouse without 
regard to whether the spouse wo«ld be liable for the tax imposed by 
chapter 1 if the joint return had not been filed. For example, if the 
wife's only income consists of $500 of retirement income, and if she 
is eligible for the credit, the retirement income credit is allowable with 
respect to such retirement income in case a joint return is filed. FIow- 
ever, the limitation in section 87(a) on the amount of the credit is 
determined by reference to the tax and the credits under sections 82(2) 
88, 84, and 8e, required to be show» on the joint return. For this pur- 
pose, it makes no diR'erence whether the tax or the credits are attrib- 
utable to one or the other spouse. If both the husband and wife are 
entitled to a retirement income credit, their combined retirement in- 
come credit shall not exceed the amoui&t so computed. 

(2) The application of subkmragraph (1) of this paragraph may 
be illustrated by the followi»g examples: 

Encamp)e (1). Assume the same facts as in the example in 
paragraph (c), except that the return is a joint return, the retire- 
ment income credit is based on the retirement income of the hus- 
k)and only, the wife has no retirement income, and 00 percent of 
the amount sliown as the tax under chapter 1 and the credits 
under sections, 'll, 82(2), 8'3, 34, and 85 are attributable to the wife. 
The ~ etirement income credit on the joint return is limited to $200, 
computed in exactly the same manner as sho~ n in the example in 
paragraph (c). 

Encamp/e (8). Assume the same facts as in example (1) above, 
except that in addition the wife has a retirement income credit of 
$160 computed before applying the limitation in section 87(a). 
Accordingly, the combined retirement income credit without re- 
gard to the limitation in section 87(a) is the sum of $240 and $100, 
or $400. The combined retirement, income credit allowable on the 



1&»»t return after apply!»g tl e li»iitatio» i» section 87(a) is $200, 
«»nl&uted in exactly tlute . an&e manner as shown i» the example in 
pal'&lgraph (c) 

(e) If retireme»t income constitutes comm»»iti income uncler 
community propertv laws applicable to such i»come, , the retirement 
income credit of each spouse shall be se!»u'ate!y comp»ted by taking 
into account o»e-half of such amounts. If the h»sband and wife 6!e 
a joint retur», the limitatio» in section, '&7(a) o» the aniount of the 
combined retie'erne»t i»coi»e & redit is deters»i»ed in the»aamiei pro- 
vided in paragraph (cl) of this sectio». See ~& 1. 87-2 for eligibility 
requirements that must be met by each spouse. 

(f) If the tazpayer elects under section 0014 to have the Govern- 
ment compute his taz, the retirement income credit is»ot taken into 
account in such conaputation. 

q&1. 87 — 2 ELIGIBILITv rou RrrIREi&Il. zT IKCoxIE CREDIT. — (a) In 
order to be eligible for the retirement income credit, section 87(b) 
provides tl'at the taxpayer must have received earned income in excess 
of $000 durin&' each of any 10 caleudar years preceding the taxable 
year. For the purposes of section 37(b) and section 87(d) (2), the 
term "earned income" has the same meaning as in section 011(b), 
except that earned income does not include airy amount, received as a 
pension or annuity. See section 011(b) a»d the regulations there- 
under. Section 011 (b) provides, in general, that ea~rned income in- 
cludes wages, salaries, profession;il fees. and other amounts received 
as compensation for personal services renclerecl. For the purposes of 
section 87(b) and section 07(d) (2), earned income means the entire 
amount of such income and shall not be reduced by any expenses con- 
nectecl with the earning of such income. Also, for such purposes, 
income earned by either spouse which constitutes comnumity income 
uncler conn»unity property laws applicable to such income shall be 
treated as earned income received one-half by each spouse. 

(b) An individual who is a nonresident alien at any time during the 
taxable year is not eligible for the retirement income creclit for such 
taxable year. 

(c) For purposes of determining eligibility, the 10 caleudar years 
must occur before the beginning of the taxable year for which the 
credit is allo~able. If the taxable year is a Rscal year, the cale»dar 
year in which such taxable year begins may not be inclucled as one of 
the 10 calendar years. The 10 calenclar years need not inunediateiy 
precede the taxable year, »eccl not be consecutive, ancl neecl not include 
years subject, to the income tax laws. The 10 calenclar years may 
include years for which the taxpayer was ezempt from i»coi»e tax, 
and may include years for which the tazpaver ~ as not required to tile 
an income tax return or had no income subject to tax, for example, a 
calendar year during which the indiviclual's income was less th;;n 
his personal exemption, or a, calench:r vear for v. hich an individual. -; 

ear»eel income was ezcluded from gross income under section 011(a) 
or the correspo»cling provisions of prior revenue laws. 

(d) (1) If a husband or wife clies, the earned income vchich the 
deceasecl spouse received in anv calend;ir year shall be tre ited as earned 
income of the sui viving spo»se for such calendar year for the purpose 
of determining the eligibility pf the sur viving spouse for the retire- 
ment i»co»&e credit. In a»y case in which the deceased spouse was 
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eligible for the retirement income credit for the taxable year ending 
with his death, tlie surviviiig spouse will be deemed to have received 
earned income of niore than $(700 for 10 calendar years for the purpose 
of determining the eligibilIty of the surviving spouse. Tlius. in sucli 
case, the dcce;ised spouse is allowed a retirement income credit for 
the retircnient income which he received during the taxable year end- 

ing with his death, and the surviving spouse is allowed a retirement 
income credit for the retirement income which she received during 
her taxable year in whicli he diecl, whether joint returns or separate 
returns are filed. (See, however, paragraph (c) for additional re- 
quirement where the taxable year of the surviving spouse is a. fiscal 
year. ) If the year of death of the deceased spouse constitutes the 
tenth year in which he receivecl earned income of more than $600, 
the deceased spouse is not eligible for the retirement income credit 
and the surviving spouse will not be deemed to meet tlie eligibility 
requirement (solely by virtue of the earned income received by her 
deceased spouse) for any taxable year prior to her first taxable year 
beginning in a calendar year subsequent to tlie calendar year in which 
he died. 

(o) A. n example of the application of the rule with respect to earned 
income of a surviving spouse is as follows: 

Example. The only earned income of the deceased spouse and 
the surviving spouse was as follows: 

Earned in- 
Earnedin- come of sur- 

come of Actual earned oit!ing spouse 
deceased income of sar- for purpose of 

Calendar Z'ear spouse oicing spouse section 87(b) 

(1) 1940 $650 $650 
(2) 1942 800 800 
(3) 1943 900 900 
(4) 1944 650 650 
(5) 1946 650 650 
(6) 1948 400 $300 700 
(7) 1950 600 800 1, 400 
(8) 1951 800 800 
(9) 1952 650 650 
(10) 1954 650 650 

(e) For the purpose of the rule described in paragraph (d) of this 
section, it makes no difference when the deceased spouse received the 
earned income. For example, the surviving spouse is treated as receiv- 
ing earned income for every year in which the deceased spouse re- 
ceived such income, even though they were not yet married. Further- 
more, for purposes of this rule, the earned income received by the 
deceased spouse during the calend. a. r year in which he died is treated as 
the earned income of the surviving spouse for such calendar year. 

(f) If an individual has ma. rried niore than once, the status of the 
individual as a surviving spouse is, for purposes of section 87(b) and 
of the rule described in paragraph (d), determined only by reference 
to his most recent marriage. An individual is not a surviving spouse 
of a, decedent if they vere divorced. If the surviving spouse re- 
marries, he may not determine his eligibility for the retirement in- 
come credit for the taxable year in ii. hich he remarries or for any 
subsequent taxable year by treating tlie earned income of the decedent 
as his own earned income. If his second spouse dies and the taxpayer 
does not again remarry, he may apply &he rule described in paragraph 
(d) of this section with respect to his second deceased spouse only. 



he second marriage is terzninated by divorce rather tlran by cleath 
ze spouse, the taxpayer cloes not regain the status ot being a sur- 

v&vzng spouse of the first cleceased spouse. 
5 1'l! 8 RKTIRKAIExr Ixc'03II. — (a) Izzcl'z!sz'o«s in rctzrcn!ent in- 

come. — (1) General z «le. — Income whiclz may bc tz cate!1 as the reth e- 
ment income of an indiviclual who is (l5 yeazs of age or older at the 
close of the taxable vear is determinecl unckcz section 87(c) (1). If 
the individual has not attai»ecl the age of (i5 at the close of the taxable 
year, his retirement income for the taxable year is cletermined uncler 
section 87(c) (2). See paragraph (b) of this section for the exclusion 
from retirement income of certain po&tio»s of the i»come described 
in paragraph (1) or (2) of section 87 (c), wl&ichevcr is applicab]e to 
the indiviclual. See also section 87(d) a'zzck $ 1. 87-4 for limitations 
on the amount of retire»zent income with respect to which the retire- 
ment income credit is conzputech 

(0) Indzvzdzzals Oo or over at the close of t«z«lzle year. — In the case 
of individuals who have attained the age of kI5 befoze the close of the 
taxable year, retirement income consists of income from pensions and 
annuities, interest, rents, and dividencls, to the extent that such in- 
come is includible in gToss income. Pensions a»el annuities include 
(but are not limited to) amouzzts received as such u»cler a pzzblic re- 
tirement system or under a retirement system established for nzembers 
of the Armecl Forces of the Unitecl States. For the pzzrpose of section 
87(c) (1), income from rents shall be the gross amount. received, not 
reduced by depreciation or other expenses. Retirement income does 
not include royalties as distinguished from rents. 

(8) Indivzdzzals zznder 6'5 at close of tata Me year. — In the case of 
individuals who have not attained the age of 05 before the close of the 
taxable year, retirement income consists only of income received as 
pensions and annuities from a public retirement system; that is, i»- 
come from a pension, annuity, retirement, or similar fu»cl or systen& 
established by the United States, a State or Territory, a possessiozz of 
the United States, any political subdivision of any of the foregoing, or 
the District of Columbia. However, for taxable years beginning be- 
fore January 1, 1955, a public retirement system cloes not inclu&le a, 

fund or system established by the United States for members of the 
Armed Forces of the I nited States. 

(b) Exelzzszon from retzrement income. — (1) Cozzzpensation for pci:- 
sonal services rendered duz zzzg taxable year. — Retirement income nzay 
not include any amount representing compensation for personal serv- 
ices rendered during the taxable year. For this purpose, amounts 
received as a pension shall not be treatecl as representing compensa- 
tion for personal services renclerecl during the taxable year if the 
period of service during the taxable year is not substa»tial wlze» co»s- 
pared with the total years of services. For example, an individual 
on the calendar year basis retires on. november 80 after 5 years of 
service and receives a pension during the remainder of his taxable 
year. The pension is not treated as replesentlng colnpellsatlon for 
personal services renclered duz i»g such taxable year nzerely because it 
is paicl by reason of the services of the incliviclual for a period of 5 
years which includes a, portion of the taxable year. In the case of 
amounts receivecl for boarcl and loclging. the portion of the amount 
received for boarcl znay not be i»el»cled in retirement i»come. 
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(2) Amounts not includiwe in gross income. — Retirement income 
may not include any amount not includible in the gross income of the 
individual for the taxal&le year. For example, if a portion of an 
annuity is excluded from gross income under section 72, relating to 
annuities, that portion of the annuity is not retirement income; 
similarly, the portion of dividend income excluded from gross income 
under section 116, relating to the partial exclusion of dividends re- 
ceived by individuals, is not retirement income. 

$1. 37 — 4 I&illTATION ON AMoUXT or RETIRE&SENT INCOME. — (a) 
Section 87(d) provides a limitation on the amount of retirement in- 
come with respect to which the retirement income credit is allowable. 
Such credit is computed on the amount of retirement income, as de- 
fined in section 37(c), but on not more than the amount determined 
as the limitation provided by section 37(d). In any event, the maxi- 
mum amount of retirement income with respect to which the retire- 
ment income credit is allowable is $1, 200. The limitation provided by 
section 37(d) is determined by subtracting from $1, 200 the sum of the 
amounts received during the taxable year as— 

(1) A pension or annuity under title II of the Social Security 
Act; 

(2) A pension or annuity under the Railroad Retirement Acts 
of 1935 or 1937; 

(3) A. ny other pension or annuity which is exc!udible from 
gross income, such as pensions received under laws relating to 
veterans; and 

(4) In the case of an individual who has not attained the age 
of 75 before the close of the taxable year, earned income in excess 
of $900. 

(b) In determining the limitation of section 87(d) 
& 

the following 
additional rules shall be applicable: 

(1) No reduction shall be made on account of any amounts 
excluded from gross income because of the application of section 
72 (relating to annuities), section 101 (relating to life insurance 
proceeds), section 104 (relating to compensation for injuries or 
sickness), section 105 (relating to amounts received under acci- 
dent and health plans), section 402 (relating to taxability of 
beneficiary of employees' trust). or section 408 (relating to taxa- 
tion of employee annuities) . 

(2) Xo reduction for earned income shall be made in the case 
of an individual who has attained the age of 75 before the close 
of his taxable year. 

(8) The term "earned income" has the same meaning as in 
$ 1. 87 — 2(a). (However, the special rule relating to widows and 
widowers contained in section 37(b) is not applicable in deter- 
mining the limitation of section 87 (d). ) 

(4) )Where the amounts designated in paragraph (a) (1) to (4) of this section are treated as community income under community 
property laws applicable with respect to such income, such 
amounts sliall be treated as received one-half by each spouse. 

(5) In no event can the sum of the amounts designated in 
paragraph (a) (1) to (4) of this section reduce the amount of 
the retirement income, or the credit with respect thereto, to less 
than zero. 
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(c) The determination of the li»)itntio» of sectio»', 37(d) may be 
illustl ntecl bv the follou. ing exnmple: 

I-'ample. If nn inclividual eligible for the retirement income 
credit, nge 70, receives as his only income during his taxable year, 
~'-'00 of interest and $1, 700 as compensation for personal services 
rendetcd by him durin~(r the year, such individual is entitled to t 
retirement, income creel)t comp»teel on the fo00 of interest. The 
limitation of section 87(cl) is cletenninecl by subtracting from 
+1, "00, $800, the amount of earned income in excess of $9()0. 
Since the limitation is thus «"400, the credit is computecl on the 
entire amount of retirement income (the interest item of $'&00). 
lIo~vever, if the indiviclunl had receivecl interest in excess of $400, 
the retirement inconle credit. ivoulcl have been con)puted on only 
c'4()0. 

$ 1. 87 — ur ILzt. -grit vtzu«; or )&rrnzcarzox or «Ecriox '&7. — The appli- 
cation of section 87 mnv be illustrated by the following example: 

Encamp/e. Assume that an individual eligible for the retire- 
nlent income credit, 70 years of age, unmarried, computing his 
tax under section 8, has the folloiviilg items of income for the 
calenclar vear 10, &4: 

Dividend income received after July B1, 1%4 (of xvhich $50 is ex- 
cluded from gross income under, . ection 110) $750 

Pensio~ uuder the Railroad Retireu(ent Act of 1087 (entirely ez- 
000 

Disabilitv pay(vents under a xvorkmen's con&pensation act (entirely 
escluded from gross iucome under section 104) 400 

Rental income 600 
Earned at odd jobs 1. 000 

First, the taxpayer l»ust compute his tax before the credit, ns 
follows: 
Adjusted gross income ($700 dividend income + $000 rental in- 

come + $1, 800 earuecl income) P' 000 00 
Tare before any credit (determined by table in section g) '&'40. 00 
Less dividend received credit under section S4 "'. HO 

Tax before retiren(ent income credit 20L 20 

Xext, the taxpaver nn). t coml'ute his retire»)ent inconle credit 
as follovvs: 
Retiren&ent iucome includes- 
Dividencl income 
rental income 

$(00 
000 

Total retirement income 1. 800 

But the limitations in. section:&7(cl) provicie that this amount 
mav not exceed a n'nximum amon»t deteimined ns follov(s: 

Max hnum amount ( bef ore reduction ) $1, 200 
Less railroad retire(nent pension 600 

Less earned iuco&ne in esc(s~ of «000 
000 
400 

Amount of retire(neut income upon u hich the c& edit is computed 200 
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The retirement income credit is computed by applying the 
20 percent rate to the maximum amount of retirement income 
reduced by the rail 1 oad retirement pension and the earned income 
in excess of g)00, as follows: 
1)iaximum amount of retirement income as reduced above $200 

20 percent rate 20 

40 Retirement income credit 

&) 1. 68 S EATv1oaY Pl&ovlsioNS; OVEal'AvsiENTS or TAx. 

SLPC. 88. OVERPAYI'IENTS OF TAX. 
For credit against the tax iluposed by this subtitle for overpayments 

of tax, see section 0401. 

( ol&PCTATIGN or TAxABLE Ixcos&E 

ITEMS SPECIlrICALLY EXCLEDED I'ROM OI&OSS INCoxlE 

$ 1. 116 SrxrvTOEY PIIOVISIONS; P \IrrIAL EXCL'ESION OF DIVIDENDS 

RECEIVED BY INDIVIDVALS. 

Src. 110. PARTIAL EXCLUSION OI' DIVIDENDS RECEIVED BY. 
INDIVIDUALS. 

(a) ExcLusioN FRGII GRoss INcowE. — Effective with respect to any 
taxable year ending after July 91, 1954, gross income does not include 
amounts received by au individual as dividends from domestic corpora- 
tions, to the extent that the dividends do not exceed $50. If the divi- 
dends re&. eived in a taxable year exceed $50, the exclusion provided by 
the preceding sentence shall apply to the dividends first received in such 
rear. 

(b) CERTAIN DIvIDENDs ExcLvDED. — Subsection (a) shall not apply 
to any dividend from— 

(1) An insurance company subject to a tax imposed by part I or 
II of subchapter L (sec. 801and follov, ing); 

(2) A corporation organized under the China Trade Aet; 1922 
(see sec. 941); or 

(8) A corporation which, for the taxable year of the corporation 
in which the distribution is made, or for the next preceding tax- 
able year of the corporation, is— 

(A) A corporation exempt from tax under section 501 (relat- 
ing to certain charitable, etc. , organizations) or section o21 (re- 
lating to farmers' cooperative associations); or 

(B) A corporation to which section 981 (relating to income 
from sources within possessions of the United States) applies. 

(c) SPEcIAI. RBLEs roR CERTAIN DlsTrIBETIoNs. — For purposes of 
subsection (a)— 

(1) Any amount allowed as a deduction under section 591 (re- 
lating to deduction for dividends paid by mutual savings banks, 
etc. ) shall not be treated as a dividend. 

(2) A dividend received froul a regulated investment company 
shall be subject to the limitations prescribed in section 854. 

(d) CERTAIN 1VGNRERIDENT ALIENs INELIGIBLE F08 EXCLUsIGN. — Sllb- 
seetion (a) docs not apply to a nonresident alien individual with respect 
to whom a tax is imposed for the taxable year under section 871(a). 

$1. 116 — 1 PAETIAI KxcLUsIQN oF DIYIDENDs. — (a) Section 116 ex- 
cludes from gross inconie the first $50 of dividends from domestic cor- 
porations received by an individual at any time during a taxable year 
which ends after July 61, 19or4, Ivhether or not the dividend is received 
after July 61, 1M@. 

(b) In the case of a joint return of husband and wife, each spouse is 
entitled to the exclusion (in an amount not in excess of $50) with 
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respect to the &1ivideiids received by such spouse. Thus, if in the calendar year 1055, a husband rec'eives $200 of dividends and his xvife $100, the anlount to be included in gross income is $200 ($150 of the liusband's dividends and $50 of the Ivife's dividends). If the &vife re- 
ceives only $30 of dividencls, tlie entire $30 is excludablc, and there is 
included in gross income in the joint return only $150 consisting of the 
dividends received by the husband ($'&00 less his $50 exclusion). I& or further examples illustrating the application of the exclusion, see 
('l 1. 34 — 1. 

(c) AVhere tv-o or more persons hol&1 stocl. - as tenants in common, as 
joint tenants, or as tenants by the entirety, the dividends received Ivith 
respect to such stoclc shall be co»sideied as being received by each 
tenant to the extent that he is entitled under local hti~v to a share of such 
dividends. AVhere divIdends constitute community property undei 
local laiv each spouse shall be coiisidered as receiving one-half of such 
dividends. 

(d) I&or restrictions and limitations Ivith respect to the type of 
dividends to ~-hich the exclusion is applicable, see $ 1. 34 — 3. 

(e) For taxpayers not e»titlecl to the exchision, see $ 1. 34 — 4. 
(f) The regulations Ivith respect to determination of when divi- 

dends are received under section 34 apply also to section 116. See 
f 1. 34 — 1(e). 

$ 1. 116 — 2 Frrzc'1'Ivz DKTKi TAKARLK YKARs 1'NDIivG AI'TKR JUL% 
31, 1054, SUiuzcT To TIIK INTKRNAL Rzvzxuz Conz or 1030. — Pursuant 
to section 7851(a) (1) (C), the regulations prese& ibed in $ 1. 11. 6 — 1 shall 
also 'ii&ply to tax;ible years beginning before January 1, 1054. , and 
ending after July 31, 1954, and to tax~able years beginning after De- 
ceniber 31 1053, and endin& after July 31, 1054, but before August 17, 
1954, though such vears are subject to the I)&terna] Revenue Code o 

' 

1030. 
RUSSKI. L C. IIARRINGTON& 

Coot )) i)ss)o)) e)' of I)) te)"nal Ee penv e. 
Approved: January 31, 1056. 

H. Cli. &piinx Rosz, 
kcting Secretary of the Treasury. 

(File&'& by the Division of the Federal Register, February 0, 1056, 8: 4S a. m. ) 

PART IV. — CREDITS AGAINST TAX 

SECTIO . 34. — DIVIDE &DS RECEIVED HY IXDIVIDIIAI. S 

Rev. Rul. 56 — 233 26 CFR 1. 34 — 1: Credit against tax and exclu- 
sion from gross income in case of dividends 
received by individuals. 

(Also Section. 116; 1. 116 — l. ) 
F the purpose of deterndning Ivhether a dividend was received or e ur 

after July 31, 10~4, in order to con&pute the credit and the partia l 
exc usion lusion with respect to &livi&len&ls received by an individual part- 
ner, the date on &vhich the dividen&ls &vere received by the partner- 
ship constitutes the date of their receipt by the partner. 



Advice has been requested as to the dividend credit and exclusion, 
under sections 04 and 116 of the 1»ter»al Reve»ue Code of 1054, 
allowable to members of a partnership with respect to dividends re- 
ceived by the partnership. 

Under the Internal Revenue Code of 1030, the character of any 
item of income realized by a partnership and included in a partner's 
distributive share is the same as though the partner had realized such 
item directly fi om the source from which it was realized by the part- 
ncrsliip and in the same manner. See IZarry FI. Jt euberger v. Com- 
niissioner, 611 U. S. 83, ('t. D. 1470, C. 13. 1940 — 2, 228; Ji mil 3f osbacher 
v. United 8tates, oil U. S. 610; Coin miss~'oner v. J'ac Jc Jordon Ammann 
et ua. , 228 Fed. (2d) 417; Zelda B. Jennings et al. v. C'o~nmissioner, 
110 Fed. (2d) 945, certiorari denied, 811 U. S. 704; John CraK v. 
United States, '31 I&'ed. Supp. 1'32; G. C. M. 22491, C. B. 1041 — 1, o74: 
and G. C. M. 22461, C. B. 1011 — 1, 295. Section 702 (b) of the Internal 
Revenue ('ode of 1054 enacts the same rule for taxable years to which 
Subchapter K thereof, relating to partners and partnerships, is appli- 
cable. See the Senate Finance Committee Report on section 702 (83d 
Congress, 2d Sessio», Senate Report Xo. 1622, 876). The position. 
expressed in the case of John L&'. DocE. "endorff' v. United States, 84 Fed. 
Supp. 372, is not consistent with this rule and will not. be accepted bp 
the Intern~a] Revenue Service in the disposition of other cases involving 
similar factual situations. 

Accordingly, a member of a partnership who reports his income for 
a taxable year ending after July 81, 1054, must include in his return 
for such year his distributive share of the partnership income for its 
taxable year ending with or within his taxable year and compute the 
dividend credit and exclusion allowed by sections 34 and 116 of the 
Internal Revenue Code of 1954 with respect to dividends received by 
the partnership, to w]iicli such credit and exclusion apply, in the same 
manner as if these dividends had been received in his individual 
capacity; and, for the purpose of determining, under sections 34 and 
116 of the Code, whether a dividend was receiv~ed after July 81, 1954, 
and in a taxable year of the partner ending after July 31, 1954, the 
date on which the dividend w is received by~ the partnership is to be 
treated as the date of its receipt by the partner. 

SECTION "7. — RETIRE&IEXT IXCO&IE 

Rev. Rul. 56 — 12 
For the purpose of determining the income tax credit upon retire- 

ment income, a pension received as a gift constitutes a pension 
within the meaning of section 97 of the Internal Itevenue Code of 
19o4. A gift pension does not fall within any of the exceptions of 
exclmled income provided by section, "i(e) of the Code in the 
application of section 97(d) (1) of the Code in determining the 
limitation on retirement income, and the amount thereof must be 
used to reduce the retirement incoine. 

Advice has been requested whether a pension received as a gift from 
one for whom no personal services have been performed constitutes 
a pension or annuity to be taken into account in computing the limita- 



on 1'etiretnent income under section o & (d) of the Intern&11 
Revenue Code of 1, l, &4. 

A foundation for the adv;lncement of teaching divas establishecl for 
the purpose of payi»&& gr;ltuitous allovvances to retired college teachers 
anti their vvidoivs, Su&. h allowances were intended as g&ifts to persons 
vvho have performecl no services of;lnv kind for. the fountler and, as 
gifts. have been held to be ezclu&lable fl om gross income. 

Section'&7(d) of the Cocle provides in p;1rt that for the purpose of the 
credit the amount of retirenlent income slrall not exceed 41, 100 less— 

(1) in the &. ase of an i&ulivi&lnal, aug a&uouut received iur the individual 
as a pplls&oll o&' &&&u&ultx- 

& t") other(vise excluded fro&u g& o. s income, -" * *. 
Section on& (e) of the Cocle provides thlt the term 'otherwise ez- 

cluded from income' sh;111 not apply to any amount excluded under 
section 7o (relating to annuities), 101 (rehlting to life insurance pro- 
ceecls), 104 (rehlting to compensation for injuries or sicltness), 105 
relating to amount. received under accident;lnd health phuls), 40. ' 
(relati11g to tazability of beneficiary of employees' trust), or 408 (re- 
lati»g to t;ization of elnployee annuities). 

Se&tion 87(d) of the Code does not specify that the nle;&ning of 
the vvord pension refers to periodic payments made by or on behalf 
of a person for vvhou1 services have been rendered. In referring to 
items which serve to reduce the amount, of retirenlent income. section 
37(d) specifically includes "any amount received bv the individual;ls 
a pension or annuity ' " "' othervvise ezch(cled fron1 gloss in- 
coule. 

" 
Although the first test of the qualification for the retirement 

income credit is that the indiviclual naust have received earnecl income 
of over $600 in ten ctllendar years prior to the tax;tble year, it does 
not necessarily follow that the same qualificatiou should applv in 
obtaining the peusions which are required to reduce the retirelnent 
ulc oui p. . 

In cliscussing the tenn "pension' in L. O. 1040, 8 C. B. 120 (19'10), 
it is stated: 

The fact that the pavmeut- involved in the iustaut case take the form of 
pensions an&1 are &vithiu the dictiouarv definition of the tern& "pension" does not, 
as seems to have been sn ge. ted, take them out of the detlnition of the term 
"gift. " The term 'pensiou' an&i "gift" are not mutuallv exch&, ive. The pav- 
ments may be both peusious and gifts. 

In institutino section 87 of the Code, it divas the intent of Congress 
to equalize the tax tretltulent of all kincls of retiremeut iucoule. See 
Report Xo. 1622 of the Comnlittee on Finance of the Ignited States 
Senate to acconlpany H. R. 8300, at pages 8, 165 and 100. The tvpe 
of pension or annuity referred to in section 37(d) (1) (C) is not speci- 
filecl or limited ezcept iusof;lr as section o7(e) of the Code is applic;lble. 

Accordingly, it is held that for the purpose of determining the 
income tax credit. upon retirement. income a pension received as a gift. 
coustitutes a pension v& ithin the meaning of section 37 of the Internal 
Revenue Code of 10. &4. A. gift pension does not fall v&ithin anv of 
the exception; of ezchlcled income L&rovided by section 87(e) of the 
Cocle in the application of section 8( (d) (1) of the Cocle in detern1in- 
ing the limitation on retirement income, and the, ", mount thereof must 
be use(l to I'ecluce the ret11'enlent lnconle, 



(Also Section 104. ) P~e V. Piuh 5&6-42 

Retire&»ent i»rome, for the purpose of the credit provided by 
section, '&7 of the 1»ternal Revenue Code of 1954, is not to be reduced 
bv the an&ount of the death co&»l&ensation paid bv the Veterans' Ad- 
»&iuistration to the vvidow of a veteran whose death in service or 
after d scharge or retire»&ent Iv s due to service rendered during a 
war, 

Advice has been requested Ivhether retirement income should be 
reduced by the amount of the death compensation paid by the Vet- 
erans' A&lministr»tion to a widow of a veteran whose death in service 
or after disclrarge or retirelnent was due to service rendered during 

wM'. 
The taxpayer in the instant case received a. survivor's annuity from 

her husband's civil service retirement and &&7 a month frotn the 
Veterans' Administl ation as the fixed amount of. death compensation 
payable to the childless widow of a, veteran wl&ose death, either in 
service or after discharge or retirelnent, was due to wartime service. 

Section 87 of the Internal Prevenue Code of 1054 allows an individ- 
ual, who has receivecl earned income in excess of $600 in each of ten 
prior calendar years, to take as a creclit against the tax computed on 
his return for the taxable year Iln amount equal to the mnount received 
as retirement income (as defined in subsection (c) and limited by sub- 
section (d) ), multiplied by the first bracket rate of tax (20 percent 
under the present lasv) 

& 
but this credit may not exceed the tax shown 

on the return reduced by& certain credits. A. widow whose husband had 
received such earned income during prior years shall be considered 
to have received earned income. 

Section o?7 of the Code provides in part as follow s: 
(d) LIMITATIoN oNI RETIEEEIENT Ixco&E. — For purposes of subsection (a), the 

amount of retiren&ent income shall not exceed $1, 200 less— 
(1) in the case of any individuvl, any amount received by the individual 

as a pension or annuity— 
(A ) under title II of the Social Securitv Act, 
(8) under the Railroad Retirement Acts of 1M5 or 1997, or 
(C) other&vise excluded from ross income, 

(P) RUIE I'OE APPEIcATIoN ol SvssscTIoN (d) (1). — Subsection (d) (1) shall 
not apply to any aInount excluded from gross income under section iz (relating 
to annuities), 101 (relating to life insurance proceeds), 104 (relating to com- 
pensation for injuries or sickness), 105 (relating to amounts received under ac- 
cident and health plans), 402 (relatin to taxability of beneficiary of employees' 
trust), or 408 (relating to taxation of en&ployee annuities). 

The death benefits received by the taxpayer are tax exempt, and the 
basic problem that arises is whether they are payments of a pension or 
annuity excluded from gross incolne within the meaning of section 
o7(d) (1) (C) of the Code and outside the scope of the exceptions con- 
tained in section 87(e) of the Code. 

The legislative history of the retirement income credit provisions of 
the Code indicates tlrat Con?ress intended to prevent the duplication 
of retirement income benefits in the enactment of sections 37(d) (1) 
and 87(e). The Eieport of the Committee on I» inance, United States 
Senate, No. 1622, I&'ighty-thitcl Congress, Second Session, page 8, to 
accompany Il. B. 8?&0(), furnisl&es a~general-, characterization of the 
purposes of section o?7(d) (1) of the Code as folloivs: 



Since some types of retirement pensions are already excluded from gross in- 
an adlustment is made to avoid duplication. The amount of retirement 

incom" up to $1, 200 which an individual receives is to be reduced for purposes 
of computing the credit, by any social security, railroad retirement, military 
retirement pension, or other retirement pensiou which is excluded from gross 
income. Military disability pensions or workmen's compensation payments, 
however, do not serve to reduce retirement income. 

Of the exceptions provided by, section 37(e) of the Code, section 104(a) 
requires the most careful consideration. It provides that gross income . 'oes not 
include— 

(1) amounts received uuder workmen's compensation acts as compensa- 
tion for personal injuries or sickness; 

(4) amounts received as a pension, annuity, or similar allowance for per- 
sonal injuries or sicl-ness resulting from active service in the armed forces 
of any country or in the Coast and Geodetic Survey or the Public Iiealth 
Service. 

The history of section 104 of the 1954 Code discloses that it was not 
the purpose of Congress in enactment of laws which resulted in the 
provisions of section 22(b) (5) of the 1989 Code, the section from 
which section 104 of the 1954 Code is derived, to change the broad 
intent of the Act of August 12, 1985, which amended the World War 
Veterans' Act of 1924, 49 Stat. 607, 88 U. S. C. 454a, C. B. XIV — 2, 
588 (1985), but only to extend its provisions to cover services in the 
armed forces of Allied armies in World War I. The Act by its terms 
was broad enough to cover amounts received as compensation for 
injuries or sickness by either a veteran of the American Armed 
Forces or his survivor. 

Section 104(a) (1) and section 104(a) (4) of the Code are phrased 
in similar language. There are striking similarities between the type 
of compensation for injuries or sickness paid by the United States to 
veterans and their survivors and workmen's compensation. Death 
benefits are commonly paid to a surviving widow under workmen' s 
compensation laws. There appears to be nothing in the legislative 
history of the pertinent statutory provisions, or otherwise, to justify 
a difference in the tax treatment of these two types of compensation 
payments to survivors. 

The payments made to the taxpayer representing amounts received 
as a pension, annuity, or similar allowance for personal injuries or 
sickness resulting from active service in the Armed Forces are, ac- 

cordingly, considered to come within the scope of section 104(a) (4) 
of the Code, one of the exceptions of excluded income provided by 
section 87(e) of the Code for the application of section 87(d) (1) in 
determining the limitation on retirement income. Since such pay- 
ments come within the exceptions of excluded income, they do not 
reduce the taxpayer's retirement income on which the retirement in- 

come credit is based. 
Accordingly, it is held that retirement income, for the purpose of 

the credit provided by section 87 of the Internal Revenue Code of 
1954, is not to be reduced by the amount of the death compensation 

paid to the widov of a veteran by the Veterans' Administration whose 

death in service or after discharge or retirement was due to service 

rendered during a war. 
398474' — 56 — 5 
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SUBCHAPTER B. — COMPUTATION OF TAXABLE INCOME 

PART I. — DEFINITION OF GROSS INCOME, ADJUSTED GROSS INCOME, AND TAXABLE 
INCONE 

SECTION 61, — GROSS INCOME DEFINED 

(Also Section 170. ) Rev. Rul. 56 — 126 

AVhere a Congressman I cturns a portion of his salary as a, Member 
of Congress to the United States Treasury, which salary is payable at 
the rate specified by law and must be so paid in full, accordin~ fo a 
recent ruling of the Comptroller General, the full amount of such sal- 

ary is includible in his gross income four the taxable year in which 
received and constitutes wages subject to the withholding of Federal 
income tax. However, in computing his taxable income, a deduction 
is allowable as a, charitable contribution for the amount returned to 
the Treasury to the extent provided in section 170 of the Internal 
Revenue Code of 1954. Such contributions are deductible only to 
the extent that the total deduction under section 170(a) of the 1954 
Code for the taxable year does not exceed 20 percent of the taxpayer's 
adjusted gross income without regard to any net operating loss carry- 
back to the taxable year under section 172 of the 1954 Code. 

Rev. Rul. 56 — 1N 

Amounts received by United States citizens living and working in 
the Republic of Panama as social security benefits under the provi- 
sions of the Republic of Panama Decree Law No. 14, dated August 
27, 1954, which aniended the original Law No. 184, dated April 27, 
1943, do not constitute taxable income to them and are excludable 
from gross income for Federal income tax purposes. The benefit 
payments that may be made thereunder cover sickness, maternity, 
disability, old age and cleath. Such benefits are deemed to be basically 
similar to the simdry insurance benefit payments made to individuals 
under the United States social security system which are described 
and held to be nontaxable to the recipients in I. T. 8447, C. 8, 
1941 — 1, 191. 

(Also Section 511. ) Rev. Rul. 56 — 152 

YVhere brokerage cor»missions are impressed with n trust and the 
brokers are obligated to deposit them in a special fuud to be admin- 
istered for public purposes, such cotnmissions do not constitute 
income to the brokers. However, underwriting commissions re- 
tained by the underwriters constitute income to the recipients. 

The handling of an iusurauce program for a municipal board 
of educntion and the receipt of brokerage contmissions which are 
required to be deposited . in a special fund for public purposes, 
does not affect. the status of an insurance board held to be exempt 
from Federal income tax under section 501(c) (6) of the Internal 
Reven»e ('ode of 10;&4. 

I'urthermore, such activity is not considered to be nn unrelated 
trade or business within the nteaning of section »13 of the 1M4 
Code. 
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Advice has been requested concerning the taxability of certain 
brokerage co&nmissions received by individual insurance brokers, but 
which are deposited in a special fund used for public purposes. 

A local insurance board, which has been held to be tax exempt 
under section 101(7) of the Internal Revenue Code of 1989 (corre- 
sponding to section ~~01(c) (6) of the 1954 Code), was requested by 
the municipal board of education to make a study of its insurance 
requirements and to recommend the nature and extent of the insurance 
coverage deemed necessary. The insurance board served gratuitously 
and appointed an advisory council consisting of insurance brokers 
with the authority to call upon the advice, counsel, and guidance 
of specialists in every form of insurance; to lend its efForts to advise 
the board of education in obtaining the broadest available insui ance 
and surety protections; and to assist in the selection of an underwrit- 
ing insurance company or companies. However, the actual selection 
of the insurance company and the authorized agent or agencies was 
left to the discretion of the board of education. The advisory council 
had no power to negotiate insurance contracts or receive commissions 
and donated their services without the expectation of a fee or reward. 

The board of education adopted the recommendations of the insur- 
ance advisory council and placed insurance through underwriting 
agencies who are members of the insurance board. The underwriting 
agency retained as its income the underwriting commission which is 
normally earned on placing insurance, but the brokerage commission 
which is normally paid to the broker responsible for the insurance 
business was paid to a broker or brokers designated by the board of 
education. In every case, the brokers designated by the board of 
education were members of the insurance advisory council appointed 
by the insurance board and received the commissions in their capacity 
as members of the advisory council. Brokerage commissions received 
in this manner were allocated to a special fund established by the 
insurance board and deposited in a separate bank account. This 
special fund is used solely for public interests, that is, accident and 
fire prevention, auto driver education, life saving, and other means 
designed for the preservation of life and property. The fund is 
in no way used by the board of education for its regular activities 
but is used only for the special purposes enumerated and is adniin- 
istered by a committee consisting of members of the advisory council 
and of the insurance board. 

The acceptance of an appointment to the advisory council by the 
insurance board obligates the insurance broker to apply any commis- 
sions received, by virtue of the business with the board of education, 
to the special fund. As a practical matter, the broker receiving the 
commissions v ill not have been directly responsible for the purchase 
of the insurance and would, therefore, have no personal claim to such 
commissions. The assignment of the commissions is merely a means 
of transferring the monies to the special fund. 

The specific questions thus raised are in connection with whether 
(1) the brokerage commission may be excluded from the gross income 
of a broker who serves on the advisory council and who is designated 
by the board of education to receive the commissions payable on the 
insurance policies purchased by the board of education; (9) the insur- 
ance board may continue as a tax-exempt organization; and (8) the 
brokerage commissions received by the advisory council will constitute 



income to the insurance board under the provisions of section 511 of 
the Internal Revenue Code of 1954. 

Section 61 of the Code provides that all income from whatever 
source derived, including commissions, shall be included in gross 
income, except as otherwise provided. Section 511 of the Code pro- 
vides, in part, that a tax shall be imposed on the unrelated business 
taxable income of a business league, chamber of commerce, real-estate 
board, or board of trade described in section 501(c) (6) of the Code. 

Ilowever, in the case of Com. i»is~ioner v. 2'urney, 82 Fed. (2d) 661, 
the court stated, in part, that tax oAicials are not required to treat as 
income money received by a taxpayer when, under well-settled law, 
his receipt of it has the efFect of obligating him unconditionally to 
pay that money to another. 

Also, in the case of The 8even-Up Co. v. &'o»&»ii &~ioner, 14 T. C. 965, 
acquiescence C. B. 1950 — 2, 4, it was held that when a taxpayer receives 
funds that are burdened with an obligation to be expended for a 
speci6c purpose and the funds are earmarked for such purpose, the 
funds so held do not result in gain or income to the taxpayer. 

Since, in the instant case, the brokerage commissions are impressed 
with a trust and the brokers are obligated to deposit them in the 
special fund to be administered for public purposes by the insurance 
board, it is held that they do not constitute income to the brokers and . houl&1 be excluded froni their gross income. However, the under- 
writing commissions received by the underwriting agency constitute 
income. to the recipients thereof. It is further held that the handling 
of thc insurance program for the board of education and the receipt of 
the brokerage commissions which are to be placed in a special fund and 
expended for public purposes will not affect the exempt status of the 
insurance board under section 501(c) (6) of the Code. Furthermore, 
such activity is not consi&lcred an unreh&ted t& ade or business, since all 
the work is performed for the insurance board without compensation. 
Therefore, the brokerage commissions allocated to the special fund 
do not constitute unrelated business taxable income. and the insurance 
board is not subject to tax with respect to such commissions. 

Rev. Rul. 56-221 

A mother and her two children each owned in fee simple an undi- 
vided one-third interest in income producing real property. The 
children, by deed, conveyed their right, title and interest in the prop- 
erty to iver for her life with the remainder reserved to themselves. 
F1eM, the entire income derived from the property after conveyance 
of the life estate is includible for Federal income tax purposes in the 
gross income of the mother. 

Rev. Rul. 56 — 225 

AVhere, in the case of a, cooperative housing corporation, as defined 
in section 216(b) (1) of the Internal Revenue Code of 1954, predeter- 
mined carrying charges are collected from the tenant-stockholders in 
excess of the actual carrying charges paid or incurred by the. corpora- 
tion, any refund of such charges occurring in the same year merely 
results in a contra-adjustment and only the net amount of the carry- 
ing charges would be taken into the accounts of the corporation for 
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Federal income tax purposes. However, where the excess of predeter- 
mined charges at, the end of any year is not used to reduce carrying 
charges until a, subsequent year or years, such excess constitutes income 
to the corporation subject to Federal income taxes in the year in 
which received. 

)Vindows, doors, etc. , placed on taxpayers' residences in considera- 
tion of use for demonstration purposes. See Rev. Rul. 56 — 181, 
page 96. 

PART II. — ITEMS SPECIFICALLY INCLUDED IN GROSS INCOME 

SECTION 79. — ANNUITIKS; CERTAIN PROCEEDS OF 
ENDOWMENT AND LIFE INSURANCE' CONTRACTS 

Rev. Rul. 56 — 89 
For the purpose of arriving at the exclusion ratio used in com- 

puting amounts of annuities which may be excluded from gross 
income, annual amounts contributed by a state or political sub- 
division thereof to employees' tax-exempt pension funds prior to 
January 1, 1839, are added to contributions of employees in comput- 
ing the consideration paid for the annuity contracts, to the extent 
that the amounts so contributed represent compensation for personal 
services rendered in the exercise of an essential governmental func- 
tion, as distinguished from a proprietary function, and were not 
contributed directly or indirectly by the United States or an agency 
or instrumentality thereof. 

Advice has been requested whether annual amounts contributed by 
a state or political subdivision thereof to employees' tax-exempt pen- 
sion funds prior to January 1, 1939, may be added to contributions of 
employees, under section 79(f) (o) of the Internal Revenue Code of 
1954, in computing the consideration paid for contracts for the pur- 
pose of arriving at the exclusion ratio, under section 7o (b) of. the 1954 
Code, used in computing the portion of an annuity which is to be 
excluded from gross income. 

In addition to the contributions required of employee-participants 
in the retirement system of the instant state, certain annual contribu- 
tions are also required of the state or political subdivision participat- 
ing in the plan. The plan has been held to meet the requirements of 
section 165(a) of the 1939 Code (section 401(a) of the 1954 Code). 

Under the income tax laws in efFect for the years 1913 through 1938, 
compensation of all ofFicers and employees of a state, or a political sub- 
division thereof, for personal services rendered in the exercise of an 
essential governmental function, as distinguished from a proprietary 
function, was not includible in gross income unless paid directly or 
indirectly by the United States or an agency or instrumentality t'here- 
of'. Public Salary Tax Act of 1939, C. B. 1939 — 1 (Part I) 428, as 
amended; T. D. 5o14, C. B. 1943, 1188. 

Section 40o of the 1954 Code provides that ainounts distributed by 
an employees' trust, described in section 401(a) of the Code, whicii is 
exempt from tax under section 501(a) of the Code, shall be taxable in 
the year in which distributed, in accordance with section 7P. of the 
Code, except that section 79(e) (3) shall not apply. 
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Section 72 of the Code. provides for the taxation of amounts re- 
ceived as annuities under a contract whereby amounts received which 
are considered to be a return of the investment in the contract are 
excluded from gross income. Subsection (d) of section 72 provides 
that where pait of the consideration paid for the contract is con- 
tributed by the employer and the aggregate amount receivable by the 
employee during the three-year period beginning with the date of the 
first payment is equal to or greater than the consideration for the 
contract coiitributed by the employee, then all amounts received shall 
be excluded from gross income until there lias been excluded an amount 
equal to the consi&l&. i;ition for tlie contract. contril&uted by the em- 

ployee; thereafter, all amounts so received shall be included in gross 
income. 9'here that portion of the cost of the conti", i& t ivhich is con- 
tributed by the employee is not so recoverable within the first three 
years, coniinencing with the first date of payment, subsection (b) of 
section 72 provides an exclusion ratio whereby there is excluded from 
gross income an amount which bears the same ratio to the amount 
received as the employee's investment in the contract bears to the 
expected return imder the contract. 

Subsection (f) of section 72 of the Code provides that in the compu- 
tation of the consideration paid for the contract the amount con- 
tributed by the employee shall include amounts contributed by the 
employer to the extent that (1) such amounts were includible in the 
gross incoine of the employee or (2) if such amounts had been paid 
directly to the employee at the time they were contributed, they would 
not have been includible in the gross income of the employee under the 
law applicable at the time of such contribution. See T. D. 6118, 
C. B. 1055 — 1. , 698, at p. 702. 

In view of the foregoing, it is held that amounts contributed prior 
to January I, 1980, by a state, or a political subdivision thereof. to 
employees' tax-exempt pension funds may be added to the amounts 
contributed by the employees, in computing the consideration paid for 
annuity contracts, for the purpose of arriving at the exclusion ratio 
used in computing the portions of annuity payments which may be 
excluded from gross income, to the extent that the amounts so con- 
tributed represent coinpensation for personal services rendered in the 
exercise of an essential governmental function, as distinguished from 
a proprietary function, and were not contributed directly or indirectly 
by the United States or an agency or instrumentality thereof. 

(Also Sections 402, 408. ) 
(Also Part II, Sec~tions 22(b), 116, 165; Regu- 

lations 118, Sections 89. 22(b) (2) — 5, 89. 116 — 1, 
o~0. 165 — 6. ) 

Rev. Rul. 56 — 123 

In the deterniination of the investment in an anuuity contract as 
of the annuity starting date, January 1, 19o4, pension and annuity 
payments received by resident citizen-taxpayers before January 1, 
1931, will be regarded as excludable from gross income under prior 
income tax laws to the extent that such payments were, in accordance 
with the principles announced in the ease of Charles A. Crispin et al. 
v. United, State~, 200 Fed. (2d) 99, treated as excludable from gross 
income as consideration paid by the recipient because of the earned 
income exemption provided under section 116(a) of the 1939 ( odc. 
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However, such payments will not be so regarded if, in accordance 
with the position of the Revenue Service at that time, the recipient 
did not actually treat them as excludable from gross income as 
consideration paid for the annuity contract. 

The Internal Revenue Service desires to clarify its position with 
regard to the determination of a taxpayer's investment in an annuity 
contract as of the annuity starting date, January 1, 1954, iil cases wllei'e 
a United States citizen has rendered sei vice for a domestic corporation 
for a number of years as a bona fide resident of a foreign country and, 
upon retireinent in accordance with his employer's pension or annuity 
plan, resumes residence in the United States. 

In general, pension and annuity payments received by resident 
citizen-taxpayers before January 1, 1951, will be regarded as "exclud- 
able from gross income under * " "" prior incoine tax laws" for 
purposes of. section 7o(c) (1) (B) of the Internal Revenue Code of 
1954, to the extent that such payments were, in accordance with the 
principles announced in the case of Charles A. Crispy et al. v. United 
8tate8, 200 Fed. (Bd) 99, treated as excludable therefrom as considera- 
tion paid by the recipient because of the earned income exemption 
provided under section 116(a) of the 1939 Code. However, in apply- 
ing section 79(c)(1) (B) such payments will not be regarded as 
"excludable from gross incomeunder "' "' " prior income tax laws" if, 
in accordance with the position of the Revenue Service at that, time, 
the recipient did not actually treat them as excludable therefrom. 
See I. T. 3472, C. B. 1941 — '1, o5o. Compare Judson /Food, et a/. v. 
United 8tate8, 104 Fed. Supp. 1020; and Estate of James W. E/a+agan, 
et 0/. v. Commi8sionei', 18 T. C. 1941. 

It is further held that for the purpose of. determining the previously 
unrecovered premiums or other consideration paid for an annuity 
contract under section 72(e) (1) (B), or the previously unrecovered 
einployee contributions to or under an exempt employees' trust or 
qualified annuity plan under sections 402(a) (9) and 406(a) (9) (A), 
the expressions "amounts "' "' "' which were excludable from gross 
income under this subtitle or prior income tax laws, " in section 72 (e) 
(1)(B); "amounts theretofore distributed "" "' "" which wore not 
includible in gross income, " in section 409 (a) (9); a, nd "ainounts 
theretofore paid * e e wliich were not includible in gross income, " in 
section 403 (a) (9) (A) of the 1954 Code have the same~general neaning 
and are to be similarly interpreted. 

The following example will serve to illustrate the foregoing: 
The cV corporation, a domestic corporation, has had in e8ect for 

niany years a noncontributory pension plan for all of its employees, 
including those in its service in foreign countries, The plan is funded 
and administered through a trust which has been held to be entitled to 
tax exemption under section 165 (a) of the 1939 Code (section 501(a) of 
the 1954 Code) and corresponding provisions of prior internal revenue 
laws. 

The corporation had contributed $70, 000 to the pension plan on 
behalf of employee 2, a United States citizen, who retired on Deceinber 
81, 1945, after a lengthy period of service all of which was rendered 
as a bona fide resident of. a foreign country. In January 1946, 2 
resumed residence in the United States where he has been in receipt of 
monthly pension or annuity payments totalling $6, 000 per annum 
under the 3X corporation pension plan. For each of the calendar years 
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1946 to 1951, inclusive, A paid United States income tax on the total 
of $6, 000 received as annuity payments in each of such years, 

Late in 1952, A filed amended income tax returns and claims for 
refund for the tax years 1949 to 1951, inclusive, contending that he 

should have been taxed, in those years, on only $2, 100 (three percent of 
$70, 000 contributed by his employer on account of his service rendered 

as a bona fide resident of a foreign country) on the basis of the decision 
in the Crispin case and the amenrlment of section 116(a) of the 1989 
Code by section 321(a) and (c) of the Revenue Act of 1951, 65 Stat. 
452. Section, '322(b) of the 19'39 Code barred claims for refund for 
years prior to 1949. The Commissioner of Internal Revenue allowed 
in ful] the claims for refund for these years. 

For each of the taxal&le years 1952 and 1958, A properly included 
only '@, 100 of his annuity in his gross income for Federal income tax 
purposes. See Revenue Ruling 56 — 125, page 627, of this Bulletin. 

Thus, for the purpose of determining the investment in his annuity 
contract as of Ianuary 1, 1954, it is held that A Ivill be required to treat 
3, &)00 ($6, 000 less @, 100) of the annuity payments received in each 
of the taxable years 1949 to 1958, inclusive, as an "amount "" * * ex- 

cludable from gross income under * prior income tax laws" within 
the meaning of that expression as used in section 72(c) (1) (B) of the 
1954 Code. 

It is also held th'it, , for the same purpose, A will not be required to 
treat any part of the annuity payments received in the taxable years 
1946 to 1948, inclusive, as an "amount, "' "' "'' excludable from gross 
income under ~ ~ '" prior income tax laws, " within the meanin&&~ of 
section 72(c) (1) (B) of the 1954 Code, inasmuch as a resident United 
States citizen receiving a pension or annuity in those years for employ- 
ment outside the United States ivas not permitted under the then 
position an&1 rulings of. the Service to exclude from his gross income, 
as a part of liis consideration paid for his annuity, the amount of his 
employer's contributions toward the cost of such part of his annuity 
as divas attributable to his foreign service. The same would be true 
for the years 1949 and 1950 if A had not, obtained refunds for those 
years as assumed in this illustrative case. 

PART III. — ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME 

SECTION 108. INTEREST ON CERTAIN GOVERN- 
MENTAL OBLIGATIONS 

(Also Section 4292. ) Rev. Rul. 56 — 88 

The Indiana Toll Road Commission was created as a body both 
corporate and politic under Chapter 281 of the Acts of the General 
Assembly of the State of Indiana of 1951, e8ective March 7, 1951. 
The Commission is authorized and empowered to construct, maintain, 
repair, police, and operate toll road projects (as defined in the Acts) at 
such locations as shall be approved by the Governor of Indiana and in 
accordance with such alignment and design standards as shall be ap- 
proved by the State Ilighway Commission of Indiana. The Toll Road 
Commission is further authorized and empowered to acquire public or 
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private htnds in the name of the State by purchase or condemnation; to 
issue toll road revenue bonds, payable solely from revenues, for the 
purpose of paying all or any part of the cost of any one or more toll 
road projects; and to fix and revise from time to time, and charge and 
collect, tolls from transit over each toll road project constructed by it 
and charges' for the use of the facilities thereof. Held, the Indiana 
Toll Road Commission is B, political subdivision of' a State within the 
meaning of sections 108(a) (1) and 4292 of the Internal Revenue Code 
of 1954. Accordingly, the interest on bonds issued by the Commission 
is exempt from Federal income tax. See Commissioner v. estate of 
A/exander J. 8haraberg, 144 Fed. (2d) 998, Ct, D. 1648, C. B. 1945, 885, 
certiorari denied, 828 U. S. 792, and Commissioner v. Estate of Caroline 
'llrhite, 144 Fed. (2d) 1019, Ct. D. 1647, C. B. 1945, 65, certiorari denied, 
828 U. S. 792. Also, amounts paid for the transportation of property 
to or from that Commission are exempt from the tax on the transporta- 
tion of property. See Revenue Ruling 55 — 162, C. B. 1955 — 1, 541, 
relating to the exemption of amounts paid for the transportation of 
construction materials consigned to a state or political subdivision 
thereof, in care of a contractor, for incorporation into a state project. 

Interest on special assessment assignable certificates issued by a 
municipality to a contractor in consideration for services rendered. 
See Rev. Rul. 56 — 159, page 609. 

SECTION 104. — COMPENSATION FOR INJURIES OR 
SICKNESS 

26 CFR 1. 104: Statutory provisions: Compensa- 
tion for injuries or sickness. 

(Also Sections 105, 106; 1. 105 — 1, 1. 106 — 1. ) 
TITLE 26 — INTERNAL REVENUE, 1954. — CHAPTER I, SUBCHAPTER A, PART 

INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953 

T. D. 6169' 

Regulations prescribed under sections 104, 105, and 106 of the 
Internal Revenue Code of 1054. 

DEPARTMENT OF THE TREASURY) 
OFFICE OI' COMMISSIONER OF INTERNAL REVENUE& 

Washington M', 'D. C. 
To Officers and Employees of the Interna'i Eevenue 8ervice and 

Others Concerned: 

sec. 
1. 104 
1. 104 — 1 
1. 105 

TABLE OF CONTENTS 

Statutory provisions; con1pensation for injuries or sickness. 
Compensation for injuries or sickness. 
Statutory provisions; amounts received under accident and health 

plans. 

i 21 F. R. 2432. 
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Sec. 
1. 105 — 1 Amounts attributable to employer corrtributions. 
1. 105 — 2 Amounts expended for medi&'al care. 
1. 105 — 8 Payments unrelated to absence t'rom work. 
1. 105 — 4 Wage continuation plans. 
1. 105 — 5 Accident and health plans. 
1. 106 Statutory provisions; contributions by employer to accident and health 

plans. 
1. 106 — 1 Contributions by employer to accident and health plans. 

AtrIHor&rTY: g 1. 104 to 1. 106 — 1, incl. , issued under secs. 105, 7805, I. R. C. 1954; 
69A. Stat. 80, 917; 26 U. S. C. 105, 7805. 

On March 24, 1955, notice of proposed rulemaking regarding the 

regulations under sections 104, 105, and 106 of the Internal Revenue 

Code of 1954, was published in the Federal Register (20 F. R. 1779). 
After consideration of all such relevant matter as was presented by 
interested per sons regarding the rules proposed, the following regula- 
tions are hereby prescribed for taxable years beginning after Decem- 
ber 31, 1958 und ending after August 16, 1954: 

$ 1. 104 STATUToRY PRovIsIoNs CoMPKNsATIoN I'oR IivJURIEs 0R 

SIoz Nzss. 
SEC. 104. COMPENSATION FOR INJURIES OR SICKNESS. 

(a) IN GENERAL. — Except in the case of amounts attributable to 
(and not in excess of) deductions allowed under section 218 (relating 
to medical, etc. , expenses) for any prior taxable year, gross income does 
not include— 

(1) Amounts received under worknren's conrpensation acts as 
compensation for personal injuries or sickness; 

(2) The amount of any damages received (whether by suit or 
agreement) on acc&nrnt of personal injuries or sickness; 

(8) Amounts rec&gved through accident or health insurance for 
personal injuries or sickness (other than amounts received by an 
employee, to the extent such amounts (A) are attributable to con- 
tributions by the employer which rvere not includible in the gross 
inconre of the employee, or (B) are paid by the employer); and 

(4) Amounts received as a pension, annuity, or similar allow- 
ance for personal injuries or sickness resulting from active service 
in the armed forces of any country or in the Coast and Geodetic 
Survey or the Public EIealth Service. 

(b) CRoss REEEr&ENcEs. 
(1) For exclusion from employee's gross income of employer 

contributions to accident and health plans, see section 106. 
(2) For exclusion of part of disrrbility retirement pay from the 

application of subsection (a) (4) of this section, see section 402(h) 
of the Career Compensation Act of 1949 (87 U. S. C. 272(h) ). 

$ 1. 104 — 1 CoMPENsATIQN FQR INJURIzs oR SIOKz Ess. — (a) In gen- 
eraL — Section 104(a) provides an exclusion from gross income with 
respect to certain amounts described below in paragraphs . (b), (c), 
(d), and (e), which are received for personal injuries or sickness, 
except to the extent that such amounts are attributable to (but not 
in excess of) deductions allowed under section 218 (relating to medi- 
cal, etc. , expense) for any prior taxable year. See section 218 and 
the regulations thereunder. 

(b) remounts receiired under soorkmen's compensation acts. — Sec- 
tion 104 (a) (1) excludes from gross income amounts which are received 
by an employee under a worklnen's compensation act (such as the 
Longshoremen's and Harbor Workers' Compensation Act, M U. S, C. , 
c. 18, or under a statute in the nature of a workmen's compensation 
act which provides compensation to employees for personal injuries 
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o»ickness incurred in the course of employment. Section 104(a) (1) a»o applies to compensation which is paid under a workmen's com- 
pensation act to the survivor or survivors of a deceased employee. 
However, section 104(a) (1) does not apply to a retirement pension or 
annuity to the extent that it is determined by reference to the em- 
ployee's age or length of service, or the employee's prior contributions, 
even though the employee's retirement is occasioned by an occupa- 
tional injiiry or sickness, Section 104(a) (1) also does not apply to 
amounts which are received as compensation for a nonoccupational 
injury or sickness nor to amounts received. as compensation for an 
occupational injury or sickness to the extent that they are in excess 
of the amount provided in the applicable workmen's compensation act 
or acts. See, however, ($1. 105 — 1 through 1. 105 — 5 for rules relating 
to exclusion of such amounts from gross income. 

(c) Damages received on account of personat injuries or sickness. — 
Section 104(a) (2) excludes from gross income the amount of any 
damages received (whether by suit or agreement) on account of per- 
sonal injuries or sickness. The term "damages received (whether by 
suit or agreement)" means an amount received (other than workmen' s 
compens~ation) through prosecution of a legal suit or action based upon 
tort for tort type rights, or through a settlement agreement entered 
into in lieu of such prosecution. 

(d) Accident or health insurance. — Section 104(a) (8) excludes 
from gross income amounts received through accident or health insur- 
ance for personal injuries or sickness (other than amounts received by 
an employee, to the extent that such amounts (1) are attributable to 
contributions of the employer which were not includible in the gross 
income of the employee, or (2) are paid by the employer). Similar 
treatment is also accorded to amounts received under accident or 
health plans and amounts received from sickness or disability funds. 
See section 105(e) and $1. 105 — 5. If, therefore, an individual pur- 
chases a policy of accident or health insurance out of his own funds, 
amounts received thereunder for personal injuries or sickness are 
excludable from his gross income under section 104(a) (3). See, 
however, section 218 and the regulations thereunder, as to the inclusion 
in gross income of amounts attributable to deductions allowed under 
section 213 for any prior taxable year. Section 104(a) (8) also applies 
to amounts received by an employee for personal injuries or sickness 
from a fund which is maintained exclusively by employee contribu- 
tions. Conversely, if an employer is either the sole contributor to such 
a fund, or is the sole purchaser of a policy of accident or health insur- 
ance for his employees (on either a group or individual basis), the 
exclusion provided under section 104(a) (~8) does not apply to any 
amounts received by his employees through such fund or insurance. 
If the employer and his employees contribute to a fund or purchase 
insurance which pays accident or health benefits to employees, section 
104(a) (8) does not apply to amounts received thereunder by em- 
ployees to the extent that such amounts are attributable to the 
employer's contributions. See $ 1. 105 — 1 for rules relating to the deter- 
mination of. the amount attributable to employer contributions. 
Although amounts paid by or on behalf of an employer to an employee 
for personal injuries or sickness are not excludable from the employee's 
gross income under section 104(a) (8), they may be excludable there- 
from under section 105. See $$ 1. 105 — 1 through 1. 105 — 5, inclusive. 



(e) 3 mounts received as pensions& etc. 
& 
for certain persor&ol inj Mries 

or sickness. — Section 104(a) (4) excludes from gross income amounts 
which are received as a pension, annuity, or similar allowance for 
personal injuries or sickness resulting from active service in the armed 
forces of any country, or in the Coast and Geodetic Survey, or the 
Public IIealth Service. Section 104(a) (4) is applicable to a pension, 
annuity, or similar allowance received by the bene6ciaries of an in- 

dividual by reason of the death of such individual due to a personal 
injury or sickness resulting from service in the armed forces of any 
country, or the Coast and Geodetic Survey, oI the Public Health Serv- 
ice. For purposes of this section, that part of the disability retirement 

pay computed on the basis of years of active service which is in excess 
of the disability retirement pay that ~ould be received if such dis- 
ability pay were computed on the basis of percentage of disability 
shall not be deelned to be a pension, annuity, or similar allowance for 
personal injuries or sickness resulting from active service in the armed 
forces of any country, or in the Coast and Geodetic Survey, or the 
Public Iiealth Service (see section 402 (h) of the Career Compensation 
Act of 1049, 37 U. S. C. 97o (h) ) . 

1. 105 STATUTORY PROVISIONS j AiIOUXTS I&ECEIVED UNDER ACCI- 

DENT AND HEALTII PLANS. 

SEO. 105. AIIIOUNTS RECEIVED UNDEP, A(. 'CIDENT AND HEALTH 
PI. AN S. 

(a) AMoUNTs ATTRIBUTABLE To EMPLOYER CoxTRIBUTIoxs. — Except 
as otherwise provided in this section, alnounts received by an employee 
through accident or health insurance for personal injuries or sickness 
shall be included in gross income to the extent such amounts (1) are 
attributable to contributions by the employer which were not includible 
in the gross income of the enlployee, or (2) are paid by the employer. 

(b) AMDUNTs EXPENDED FoR MEDIGAL CARE. — Except in the case of 
amounts attributable to (and not in excess of) deductions allowed under 
section 218 (relating to medical, etc. , expenses) for any prior ta~able 
year, gross income does noi, include amounts referred to in subsection 
(a) if such amounts are paid, directly or indirectly, to the taxpaver 
to reimburse the taxpayer for expenses incurred by him for the medical 
care (as defined in section 218(e) ) of the taxpayer, his spouse, and his 
dependents (as defined in section 162) . 

(e) PAYMENTs UNRELATED To ABBENGE FRQM WDRK. — GI'oss laconic 
does not include anlounts referred to in subsection (a) to the extent 
such anlounts— 

(1) Constitute payment for the permanent loss or loss of use of 
a n&ember or function of the body, or the permanent disfigurenlent, 
of the taxpayer, his spouse, or a dependeut (as dcfined in section 
I »'), and 

(2) Are computed Ivith refereuce to the nature of the injurv 
&vithout regard to the period the employee is absent from work. 

(d) WASE CONTINUATION PI. ANs. — Gross inconle does not include 
amounts referred to in subsection (a) if such amounts constitute wages 
or payments in lieu of wages for a period during which the employee 
is absent from work on account of personal iujuries or sickness; but 
this subsection shall not applv to the extent that such anu&unts exceed 
a weekly rate of $100. In the case of a period durin which the em- 
ployee is absent fronl work on account of sickness, the preceding sentence 
shall not apply to amounts attributable to the first 7 calendar days in 
such period unless the employee is hospitalized on account of sickness 
for at least one day during such period. If such amounts are not paid 
on the basis of a weekly pay period, the Secretarv or his delegate shall 
by regulatious prescribe the method of determining the lveekly rate at 
which such amounts are paid. 
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(e) AccmENTs aNn IIE&LTa PLxNs. — For purposes of this section 
and section 104— 

(1) Amounts received under an accident or health plan for em- 
ployees, and 

(2) Amounts received froni a sickness and disability fund for 
employees maintained under the la&v of a State, a Territory, or the 
District of Colun&bia, 

shall be treated as amounts received through accident or health insur- 
ance. 

(f) RULEs Fos APPLIGATIoN CF SEOTICN 212. — For purposes of section 
218(a) (relating to medical, dental, etc. , expenses) aniounts excluded 
from gross income under subsection (a) or (d) shall not be considered 
as compensation (by insurance or otherv& ise) for expenses paid for niedi- 
cal care. 

) 1. 105 — 1 AMOUNTS ATTRIBUTABLE To EMPLOYER CONTRIBUTIONS. — 
(a) In general. — Under section 105(a), amounts received by an em- 
ployee through accident or health insurance for personal injuries or 
sickness must be included in his gross income to the extent that such 
amounts (1) are attributable to contributions of the employer which 
were not mcludible in the gross income of the employee, or (9) are 
paid by the employer, unless such amounts are excluded therefrom 
under section 105 (b), (c), or (d) . For purposes of this section, the 
term "amounts received by an eniployee through an accident or health 
plan" refers to any amounts received through accident or health in- 
surance, and also to any amounts which, under section 105(e), are 
treated as being so received. See «3 1. 105 — 5. In determining the 
extent to which amounts received for personal injuries or sickness by 
an employee through an accident or health plan are subject to the 
provisions of section 105 (a), rather than section 104(a) (8), the rules 
of paragraphs (b), (c), (d), and (e) of this section shall apply. 

(b) 1Vovicontributory pLans. — All amounts received by employees 
through an accident or health plan which is financed solely by their 
employer, either by payment of premiums on an accident or health in- 
surance policy (whether on a group or individual basis), by contribu- 
tions to a fund which pays accident or health benefits, or by direct 
payment of the benefits under the plan, are subject to the provisions 
of section 105 (a), except, to the etxent that they are excludable under 
section 105 (b), (c), or (d). This rule may be illustrated by the 
following examples: 

Example (1). Employer A maintains a plan for his einiployees 
which provides that he will continue to pay regular wages to 
employees who are absent, from work due to sickness or personal 
injuries. Employees make no contributions to the plan and all 
benefits are paid by the employer, Amounts received by em- 
ployees under the plan are subject to section 105(a), and must be 
included in gross income unless excluded therefrom under section 
105 (b), (c), or (d). 

ExampLe (8). Pursuant to a State nonoccupational disability 
benefits law, employer B maintains an accident and health plan 
for his employees. Although under the State law B is authorized 
to withhold from his employees' wages a specified amount, for 
employee contributions to the State fund, in actual practice B does 
not so withhold and makes all contributions out of his own funds. 
All amounts received by B's employees from the State fund are 
subject to section 105(a), and niust be included in gross income 
unless excluded therefrom under section 105 (b), (c), or (d). 



(c) Contributoiy plan~ — (1) In the case of amounts received by 
aii employee through an accideiit or health plan which is financed 
partially by his employer and partially by contributions of the ern- 

ployee, section 105(a) applies to the extent that such amounts are 
attributable to contributions of the employer which were not includi- 
ble in the employee's gross income, The portion of such amounts 
which is attributable to such contributions of the employer shall be 
determined in accordance with paragraph (d) of this section in the 
case of an insured plan, or paragraph (e) of this section in the case of a 
noninsured plan. As used in this section, the phrase "contributions 
of. the employer" means employer contributions which were not in- 
cludible in the gross income of the employee. See section 106 for the 
exclusion from an employee's gross income of employer contribu- 
tions to accident or health plans. 

(2) A separate determination of the portion of the amounts re- 
ceived under the accident or health plan which is attributable to the 
contributions of the employer shall be made with respect to each 
class of employees in any case where the plan provides that some 
classes of covered employees contribute but others do not, or that the 
employer will make diQ'erent contributions for difFerent classes of 
employees, or that difi'erent classes of employees will make diferent 
contributions, and where in any such case both the contributions of 
the employer on account of each such class of employees and the con- 
tributions of such class of employees can be ascertained. For example, 
if employees contribute during the first year of employment but not 
thereafter, there will have to be a separate determination for first 
year employees, provided that the amount of the contributions of 
the employer on account of first-year employees and the contributions 
of such first-year employees can be ascertained for the required periods 
to apply the rules of paragraph (d) or (e) of this section. If in such 
a case the contributions of the employer to the plan on account of 
first-year employees are not distinguishable from his other con- 
tributions to the plan, then the determination shall be made for all 
employees under the plan, and such determination shall be used by 
all employees under the plan. 

(8) If the plan provides accident or health benefits as v ell as other 
benefits for the employees, and if the respective contributions made 
by the employer and the employees to provide the accident or health 
benefits cannot be ascertained, the determination of the portion of the 
accident or health benefits received under such plan which is attribut- 
able to the contributions of the employer shall be made in accordance 
with the rules of paragraph (d) or (e) of this section on the basis 
of the contributions of the employer and of the employees to the entire 
plan. 

(4) A determination of the portion attributable to the contributions 
of the employer, once made in accordance with the rules of this section, 
shall as to such portion be used for all purposes. For example, if 
an employee receives amounts under a wage continuation plan during 
the month of January and terminates his services during February, 
the portion of such amounts which is attributable to the contributions 
of the employer may be determined in order to provide the employee 
with such information at the time he is provided his Forin 47 — 9. 
The determination made for such purpose will also be used by the 



employee to report his income for his taxable year in which such 
amounts are received, without regard to the experience under the 
plan for the rest of the year. 

(d) Insured p4ns. — (1) Indieidna/ poHeies. — If an amount is re- 
ceived from an insurance company by an employee under an individual 
policy of accident or health insurance purchased by contributions of 
the employer and the employee, the portion of the amount received 
which is attributable to the esnployer's contributions shall be an 
amount which bears the same ratio to the amount received as the 
portion of the premiums paid by the employer for the current policy 
year bears to the total premiums paid by the employer and the em- 
ployee for that year. This rule may be illustrated by the following 
example: 

Earp/e. Employer A maintains a plan whereby he pays two- 
thirds of the annual premium cost on individual policies of 
accident and health insurance for his employees. The remainder 
of each employee's premium is paid by a payroll deduction from 
the wages of the employee. The annual premium for employee X is @4, of which $26 is paid by the employer. Thus, 26/24 or 
two-thirds of all amounts received by X under such insurance 
policy are attributable to the contributions of the employer and 
are subject to section 205(a), and the remaining one-third of such 
amounts is excludable from X's gross income under section 
204(a)(8). 

(o) Group policies. — If. the accident or health coverage is provided 
under or is a part of a group insurance policy purchased by contribu- 
tions of the employer and of the employees, and the net premiums for 
such coverage for a period of at least three policy years are known at 
the beginning of the calendar year, the portion of any amount received 
by an employee which is attributable to the contributions of the em- 
ployer for such coverage shall be an amount which bears the same 
ratio to the amount received, as the portion of the net premiums con- 
tributed by the employer for the last three policy years which are 
known at the beginning of the calendar year, bears to the total of the 
net premiums contributed by the employer and all employees for such 
policy years. If the net premiums for such coverage for a period of. 
at least three policy years are not known at the beginning of the calen- 
dar year but are known for at least one policy year, such determination 
shall be made by using the net premiums for such coverage which are 
known at the beginning of the calendar year. If the net premiums 
for such coverage are not known at the beginning of the calendar year 
for even one policy year, such determination shall be made by using 
either (i) a reasonable estimate of the net premiums for the first policy 
year, or (ii) if the net premiums for a policy year are ascertained 
during the calendar year, by using such net premiums. These rules 
may be illustrated by the following example: 

Earp/e. An employer maintains a plan under which a por- 
tion of the cost of a group policy of accident and health insurance 
for his employees is paid through payroll deductions from wages 
of the employees. The remainder of the cost is borne by the em- 
ployer. The policy year begins on November 1 and ends on 
October 82. The net premium for the policy year ended October 
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31, 1954, is not known on January 1, 1955, because certain retro- 
active premium adjustments, such as dividends and credits, are 
not determinable until after January 1. Therefore, for purposes 
of this computation the last three policy years are the policy years 
ended October 31, 1951, 19M, and 1953. The net premium for the 
policy year ended October 31, 1953, was $8, 000, of which the em- 

ployer contributed $3)000; the net premium for the policy year 
ended October 31, 1952, was $9, 000, of which the employer con- 
tributed $3, 500; and the net premium for the policy year ended 
October 31, 1951, was $7, 000, of which the employer contributed 
$1, 500. The portion of any amount received under the policy by 
an employee at any time during 1955 which is attributable to the 
contributions of the employer is to be determined by using the 
ratio of $8, 000 ($3, 000 plus $3, 500 plus $1, 500) to $24, 000 ($8, 000 

plus $9, 000 plus $7, 000). Thus, , 
' or one third, of the $8, 000 

' $24)000 
amounts received by an employee at any time during 1955 is 
attributable to contributions of the employer. 

(e) Nonimured plans. — If the accident or health benefits are a 
part of a noninsured plan to which the employer and the employees 
contribute, and such plan has been in eRect for at least three years 
before the beginning of the calendar year, the portion of the amount 
received which is attributable to the employer's contributions shall 
be an amount which bears the same ratio to the amount received as 
the contributions of the employer for the period of three calendar 
years next preceding the year of receipt bear to the total contributions 
of the employer and all the employees for such period. If, at the 
beginning of the calendar year of receipt, such plan has not been 
in eRect for three years but has been in eRect for at least one year, 
such determination shall be based upon the contributions made during 
the 1-year or 2-year period during which the plan has been in eRect, 
lf such plan has not been in eRect for one full year at the beginning 
of the calendar year of receipt, such determination may be based upon 
the portion of the year of receipt preceding the time when the deter- 
mination is made, or such determination may be made periodically 
(such as monthly or quarterly) and used tliroughout the succeeding 
period. For example, if an employee terminates his services on April 
15, 1955, and 1955 is the first year the plan has been in eRect, such 
determination may be based upon the contributions of the employer 
and the employees during the period beginning with January 1 and 
ending with April 15, or during the month of March, or during the 
quarter consisting of January, February, and March. 

$ 1. 105 — 2 AMOUNTS EXPENDED FOR MEDICAL CARE. — Section 105 (b) 
provides an exclusion from gross income with respect to the amounts 
ref& i red to in section 105(a) (see ( 1. 105 — 1) which are paid, directly 
or indirectly, to the taxpayer to reimburse him for expenses incurred 
for the medical care (as defined in section 213(e) ) of the taxpayer, 
his spouse, and his dependents (as defined in section 152. However, 
the exclusion does not apply to amounts which are ittributable to 
(and not in excess of) deductions allowed under section 213 (relating 
to medical, etc. , expenses) for any prior taxable year. See section 213 
and the regulations thereunder. Section. 105(b) applies only to 
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amounts which are paid specifically to reimburse the taxpayer for 
expenses incurred by him for the prescribed medical care. Thus, 
sectIon 105 (b) does not apply to amounts which the taxpayer would 
be entitled to receive irrespective of whether or not he incurs expenses 
for medical care. For example, if under a wage continuation plan 
the taxpayer is entitled to regul~ar wages during a period of absence 
from work due to sickness or injury, amounts received under such 
plan are not excludable from his gross income under section 105(b) 
even though the taxpayer nray have incurred medical expenses during 
the period of illness. Such amounts may, however, be excludable 
from his gross income under section 105(d). See $ 1. 105 — 4. If the 
amounts are paid to the taxpayer solely to reimburse him for expenses 
which he incurred for the prescribed medical care, section 105(b) 
is applicable even though such amounts are paid without proof of the 
amount of the actual expenses incurred by the taxpayer, but section 
105(b) is not applicable to the extent that such amounts exceed the 
amount of the actual expenses for such medical care. If the taxpayer 
incurs an obligation for medical care, payment to the obligee in dis- 
charge of such obligation shall constitute indirect payment to the 
taxpayer as reimbursement for medical care. Similarly, payment 
to or on behalf of the taxpayer's spouse or dependents shall constitute 
indirect payment to the taxpayer& 

$ 1. 105 — 3 PAY'MENTs UNRELATED To ABsENcE FRoM )VGRK. — Sec- 
tion 105(c) provides an exclusion from gross income with respect to 
the amounts referred to in section 105(a) to the extent that such 
amounts (a) constitute payments for the permanent loss or perma- 
nent loss of use of a member or function of the body, or the peimaneut 
disfigurement, of the taxpayer, his spouse, or a dependent (as defined 
in section 1M), and (b) are computed with reference to the nature 
of the injury ~vithout regard to the period the employee is absent 
from work. Loss of use or disfigurement shall be considered per- 
manent when it may reasonably be expected to continue for the life 
of the individual. For purposes of section 105(c), loss or loss of. 
use of a member or function of the body includes the loss or loss of 
use of an appendage of the body, the loss of an eye, the loss of sub- 
stantially all of the vision of an eye, and the loss of substantially all 
of the hearing in one or both ears. The term "disfigurement" shall 
be given a reasonable interpretation in the light of all the particular 
facts and circumstances. Section 105 (c) does not apply if the amount 
of the benefits is determined by reference to the perIod the employee 
is absent from work. For example, if an employee is absent from 
woIk as a result of the loss of an arm, and under the accident and 
health plan established by his employer, he is to receive $125 a week 
so long as he is absent from work for a period not in excess of M 
weeks, section 105(c) is not applicable to such payments. See, how- 
ever, section 105(d) and $ 1. 05-4. However, for purposes of section 
105(c), it is immaterial whether an amount is paid in a lump sum or 
in installments. Section 105(c) does Dot apply to amounts which are 
treated as workmen's compensation under $ 1. 104 — 1(b), or to amounts 
paid by reason of the death of the employee (see section 101). 

$ 1. 105 — 4 GAVAGE CQNTINUATIoiv PL%NB. — (a) En generaL — (1) Sub- 
ject, to the limitations provided in this section, section 105(d) pro- 

696474' — 66 — 6 
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vides an exclusion from gross income with respect to amounts referred 
to in section 105(a) which are paid to an employee through a wage 
continuation plan and which constitute wages or payments in lieu of 
wages for a period during which the employee is absent from work 
on ~account of personal injuries or sickness. 

(2) (i) Section 105 (d) is applicable only if the wages or payments 
in lieu of wages are paid pursuant to a wage continuation plan. The 
term "wage continuation plan" means an accident or health plan, as 
defined in $ 1. 105 — 5, under which wages, or payments in lieu of wages, 
are paid to an employee for a period during which he is absent from 
work on account of a personal injury or sickness, Such term includes 
plans under which payments are continued as long as the employee is 
absent from work on account of personal injury or sickness. It in- 
cludes plans under which there is a limitation on the period for 
which benefits will be paid, such as 18 or 96 weeks, and also plans 
under which benefits are continued until the employee either is able 
to return to work or reaches retirement age. Such term also includes 
a plan under which wages or payments in lieu of wages are paid to an 
employee who is absent from work on account of personal injury 
or sickness, even though the plan also provides that wages or pay- 
ments in lieu of wages may be paid to an employee who is absent from 
work for reasons other than a personal injury or sickness. 

(ii) Section 105(d) is applicable if, and only if, the employee is 
absent from work and such absence is due to a personal injury or 
sickness. Thus, if an employer has a plan for continuing the wages 
of employees when they are absent from work regardless of the cause 
of the absence from work, section 105(d) is applicable to any pay- 
ments made under this plan to an employee whose absence from work 
is in fact due to a personal injury or sickness. On the other hand, 
although the terms of a plan provide that benefits are to be continued 
only as long as the employee is absent from work on account of a 
personal injury or sickness, section 105 (d) does not apply to payments 
made to an employee for a period of absence from work where such 
absence is not in fact due to a personal injury or sickness. 

(8) (i) Section 105(d) applies only to amounts attributable to pe- 
riods during which the employee would be at work were it not for 
a personal injury or sickness. Thus, an employee is not absent from 
work if he is not expected to work because, for example, he has reached 
retirement age. If a plan provides that an employee, who is absent 
from work on account of a personal injury or sickness, will receive a 
disability pension as long as he is disabled, section 105 (d) is applicable 
to any payments which such an employee receives under this plan 
before he reaches retirement age, but section 105(d) does. not apply 
to the payments which such an employee receives after he reaches 
retirement age. 

(ii) Similarly, an employee who incurs a personal injury or sickness 
during his paid vacation is not allowed to exclude under section 105 (d) 
any of the vacation pay which he receives, since he is not absent from 
work on account of the personal injury or sickness. Likewise, a 
teacher who becomes sick during the summer or other vacation period 
when he is not expected to teach, is not entitled to any exclusion under 
section 105(d) for the summer or vacation period. However, if an 
employee who would otherwise be at work during a particular period is 
absent from work and his absence is in fact due to a personal injury 



or»ckness, a payment which he receives for such period under a wage 
continuation plall is subject to section 105 (d) . 

(4) A period of absence from work shall commence the moment the 
employee first becomes absent from work:ind shall end the moment 
the employee first returns to work. However, the exclusion providerl 
under section 105(d) is applic;ible only to payments at(iibutable to a 
period of absence from work which is due to a personal injury or 
sickness, and to pavments attributable to a periocl when the employee 
would h~ave been at work but for such personal injury oi sickness. 

(5) For the purpose of section 105(d), whether an employee is 
absent from work depends upon all the circumstances. For example, 
an employee, who is a farm hand and who lives upon the premises of' 
his employei. is absent from work wheii he is unable to work even 
though he remains on the premises of his employer. A member of 
the Armed Forces~who on a particular day has no assigned duties 
but to stand ready for duty, is absent from work if he is unable to 
answer any duty call that may be made upon him. An employee is 
not absent from work when he performs any services for his employer 
at his usual place or places of employment, whether or not the services 
are the usual services performed by the eniployee, Furthermore, the 
employee is not absent from work when he performs substantial serv- 
ices for his employer, even though they are performed at a place other 
than his usual place of employment. Thus, if an employee returns to 
his usual place or places of employment and performs any services 
for his employer. he has returned to work, but if he merely holds 
occasional short conferences concerning his work with other employees 
or clients while hospitalized or at home recuperating, such conferences 
do not constitute a return to work. 

(b) Determination of amount attributable to period of absence. — 
The amount which is paid to an employee as wages or payinents in 
lieu of wages for a period of absence from work due to a personal 
injury or sickness shall be determined by reference to the plan under 
which the amount is paid, and to the contract, statute, or regulation 
which provides the terms of the employment. However, unless the 
plan, contract, statute, or regulation provides otherwise, it will be 
presumed that no wages or plan benefits are attributable to days (or 
portions of days) which are not normal working days for the par- 
ticular employee. Also, section 105(d) does not apply to amounts 
earned prior to or subsequent to the period of absence from work, even 
though received during such period. These rules may be illustrated 
by the following examples: 

Example (1). Employee A, who receives regular wages of $70 
per week, normally works five days (Monday through Friday) 
during each week. A is absent from work on a Friday and the 
succeeding Monday (two working days) on account of a personal 
injury, but receives his regular w~ages with respect to such period 
of absence under his employer's accident and health plan. U'nless 
the plan of A's employer, or the contract, statute, or regulation 
under which A is employed, provides otherwise, it will be pre- 
sumed that A is not paid with respect, to nonworking days (Sat- 
urday and Sunday). Therefore, the amount received by A with 
respect to his period of absence from work due to injury is @8, 
which is two days regular wages. H the plan, or the employnient 
contract, statute, or regulation had provided that wages were 
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paid on a 7-day per week basis and that A must be available for 
call to work on Saturday and Sunday, A's daily wage would have 
been $10, and the amount attributable to the period of absence 
would have been $40 ($10 per day for four days). 

Encamp/e (8). Employee B is a salesman who is paid on a 
commission basis. The employer purchases for B an accident 
and health insurance policy which provides that B shall receive 
$50 per week during any period (after a 7-day waiting period) 
that he is unable to work due to personal injuries or sickness. B 
incurs a personal injury and is incapacitated for two weeks. He 
receives $50 under the insurance policy with respect to the second 
week of absence. In addition, during the 9-week period of ab- 

sence he receives a check for $40 from his employer as his com- 

mission on a sale which he made before becoming incapacitated. 
Section 105(d) applies to the $50 received though the insurance 
policy, but does not apply to the $40 commission which B earned 
prior to the period of absence from work. 

(c) Limitation in the case of absence from work due to sickness. — 
(1) In the case of a period of absence from work on account of sick- 
ness, the exclusion provided by section 105(d) does not apply to 
amounts attributable to the first seven calendar days of each such' 
period, unless the employee is hospitalized on account of sickness for 
at least one day during the period of absence from work. This 7-day 
rule applies to each period of absence from work because of sickness, 
regardless of the frequency of such absences or the closeness in time 
to any prior period of. absence from work because of sickness. For 
example, employee A becomes absent from work because of sickness 
on Tuesday, October 4, and returns to work on the morning of Thurs- 
day, October 13. He suRers a relapse and again becomes absent from 
work on the afternoon of Thursday, October 13. A's return to work 
on the morning of Thursday, October 13, terminates the first period 
of absence from work because of sickness, and a new period of absence 
from work because of sickness begins on the afternoon of Thursday, 
October 13. The 7-day limitation does not apply if the absence from 
work is due to personal injuries. These rules may be illustrated by 
the following examples: 

L& +ample (1) . Employee C normally works 6ve days (Monday 
through Friday) during each week. On Saturday, October 1 
(a nonworking day), C becomes sick and as a result, he does not 
return to work until Thursday, October 13. The period of ab- 
sence from work due to sickness commences on Monday, October 3, 
and terminates when C returns to work on Thursday, October 13. 
If C is not hospitalized during such period of absence from work, 
section 105 (d) does not apply to amounts which C receives under 
his employer's wage continuation plan attributable to the 7-day 
period commencing Monday, October 3, and. ending Sunday, 
October 9, inclusive. 

Encamp/e (8). Fmployee D incurs a personal injury which 
causes him to be absent from work two days. EIis regular wages 
are continued during this period in accordance v-ith the wage 
continuation plan of his employer. Since D's absence from work 
was due to a personal injury, rather than sickness, the 7-day 
waiting period does not apply, and, subject to tlie other require- 



meiits of section 105(d), D is entitled to an exclusion ~s ith respect 
"o the ainounts received under the employei's plan attributable to 
the 9-day period of absence. 

(2) The term "personal injury, " as used in this section, means an 
externally caused sudden hurt or damage to the body brought about 
by an identifiable event. The term "sickness, " as used in this section, 
means mental illnesses and all bodily infirmities and disorders other 
than "personal injuries. " Diseases, ivhether resulting from the occu- 
pation or othei wise, are not considered personal injuries, but they are 
treated as a sickness. 

(8) For the purpose of starting the 7-day waiting period, if the 
period of absence due to sickness commences after the start of a 
working day, the amount received with respect to the portion of such 
day that the employee is absent from work shall be considered the 
amount attributable to the first calendar day of the period of absence 
from work due to sickness. This rule may be illustrated by the 
following example: 

Example. Einployee E normally works froin 9 a. m. until 
5: 80 p. rn. on five days (Monday through Friday) during each 
week. From noon on Friday, September 8, until noon on Monday, 
September 18, E is absent from work on account of sickness but is 
not hospitalized at any time during this period. Section 105(d) 
does not apply to amount received by E under his employer's 
wa~~e continuation plan which are attributable to the calendar 
period beginning September 8 and encling September 9, inclusive. 
Ho~ever, if the other requirements of section 105(d) are met, 
E may exclude from gross income amounts attributable to the 
period beginning September 10 and ending at noon on September 
18, inclusive. 

(4) If the absence from work is due to sickness, the amount attribut- 
able to the first seven calenclar days of such absence includes all 
amounts paid for such seven calendar days, regardless of the number 
of work days included in such seven calendar clays, For example, if 
on one of such seven calendar days an employee would have worked 
two 8-hour shifts, the amount he is paid for the two shifts is considered 
to be an amount attributable to only one calendar day. 

(5) An employee is considered to be hospitalized for one day only 
if he is admitted to and confined in a hospital as a bed patient for at 
least one hospital day. Entry into a hospital as an in-and-out patient 
does not constitute hospitalization for purposes of section 105(d). 
The same applies to mere entry into the out-patient ward or the 
emergency ward of a hospital. 

(d) Exclusion not applicable to the extent that amount8 exeeea', a 
uieeHy rate of 8100. — (1) In peneraL — Amounts received under a 
wage continuation plan which are not excludable from gross incoine 
as being attributable to contributions of the employee (see $ 1. 105 — 1) 
must be included in gross income under section 105(d) to the extent 
that the weekly rate of such amounts exceeds $100. Thus, an em- 
ployee, who receives $50 under his employer's wage continuation plan 
on account of his being absent from work for two days due to a per- 
sonal injury, cannot exclude the entire $50 under section 105(d) if 
the weekly rate of such benefits exceeds $100. If an employee re- 
ceives payments under a wage continuation plan for less than a full 



pay period, the excludability of such payments shall be determined 
under subparagraph (2) of this paragraph. In all other cases, the 

weekly rate and excludability of such payments under a wage con- 

tinuation plan shall be determined under subparagraph (8) of this 

paragraph. If, with respect to any pay period or portion thereof, 
the employee receives amounts under two or more wage continuation 
plans (whether such plans are maintained by or for the same em- 

ployer or by difFerent employers), the weekly rate and excludability 
of amounts received under each plan shall be determined under sub- 

paragraph (8) of this paragraph and the weekly rate for purposes of 
section 105(d) shall be the sum of all such weekly rates. This rule 

may be illustrated by the following example: 
Example (1). An employee whose weekly salary is $120 is 

covered by two wage continuation plans maintained by his em- 

ployer. Plan A is a contributory insured plan to which the em- 

ployee contributes 60 percent of the premiums and which provides 
a weekly payment of $80. Plan B is a salary continuation plan 
completely financed by the employer. Since 60 percent of the 
cost of plan A is contributed by the employee, 60 percent of the 
weekly payment of $80 ($18) is excluded from gross income under 
section 104(a) (8). The remainder of each weekly payment 
($12) is the weekly rate of plan A. Since the employer pays the 
entire cost of. plan B, the weekly rate of this plan is the total 
amount paid per week, In the case of an employee whose weekly 
wages of $120 are continued under plan B, the weekly rate for 
the employee for purposes of section 105(d) is $132 ($120 from 
plan B, plus $12 from plan A) . 

Eaump/e (8). Assume, in example (1), that plan A provides 
a waiting period of four calendar days while plan B is efFective 
immediately. For the flrst four days of absence the weekly rate 
for purposes of section 105(d) is $120, and for periods after the 
first four days the weekly rate for purposes of section 105(d) is 

$132. 

(2) DaiVy ezctueion. — If an employee receives payments under a 

wage continuation plan for less than a full pay period, the extent to 
which such benefits are excludable under section 105 (d) shall be de- 

termined by computing the daily rate of the benefits which can be 
excluded under section 105(d). Such daily rate is determined by 
dividing the weekly rate at which wage continuation payments are 
excludable ($100) by the number of work days in a normal work 
week. This rule may be illustrated by the following example: 

Example. — Employee E is covered by a wage continuation plan 
maintained by his employer providing that K's regular salary of 
$220 semimonthly will be continued in case he is absent from work 
on account of a personal injury or sickness. K is absent from 
work on account of a personal injury for thre days and under the 
plan he received $66 as wage continuation payments. The extent 
to which the $66 is excludable under section 105(d) shall be de- 
termined by dividing $100 by 5, the number of work days in a 
normal work week for E, resulting in a daily exclusion of $9P 
and a total exclusion of $60. 

(8) Detervnimation of ereekLy rute at which amount8 are paid en. 
der a wage continMution p/un. — (i) For purposes of this subpara. 
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$140. 04 (weekly rate) 

graph the pay period of a particular wage continuation plan shall 
be determined by reference to such plan. If, in the usual operation of 
the p an, benefits ar paid for the same periods as regular wages, then. 1 

the pay peiiod of such benefits shall be the period for which a~ pay- 
ment of wages is ordinarily made to the employee by the employer. 
If plan benefits are ordinarily paid for diferent periods than regular 
wages then the pay period of such benefits shall be the period for 
which payment of such benefits is ordinarily made. 

(ii) The iveekly rate shall be determined in accordance with the 
following rules: 

(a) lVeeli ly pay period. — If benefits are paid on the basis of a 
weekly pay period, the weekly rate at which such benefits are 
paid shall be the weekly amount of such benefits. 

(6) BivoeeIel~ pay period. — If benefits are paid on the basis of 
a biweekly pay period, the ~eekly rate at which such benefits are 
paid shall be one-half of the biweekly rate. 

(c) ~~'e~»t)»onthly pay period. — If benefits are paid on the basis 
of a semimonthly pay period, the weekly rate at ivhich such bene- 
fits are paid shall be the semimonthly rate multiplied by 24 and 
divided by 52. 

(d) illonth iy pay period. — If benefits are p;lid on the basis of 
a monthly pay period, the iveekly rate at which such benefits are 
paid shall be the monthly rate multiplied by 12 and divided by 52. 

(e) Other pay period8. — If benefits are paid on the basis of a 
period other than a period described in (a) through (a), the 
weekly rate at which such benefits are paid shall be determined by 
ascertaining the annual rate at which such benefits are paid and 
dividing such annual rate by 52. 

(f) Eral/ee. — The operation of these rules may be illustrated 
by the following examples: 

Encamp/e (1). A's employer maintains a, noncontributory 
plan v hich provides for the continuation of regular salary 
during periods of absence from work due to personal injury 
or sicl-ness. A, an once eniployee, receives regular salary of 
$520 per month, and he is paid on the basis of~a monthly pay 
period. Since benefits under the salary continuation plan 
are paid for the same periods as regular salary, the pay period 
of the plan is monthly. For purposes of section 105(d), the 
weekly rate at which benefits are paid to A under the plan is 
$120, determined as follows: 

$520 (monthly rate) X12', j6240 (annual rate) 
$6240 $120 (weekly rate) 

52 

Encamp/e (8). B, a factory employee of the saine em- 
ployer, is paid regular wages on the basis of. a 10-day pay 
period. B's regul~ar wages are $200 per pay period. If B is 
absent from work for 15 days, the weekly rate of the amount 
he receives under his employer's plan will be determined as 
follows: 

365 X $200 $7800 (annual rate) 
10 

$7800 
52 



(iii) If the weekly rate for purposes of section 105(d) (as deter- 
mined in subdivision (ii) ) does not exceed $100, the amount receivel] 
which is not attributable to the 7-day waiting period described in 

$ 1. 105 — 4(c) is fully excludable from gross income. If the weekly rate 
for purposes of section 105(d) (as determined in subdivision (ii)) 
exceeds $100, the amount received which is not attributable to the 
7-day waiting period provided in $ 1. 105 — 4(c) is only partially ex- 
cludable. The excludable portion of such amount shall bear the same 
ratio to such amount as $100 bears to the weekly rate for purposes of 
section 105(d). This rule may be illustrated by the following 
example: 

Encamp/e. The weekly rate of benefits in the case of employee 
A in example (1) of subdivision (ii) was $1~20. If A does not 
receive amounts under any other plan, this is the weekly rate for 
purposes of section 105(d). Assume that A is absent from work 
on account of a personal injury for one full month and receives 
full pay c4 $590 for such period of absence. Since there is no 
waiting period requirement, the exclusion is $433. 33, computed 
as follows: 

$100 X)520 or $488. 88. 

$ 1. 105 — 5 AccIDENT AND HEALTH PLANs. — Sections 104(a) (3) and 
and 105(b), (c), and (d) exclude from gross income certain amounts 
received througlI accident or health insurance. Section 105(e) pro- 
vides that for the purposes of sections 104 and 105 amounts received 
through an accident or health plan for employees, and amounts re- 
ceived from a sickness and disability fund for employees maintained 
under the law of a State, a Territory, or the District of Columbia, shall 
be treated as amounts received through accident or health insurance. 
In general, an accident or health plan is an arrangement for the pay- 
ment of amounts to employees in the event of personal injuries or 
sickness. A plan may cover one or more employees, and there may be 
different plans for different employees or classes of employees. An 
accident or health plan may be either insured or noninsured, and it is 
not necessary that the plan be in writing or that the employee's rights 
to benefits under the plan be enforceable. However, if the employee' & 

rights are not enforceable, an amount will be deemed to be received 
under a plan only if, on the date the employee became sick or injured, 
the employee was co~vered by a plan (or a program, policy, or custom 
having the effect of a plan) providino for the payment of amounts 
to the employee in the event of personaFinjuries or sickness, and notice 
or knowledge of such plan was reasonably available to the employee, It is immaterial who makes payment of the benefits provided by the 
p]an. For example, payment may be made by the employer, a welfare 
fund, a State sickness or disability benefits fund, an association of 
employers or employees, or by an insurance company. 

$ 1. 106 STATUTORY PROVISIONS j CONTRIBUTIONS BY EMPLOYER TO 
ACCIDENT AND HEALTH PLANS. 

SEC, 108. CONTRIBUTIONS BY I"MPLOYER TO ACCIDENT AND 
HEALTH PLANS. 

Gross income does not include contributions by the employer to acci- 
dent or health plans for compensation (through insurance or otherwise) 
to his employees for personal injuries or sickness. 



k 1106 — 1 CONTRIBUTIONS BY EMPLOYER T«ACCIDENT AND IIEALTH 
PDA» — The gross income of an employee does not iiiclude contribu- 
tions which his employer makes to an accident or health plan for 
compensation (through insurance or otherivise) to the employee for 
personal injuries or sickness incui red by him, his spouse. , or his depend- 
ents, as dehned in section 152. The employ~er niay &. »&itribute to an 
accident or health plan eiiher by paying the premium (or a portion of 
the premium) on a, policy of accideiit or health insurance covering 
one or more of his employees, or by contributiiig to;i sepai iite trust or 
fund (including a fund referred to in section 105(e) ) which provides 
accident or health benefits directly or through insur, ince to one oi 
more of his employees. IIoivever, if such insurance policy, trust, or 
fund provides other bene(its in add~ition to accident. or health benefits, 
section 106;ipplies only to the portion of the emliloyci's contribution 
which is allocable to accident or health benefits. See $ 1, 104 — 1(d) 
and $$ 1. 105 — 1 through 1. 105 — 5, inclusive, for rules relating to exclu- 
sion from an eniployee's gross income of amounts received through 
accident or health insuraii~ce and through acciclent or health plans. 

0. GoRDON Dzi, K, 
A& ting Conzmi8eioner of Int& ma/ P«. venue. 

A. pproved April 1'&, 1056. 
I)AN TIIROOP ~+xfITIZ, 

&i'peciol;l;:. ista»t to the. 4ecretaryin Charge of Tax Policy. 
(Filed by the Division uf t!&e Federal Register April IH, 1!). &0, g: 48 a. m. ) 

26 CFR 1. 104 — 1: Compensation for injuries or 
sick!less. 

(Also Section 105. ) 

Rev. Rul. 56 — 8?& 

Amounts received by an employee under a &vorlnuen's compensa- 
tion act are excludable from the euiployee's gross incon&e under 
section 104(a) (1). If the euiployee assig&is or other&vise turns 
over such amounts to his eiuployer and the eiuployer continues reg- 
ular salary payments to the absent eniployee, then the excess of the 
salary payments over the &vorku&eu's couipensation payments repre- 
sents i, he net expense to the employer, and must be inchid. ed in the 
employee's gross incou&e unless excluded therefrom as a wage con- 
tinuation plan payment uuder section 100 (d) . 

Advice has been requested vvith respect to the treatment of payments 
made to an employee for a period during which he was absent from 
ivork recovering from an injury received on the job. The employee 
received workmen's compensation each week, but turned the amount 
received over to the company by which he was employed inasmuch as 
he received his full wages from his employer. 

Section 104 of the Internal Revenue Code of 1Ã&4 provicles, in part, 
that amounts received under workmen's compensation acts, as com- 
pensation for personal injuries or sickness, shall be exempt from 
taxation. 

Amounts paid to an employee, pursuant to the provisions of i wage 
continuation plan, for a period during which the employee is iibsent 
from work on account of personal injuries or sickness are (with certain 
limitations) excludable from the eniployee's gross income under sec- 
tion 105(d) of the Code. 
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Accordingly, it is held that workmen's compensation payments re- 

ceived by an employee are excludable from the employee's gross in- 

come under section 104(a) (1) of the Code, even though the employee 
assigns or otherwise turns over such payments to his employer. If the 
employer in turn makes payments as salary in excess of the workmen' s 

compensation, the employee is required to report for Federal income 
tax purposes the excess amounts unless they are excludable as pay- 
ments received under a wage continuation plan. The amount of the 
workmen's compensation payments turned over to the employer must 
be included in the employer's income and the salary payments made 
to the employee are deductible by the employer for tax purposes. 

Payments to widow of a veteran who died from service-connected 
disabilities come within the scope of section 104. See Rev. Rul. 56- 
49, page 54. 

SECTION 105. — AMOUNTS RECEIVED UNDER 
ACCIDENT AND HEALTH PLANS 

Amounts paid to an employee pursuant to a wage continuation plan. 
See Rev. Rul. 56 — 88, page 79. 

96 CFR 1. 105 — 1: Amounts attributable to 
employer contributions. 

Regulations under the Internal Revenue Code of 1954. See T. D. 
6169, page 63. 

96 CFR 1. 105 — 4: Wage continuation plans. T. D. 6177' 
TITLE 2G — INTERNAL REVENUE, 1954. — CHAPTER I, SUBCHAPTER A. , PART 1. — 

INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 81, 1958 

Section 1. 10o — 4(d) (8) (ii) (f) of the Income Tax Regulations 
amended to correct a clerical error. 

DEPARTMENT OF THE TREASURY'& 

OrrICE or COMMISSIONER OF INTERNAL REVENUE) 
W'aehington 86, D. C. 

To Of%cere and Em ployeee o f the Internal Serenade 8er~ice and Others 
Concerned: 

In order to correct a clerical error in the regulations issued under 
section 105 of the Internal Revenue Code of 1954, section 1. 105-4 
(d) (8) (ii) (f) of the Income Tax Regulations [T. D. 6169, page 63, 
this Bulletin] is amended by striking the amount of "$140. 04" shown 
as the weekly rate in example (9), and inserting in lieu thereof the 
amount of "$140. 38". 

Because this Treasury Decision merely corrects a clerical error 
made in the regulations issued under section 105 of the Internal Rev- 
enue Code of 1954, it is found unnecessary to issue this Treasury 
Decision with notice and public procedure thereon under section 4(a) 
of the Administrative Procedure Act, approved tune ll, 1946, or 
subject to the effective date limitation of section 4(c) of that Act. 

~ 21 F. R. 8878. 
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(This Tleasury Decisio» is issued uncler the authority contained in 
section (805 of the Internal Revenue Code of 1054 (68A Stat. 017; 
26 U. S. C. 78(b&). ) 

Rl SSELL C. HARRINGTON) 
Conzmissioner of antenna/ P&, evenue. 

Approved: (lay 24, 1056. 
DAN TIIROOP S&IITH) 

")1&curial =l ssistant to the bcczctaryz iz( Change of Tam Policy. 
(Filed by the Divisiou of the Federal Register %lay 20, 10, &0, 8: ij a. m. ) 

SF('TION 106. — CONTRIBUTIONS BY I". AIPI. OYER TO 
AC( IDENT AND IIEAI, TI-I PI. ANS 

26 CFR 1. 106 — 1: Contributions by employer 
to accident and health plans. 

Regulations under the Internal Revenue Code of 1054, See T. D. 
6160) page 68. 

SECTION 10-, . — RFN r &I. VAI. UF, OF PARSONAGES 

Exclusion from gross ilicome of re(ital value of parsonages in the 
c(lse of a, minister of the gospel lvho reports base eilrnings for Old-age 
and Survivors Insurance. See Rev. Rul. 56 — 85, page 486. 

SECTION 108. — INC()(IE FROil DISCHARGE OF 
I (DEBTEDi I'. SS 

26 CI&'R 1. 108{a) — 1: Statutory provisions: In- 
come from discharge of ilidebted»ess. 

(Also Section 1017; 1. 1017 — 1. ) 

'I'. D. 6158 ' 

TITLE 29 — INTERNAL REVENI E, 1954. — ("HAPTEK I. SI BCHAPTER A, PART 1. — 
INCOZ&IH TAX; TAXABLE YEARS BEG('. Zi& IX&, AFTER Dl, ('E&MBER 91, 1958 

Regulatious pi'esciibe&1 u»de&' e& (io». . 1(&s ind 1011 nf the Intern:i] 
Reveuue Code of 10jd. 

Drl'ARTMENT OF THE TREAsl:RY. 
OI'FICE OF ( OAIDIISSIONFR OF INTERNAL REVENUE, 

II ashington:~o, D. C. 

To Of&&cezs «»d F»zplo&1ees of the Interzzal P&evenzze . &vs&ice and 
Others Concerzzcd: 

see. 
1. 108 ( a) 

1. 108(a) — 1 
1. 108(a) — 2 
1. 108(b) 

TABLE OF CONTENTS 

S(;it»tory provisions; income froin die&barge of indebtedness; spe- 
cial rule of exclusion. 

Income from discharge of indebtedness. 
AIaking and filing of consent. 
Statutory provisions; income froui discharge of iudebtedness; rail- 

road corporal. ions. 

' 21 F. R. 191. 
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See. 
1. 108(b) — 1 Income from discharge of indebtedness of railroad corporations. 
1. 1017 Statutory provisions; basic rules of general application; discharge 

of indebtedness. 
1. 1017 — 1 Adjusted basis; discharge of indebtedness; general rule. 
1. 1017 — 2 Adjusted basis; discharge of indebtedness; special cases. 

AUTIIORITX: $$ 1. 108 to 1. 108(b) — 1, incl. , 1. 1017, 1. 1017 — 1, 1 — 1017 — 2 issued un- 

der secs. 108, 1017, 7805, I. R. C. 1964; 68A Stat. 32, 301, 917; 26 U. S. C. 108, 1017, 
7803. 

On May 10, 1955, notice of proposed rulemaking regarding the 
regulations under sections 108 and 1017 of the Internal Revenue Code 
of 1954 (Public Law 591, 83d Cong. ), approved August 16, 195, was 

published in the Federal Register (90 F. R. 8159). After considera- 
tion of such relevant suggestions as were presented by interested per- 
sons regarding the proposals, the following regulations are hereby 
adopted: 

II 1. 108(a, ) STATUTQRT PRovIsIQNs; INcoME FRGM DlscIIARGE OP 

INDEBTEDNESS ) SPECIAL RULE OF ExCLUSION. 

SEC. 108. INCOME FROM DISCHARGE OF INDEBTEDNESS 
(a) SPEGIAL RULE oF ExcLUSICN. — No amount shall be included in 

gross income by reason of the discharge, in whole or in part, within the 
taxable year, of any indebtedness for which the taxpayer is liable, or 
subject to which the taxpayer holds property, if— 

(1) The indebtedness was incurred or assumed— 
(A) By a corporation, or 
(B) By an individual in connection with property used in 

his trade or business, and 
(2) Such taxpayer makes and fi!es a consent to the regulations 

prescribed under section 1017 (relating to adjustment of basis) 
then in efiect at such time and in such manner as the Secretary or 
his delegate by regulations prescribes. 

In such case, the amount of any income of such taxpaver attributable 
to any unamortized premium (computed as of the first day of the 
taxable year in ivhich such discharge occurred) with respect to such 
indebtedness shall not be included in gross income, and the amount 
of the deduction attributable to any unamortized discount (computed 
as of the first day of the taxable year in which such discharge occurred) 
with respect to such indebtedness shall not be allowed as a deduction. 

$ 1. 108(a) — 1 INOCME FRCM DIscHARGE oF INDEBTEDNEss. — (a) (1) 
Section 108(a) provides a specific exclusion from gross income, at 
the taxpayer's election, of the amount of income attributable to the 
discharge of indebtedness, in whole or in part, within the taxable 
year. In order to take advantage of the exclusion, the taxpayer must 
file a consent to applicable regulations relating to the adjustment of 
basis, in accordance with $ 1. 108(a) — Q. This section applies to indebt- 
ness incurred or assumed either (i) by a corporation, or (ii) by aR 

individual in connection with property used in his trade or business; 
and it covers any such indebtedness for which the corporate or 
individual taxpayer is liable or subject to which the taxpayer holds 
property. 

(2) For purposes of section 108 (a) and this section, the determina- 
tion as to whether an indebtedness is incurred or assumed by an indi- 
vidual in connection with property used in his trade or business 
depends upon the f'acts of each particular case. Where an indebted- 
ness (whether secured or unsecured) is incurred or assumed by an 
individual and ~here the proceeds of such indebtedness are used to 
purchase, improve, or repair property used in the trade or business, 
section 108(a) sha~ll apply to the discharge of such indebtedness. 



Howevei', an indebtedness of an individual will not be considered as 
incurred in connection with property used in his trade or business 
merely because it can be shown that the indebtedness was secured by 
property used in the trade or business. 

(b) (1) If, as ot the first day of. the taxable year in which a dis- 
charge of indebtedness occurs, there is unamortized premium, the 
amount of the income attributable to such premium shall be excluded 
from gross income. I&'or example: On January 1, 1955, the M Corpo- 
ration (which files its return on a c;ilendar year basis) had outstand- 
ing an issue of A bonds of the face value of $10, 000, and as ot that 
day there was $100 unamortized pre»fium on this bond issue. On 
September 1, 1955, the ill Corporation purchased these bonds for 
89, 000. The total amount to be excluded from gross income under 
this section is $1, 100. 

(2) If, as of the first day of the taxable year in which a discharge 
of indebtediiess occurs, there is unamortized discount, the amount of 
the deduction attribut~able to such discount shall be disalloived as a 
deduction. For example: On January 1, 1955, the iX Corporation 
(which files its return on a, calendar year basis) had outstanding an 
issue of B bonds of the face value of $10, 000, and as of that day 
there was $50 unaniortized discount on this bond issue. On Septem- 
ber 1, 1955, the X Corporation purcliased these bonds for $9, 000. 
The total aniount to be excluded from gross income under this sectio» 
is $950. 

(c) Section 108(a) and this section are inapplicable in the case of 
any discharge occurring in any proceeding under section 77B of 
the Bankruptcy Act (48 Stat. 912, repealed June 22, 1988), under 
Chapter X or XI of such Act (11 U. S. C. , c. 10, 11), or under 
Chapter XV of such Act (53 Stat. 1184, expired July 31, 1940) if 
the proceeding under such Cliapter XV was initiated by a petition 
filed on or before July 81, 1940, and with respect to any discharge 
of indebtedness to which section 108(b) applies. 

$ 1. 108(a) — 2 MAKINc, AND FII, INc, or CGNsENT. — In order to take 
advantage of the exclusion from gross income provided by section 
108(a), a taxpayer must file with his return for the taxable year a 
consent to have the basis of his property adjusted in accordance with 
the regulations prescribed under section 1017 which are in eQ'ect at 
the time of filing such return. See $$ 1. 1017 — 1 and 1, 1017 — 2. In 
special cases, however, where the taxpayer establishes to the satis- 
faction of the Commissioner reasonable cause for failure to file the 
necessary consent with his original return, he may file the consent 
with an amended return or claim for credit or refund; and in such 
cases, the consent shall be to the regulations which, at the time of 
filing the consent, are applicable to the taxable year for which such 
consent is filed. In all cases the consent shall be made by or on behalf. 
of the taxpayer on Form 982, in duplicate, in accordance with these 
regulations and the instructions on the form or issued therewith. 

$1. 108(b) STATT. . TGRY PRovIsIQNs) INcoME FRGM DIscHARGE oF 
INDEBTEDNESS j RAILROAD CORPORATIONS. 

SEC. 108. INCOME FROM DISCHARGE OF INDEBTEDNESS. "" " 
(b) RAILRQAD ColIPoRATIoss. — No amount shall be included in gross 

income by reason of the discharge, cancellation, or modification, in 
whole or in part, within the taxable year, of any indebtedness of a 



railroad corporation, as defined in section 77(m) of the Bankruptcy 
Act (11 IJ. S. C. 205(m) ), if such discharge, cancellation, or modific- 
atio is eifected pursuant to an order of a court in a receivership pro- 
ceeding or in a proceeding under section 77 of the Bankruptcy Act. 
In such cases, the amount of any income of the taxpayer attributable to 
any unamortized premium (computed as of the first day of the taxable 
year in which such discharge occurred) with respect to such indebted- 
ness shall not be included in gross income, and the amount of the 
deduction attributable to any unamortized discount (computed as of 
the first day of the taxable year in which such discharge occurred) 
with respect to such indebtedness shall not be allowed as a deduction. 
Subsection (a) of this section shall not apply with respect to any dis- 
charge of indebtedness to which this subsection applies. This sub- 

section shall not apply to any discharge occurring in a taxable year 
beginning after December 81, 1055. 

$ 1. 108(b) — 1 INCOME FROM DISCIIARGE OF INDEBTEDNESS OF RAIL- 

RoAD CQRPQRATIoNs. — (a) Under section 108(b), the amount of any 

income attributable to the discharge, cancellation, or modification, in 

whole or in part, within the taxable year, of any indebtedness of a 

railroad corporation as a result of an order of a court in a receivership 
proceeding, or in a railroad reorganization proceeding under section 
77 of the Bankuptcy Act (11 U. S. C. 205) is excluded from the gros& 

income of the railroad corporation. The section is applicable only 

in a case where income accrues to a taxpayer from the discharge, 
modification, or cancellation of the corporate indebtedness (whether 
in whole or in part) pursuant to a court order. 

(b) The railroad corporations to which this section and. section 
108 (b) apply are those defined in section 77 (m) of the Bankruptcy Act 

(11 U. S. C. 205(m) ), namely, any common carrier by railroad en- 

gaged in the transportation of persons or property in interstate coln- 

merce, except a street, a suburban, or interurban electric railway which 
is not operated as a part of a general railroad system of transportation 
or which does not derive more than 50 percent of its operating revenue& 

from the transportation of freight in standard steam railroad freight 
equipment. 

(c) As used in section 108 (b) and this section, the term "indebted- 
ness" means an obligation, absolute and not contingent, to pay on 

demand or within a given time, in cash or another medium, a fixed 
amount. 

(d) If, as of the first day of the taxable year in which a discharge 
of indebtedness occurs, there is unamortized premium, the amount o& 

the income attributable to such premium shall be excluded from gross 
income. If, as of the first day of the taxable year in which a discharge 
of indebtedness occurs, there is unamortized discount, the amount o1 

the deduction attribut~able to such discount shall be disallowed as a 

deduction. See $1. 108(a) — 1(b) for examples illustrating the applica- 
tion of this principle. 

(e) The provisions of section 108 (b) and this section are applicable 
with respect to any discharge occurring in a taxable year beginning 
before January 1, 1%6. 

1. 1017 STATUToRY' PRCVIsICNs: BAsIs RULEs oF GENERAL APPLI 
CATION i DISCHARGE OF INDEBTEDNESS. 

SEC. 1017. DISCHARGE OF INDEBTEDNESS. 
Where anv amount is excluded from gross income under section 108 (a) 

(relating to income from discharge of indebtedness) on account of the 
discharge of indebtedness the whole or a part of the amount so excluded 



from g'ross income shall be applied in reduction of the basis of any 
proiterts held (whether before or after the time of the discharge) by 
the taxpayer during any portion of the taxable year in which such dis- 
charge occurred. The amount to be so applied (not in excess of the 
amount so excluded from gross income, &educed by the amount of any 
deduction &lisallowed under section 108(a) ) and the particular properties 
to which the reduction shall be allocated, shall determined under regula- 
tions (prescribed by the Secretary or his delegate) in effect at the time 
of the filing of the consent by the taxpayer referrerl to in section 108(a). 
The reduction shall be made as of the first day of the taxable year in 
which the discharge occurred, except in the case of property not held 
l&y the taxp;&yer on such first day, iu which case it shall take effect as of 
the time the holding of the taxpayer began. 

$ 1. 1017 — 1 ADJUsTED BAsIs 
& 

DiscIIARGE oF INDEBTEDNEss 
& 

GENERAL 
I'DIE. — (a) In addition to the adjustments provided in section 1016 
and the regulations thereunder which are required to be niade with 
respect to the cost or other basis of property, and except as otherwise 
provided in section 372(a), 373 (b) (2), or 1018, a further adjustment 
shall be made in any case in which there shall liave been an exclusion 
from gross income under section 108(a) on account of a discharge of 
indebtedness during the taxable year. Such further adjustment shall, 
except as otherwise provided in $ 1. 1017 — 2, be made in the following 
manner and order (but in the case of an individual, subparagraphs 
(1) to (4), inclusive, shall apply only to property used in any trade 
or business of such individual): 

(1) In the case of indebtedness incurred to purchase specific 
property (other than inventory or notes or accounts receivable), 
whether or not a lien is placed against such property securing 
the payment of. all or part of such indebtedness, which indebted- 
ness shall have been discharged, the cost or other basis of such 
property shall be decreased by an amount equal to the amount 
excluded from gross income under section 108(a, ) and attributable 
to' the discharge of the indebtedness so incurred with respect to 
such property; 

(2) In the case of specific property (other than inventory or 
notes or accounts receivable) against which, at the time of the 
discharge of the indebtedness, there is a lien (other than a lien 
securing indebtedness incurred to purchase such property) the 
cost or other basis of such property shall be decreased by an 
amount equal to the amount excluded from gross income under 
section 108 (a) and attributable to the discharge of the indebted- 
ness secured by such lien; 

(3) Any excess of the total amount excluded fiom gross in- 
come under section 108(a) over the sum of the adjustments made 
under subparagraphs (1) and (2) of this paragraph shall next be 
applied to reduce the cost or other basis of all the property of 
the debtor (other than inventory and notes and accounts receiv- 
able) as follows: The cost or other basis of each unit of property 
shall be decreased in an amount equal to such proportion of such 
excess as the adjusted basis (without reference to this section) of 
each such unit of property bears to the sum of adjusted bases 
(without reference to this section) of all the property of the 
debtor other than inventory and notes and accounts receivable; 

(4) Any excess of the total amount excluded from gross in- 
come under section 108(a) over the sum of the adjustments made 
under subparagraphs (1), (2), and (3) of this paragraph shall 



next be applied to reduce the cost or other basis of inventory and 
notes and accounts receivable, as follows: The cost or other basis 
of inventory or notes or accounts receivable, as the case may be, 
shall be decreased in an amount equal to such proportion of such 
excess as the adjusted basis of inventory, notes receivable or ac 
counts receivable, as the case may be, bears to the sum of the 
adjusted bases of such inventory and notes and accounts 
receivable; 

(5) In the case of an individual, any excess of the total amount 
excluded from gross income under section 108(a) over the sum 
of the adjustments made under subparagraphs (1), (9), (3), 
and (4) of this paragraph shall next be applied to reduce the 
cost or other basis of his property held for the production of 
income, as follows: The cost or other basis of each unit of such 
property shall be decreased in an amount equal to such propor- 
tion of such excess as the adjusted basis (without reference to this 
section) of each such unit of property bears to the sum of the 
adjusted bases (without reference to this section) of all of such 
property of the debtor; and 

(6) In the case of an individual, any excess of the total amount 
excluded from gross income under section 108 (a) over the sum of 
the adjustments made under subparagraphs (1), (2), (3), (4), 
and (5) of this paragraph shall next be applied to reduce the cost 
or other basis of his property other than property used in any 
trade or business and property held for the production of income, 
as follows: The cost or other basis of each unit of such property 
shall be decreased in an amount equal to such proportion of such 
excess as the adjusted basis (without reference. to this section) 
of each such unit of property bears to the sum of the adjusts 
bases (without reference to this section) of all of such property 
of the debtor. 

In the application of subparagraphs (1), (2), (8), (4), (5) and (6) 
of this paragraph, no decrease in the cost or other basis of any property 
shall exceed the amount of adjusted basis of such property without 
reference to this section. 

(b) For the purposes of this section: 
(1) Except, where the context otherwise requires, property 

means all of the debtor's property, other than money; 
(2) The phrase "indebtedness incurred to purchase" includes 

(i) indebtedness for money borrowed and applied in the purchase 
of property and (ii) an existing indebtedness secured by a lien 
against the property which the debtor, as purchaser of such prop- 
erty, has assumed to pay; 

(3) The phrase "amount excluded from gross income under 
section 108 (a)" means the amount of income excluded under tha& 
section reduced by any deduction disallowed under that section 
for unamortized discount; 

(4) Adjustments to bas~is shall be made: 
(i) In the case of property owned on the first day of ths 

taxable year, as of tlrat day; 
(ii) In the case of property acquired after the first day of 

the taxable year, as of the day so acquired— 
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regardless of the time such property was subsequently so]d, ex- 
cli'inged, or otherwise disposed of by the taxpayer; 

(5) Whenever a discharge of indebtedness is accomplished by 
a ti'ansfer of the taxpayer's property in kind, the difi'erence be- 
tweeii the amount of the obligation discharged and the fair market 
value of the property trans~ferred is the amount which may be 
ap lied in reduction of basis; 

6) Regardless of the amount excluded by the taxpayer from 
his gross income under section 108(a) and so stated on I&'orm 
089, the maximum amount by which basis may be reduced in re- 
spect of the discharge of any indebtedness is the amount of 
income resulting from the discharge of such indebtedness; and. 

(7) Any reduction in basis which remains to be taken (by reason 
of an exclusion from gross income under section 108 (a) ) after the 
application of subparagr;iph (1) of paragraph (a) of this section 
shall be applied first against property of a character subject to the 
allowance for depreci~ation under section 167, property with re- 
spect to which a deduition for amortization is allowable under 
section 168 or 169, and property with respect to which a deduction 
for depletion is allowable under section 611 (but not including 
property specified in section 618), in the order in which such 
property is described in subparagraphs (2) and (8) of paragraph 
(a) of this section. This rule shall not be applicable to property 
with respect to which basis is reduced under subparagraphs (5) 
and (6) of paragraph (a) of this section. Any further adjust- 
ment in basis required to be made under section 108 (a) shall be 
applied against other property in the order prescribed in sub- 
paragraphs (9), (8), (4), (5), and (6) of paragraph (a) of this 
section. 

(c) The application of paragraph (a) of this section may be illus- 
trated by the following examples: 

Encamp/e (1). On January 1, 1054, the N Corporation owned 
an oSce building, which it sold in March 1954. In June 1954 it 
purchased a factory building. In October 1954 the N Corporation 
bought in its outstanding bonds at less than their face value. 
Assuming that there is a proper exclusion from gross income 
under section 108(a), the basis of each building shall be adjusted 
under section 1017 for the taxable year 1054. (But see $ 1. 1017 — 9. ) 

Examp/e (8) The M Corporation had outstanding an issue of. 
A bonds which it liad sold at a premium and an issue of B bonds 
which it had sold at a discount. In July 1054 the M Corporation 
purchased such outstanding bonds for less than face value. The 
amount of income attributable to the discharge of the A bonds is 
$1, 000 and the amount of unamortized premium (as of the first 
day of the taxable year in which the discharge occurred) is $200. 
The amount of income attributable to the discharge of the B bonds 
is $1, 000 and the amount of unamortized discount (as of the first 
day of the taxable year in which the discharge occurred) is $50. 
Each issue of bonds is regarded as a separate indebtedness and 
the M Corporation may elect under section 108(a) with respect 
to each issue or both issues. If the M Corporation elects under 
section ]08(a) to have excluded from gross income the amount of 

99 i474' 96 — 'i 



income attribu(able to the discharge of the issue of A bonds, the 
total reduction in basis of property of the M Corporation shall 
not exceed $1, o00. If the M (, 'orporation elects with respect to the 
8 bonds, the total reduction in basis shall not exceed $950. If the 
M Corporation elects with respect to both bond issues, the total 
reduction in basis sliall not exceed 9", 150. 

$ 1. 1017 — 2 ADJUsTKn BAsIs j DIscHABHE oF INDEBTEDNEss j SPEGIAL 

CAsEs. — (a) Section 1. 1017 — I prescribes the general rule to be fol 
lowed in adjusting basis of property where the~re is a proper exclusion 
from gross income under section 108(a). The taxpayer may, however, 
have the basis of his property acljusted in a manner diR'erent from that 
set forth in $ 1. 1017 — 1 upon a proper showing to the satisfaction of 
the Commissioner. Such adjustment. , however, shall be consistent 
ivith the principles of $ 1. 1017 — 1. Variations from such general rule 
inay, for example, involve adjusting the b;isis of only part of the 
taxpayer's property or adjusting the basis of all the taxpayer's prop- 
erty, according to a fixed allocation. 

(b) L request for v;iriations from the general rule prescribed in 

$ 1. 1017 — 1 shall be filed by the taxpayer with his return for the tax- 
ab]e year in which the discharge of indebtedness occurred unless a 
consent is permitted (under $ 1. 108(a) — 2) after the original return 
has been filed, in which case such request shall be filed ivith the 
amended return or claim for credit or refund, as the case may be, 
Agreement between the taxpayer and the Commissioner as to any 
variations from such general rule shall be efFected only by a closing 
agreement entered into under the provisions of section 7191. If no 
agreement is reached between the taxpayer and the ('ommissioner as 
to variations from the general rule prescribed in $ 1. 1017 — 1, then the 
consent filed on Form 98o shall be deemed to be a consent to the appli- 
cation of such general rule and such general rule shall prevail in the 
determination of the basis of the taxpayer's property. If no agree- 
ment is reachecl between the taxpayer and the Commissioner as to 
variations from the general rule and the taxpayer specifically states 
that he does not consent to the application of the, general rule, then 
section 108(a) anti section 1017 shall not apply. 

RUSSELL C. IIARRINOTON) 
Coini i&ionei of Intenna/ Revenue. 

Approved, lanuary 8, 1956. 
H CHAPMAN ROSE, 

Acting Secretary of the Treosuiy. 
(Filed by the Division of the Federal Register January 6, 1056, 8; 46 a. nn) 

SECTION 116, — PARTIAL EXCLUSION OF DIVIDENDS 
RECEIVED BY INDIVIDUALS 

26 CFR 1. 116: Statutory provisions; partial ex- 
clusion of dividends received by individuals. 

Regu]ations under the 1954 Code relating to the partial exclusion 
of dividends received by individuals. See T. D. 6161, page 7. 



26 CFR 1. 116 — 1: Partial exclusion of divi- 
dends. 

Treatment of dividends received by an individual through a part- 
nership of Ivhich he is a partner. See Rev. Rul. 56 — 288, page 51. 

SECTION 117. — SCHOLARSHIPS AND FELLOWSHIP 
GRANTS 

Rev. Rul. 56 — 101 
Under the provisions of the United States Information and Edu- 

cational Exchange Act of 1948, 22 U. S. C. 1446, otherwise known as 
the Exchange Visitors Program, Filipino nationals entered the United 
States for the purpose of undergoing advanced training and post- 
graduate studies at approved hospitals and other institutions in the 
United States. They served as trainees, interns, and resident doctors 
with a training hospital. Each individual entered into a separate 
contract with the hospital. They received stipends which they claim 
were solely for the purpose of. enabling them to undergo training so 
as to be of greater service to their people and not for professional 
employment. Held, where the trainee performs services which are 
of material benefit to the trainer and receives substantially the same 
amount as is paid to a citizen performing similar services, the pay- 
ments made constitute compensation for personal services performed. 
Such payments are not excludable as fellowship grants under section 
117 of the Internal Revenue Code. of 1954. See Rev. Rul. 55 — 554, 
C. B. 1955 — '2, 86. 

PART IV. — STANDARD DEDUCTION FOR INDIVIDUALS 

SECTION 141. — STANDARD DEDUCTION 

Rev. Rul. 56 — 284 
A' taxpayer who has an adjusted gross income of $5, 000 or more 

and who, for the reason that he is married to a nonresident alien, is 
required to file a separate return is entitled to a standard deduction 
of $500. 

Advice has been requested whether, under the cirumstances described 
below, a taxpayer is entitled to claim a deduction of $1, 000 or $500 
for the year 1954. 

During 1954 and a part of 1955, the taxpayer, a United States citizen, 
was employed in the Philippines, Japan, and Korea. In March 1954, 
he married a nonresident alien and, in May 1955, he and his wife 
returned to the United States. For the year 1954, the taxpayer had 
adjusted gross income of $20, 000, and his wife had no gross income 
from sources within the United States for that year. 

Section 6018(a) (1) of the Internal Revenue Code of 1954 provides 
that no joint return may be made if either the husband or wife at 
any time during the taxable year is a nonresident alien. 

In the case of an individual and at his election section 141 of the 
Code provides a standard deduction, as follows: 
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The standard deduction referred to in section 68(b) (defining tax- 
able income in case of individual electing standard deduction) shall 

be an amount equal to 10 percent of the adjusted gross income or 

$1, 000, whichever is the lesser, except that in the case of a separate 
return by a married individual the standard deduction shall not 

exceed $500. 
The taxpayer was required to file a separate return for the year 

1954 because his ivife was a nonresident alien during a part of that 

year. Thus, even though he is a married individual with an adjusted 

gross income of $5, 000 or more, the exception provided by section 141 

of the Code limits the standard deduction to which he is entitled 

to $500. 

PART VI. — ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND CORPORATIONS 

SECTION 169. — TRADE OR BUSINESS EXPENSES 

Rev. Rul. 56 — 10o 

Contributions made by an employer into an independently con- 
trolled trust fund, created solely for the purpose of furnishing 
suppleinental unemploynient benefits to certain of its employees 
qualifying under a supplemental unemployment benefit plan as 
part of a collective bargaining agreement, constitute ordinary and 
necessary business expenses and are deductible from gross income. 

Advice has been requested whether contributions made to a 
trust fund, pursuant to a collective bargaining agreement, constitute 
deductible business expenses. 

The corporation, in carrying on its activities throughout the United 
States, employs a 'substantial number of people. It employs the 
accruail method of accounting and files its returns on a calendar year 
basis. 

In connection with a collective bargaining agreement, entered into 
between the corporation and the exclusive bargaining representatives 
for all of its employees in the contract unit, covering many phases 
of the employer-employee relationship, such as rates of pay, wages, 
hours of employinent and other benefits accruing to employees, pro- 
vision was made for furnishing supplemental unemployment benefits 
to its hourly-rated employees. The agreement, as far as is pertinent, 
provides for the payment of supplemental unemployment benefits to 
such hourly-ratecl employees, which would be e8ected by means of 
a supplemerital unemployment benefit plan. Under the plan, a 
trust fund was established and is administered, independently, by a 
qualified trust company acting as trustee for the benfit of the eligible 
hourly-rated employees. The benefits under the plan are paid. out 
of the moneys paid into the trust fund by the corporation, in ac- 
cordance ivith the agreement. The moneys paid into the trust fund 
are held in cash, or invested, in whole or in part, in general obligations 
of the United States Government. Contributions to the trust fund 
are in amounts coinputed at a specified rate per hour for each hour for 
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which pay is received by all hourly-rated eligible employees during 
each pay period. The trust fund is limited to a specific maximum 
amount, as provided in the agreement. 

The benefits payable under the plan, less taxes withheld, if any, are 
in varying amounts and for varying periods, depending upon certain 
specified factors as provided m the agreement, such as, (1) the 
length of employment after the effective date; (9) employees' senior- 
ity; (3) the size of the fund; and (4) the credits accruable to the 
individual under the plan, and;ire limited in duration to a specified 
maximum period. They are payable only to an employee who is on 
lay-off which is incurred in a reduction in force or temporary lay-os 
and who has received an unprotested state system unemployjnent 
benefit, or is ineligible to receive such benefit for certain specified 
reasons. Under the plan, provisions is made for situations in which 
such benefits do, or do not, reduce or cancel state unemployment benefits 
and such payments are limited to a specified maximum amount. Pro- 
vision is also made with respect to those eligible beneficiaries who are 
deceased. or incompetent. 

Under the plan, the contributions to the trust fund are made 
irrevocably. Consequently, the corporation does not have any title 
or interest in or to any of the assets of the trust fund during the 
ordinary operation of the, plan. Instead, the legal title to the contri- 
butions and the assets rests in the trustee who uses them solely in 
the interests of the employees. Upon a, termination of the plan, the 
amounts in the trust fund will be used to pay benefits to employees 
already or subsequently laid-oR. 

The facts in the instant case disclose tliat (1) the corporation is 
subject to a legally binding and enforceable agreement, to pay fixed and 
determinable annual amounts into the trust fund controlled by an 
independent trustee; (9) the principal purpose of such agreement is 
to bestow cash benefits, in the prescribed manner during a, particular 
period to certain qualifying employees and thus would be directly 
connected with the carrying on of the corporation's business activities; 
(3) the corporation does not have any reversionary interest in the 
assets comprising the trust funds nor may any of the payments made 
by the corporation be diverted by it for any purpose; and (4) upon 
termination of the plan, the trust fund is to continue to be held by 
the trustee and paid out until exhausted in order to provide unem- 
ployment benefits and administration expenses, in accordance with 
the terms of the plan. 

In view of the above, it is held that the contributions made by the 
corporation into the trust fund, pursuant to the agreement, con- 
stitute business expenses deductible from gross income under section 
169(a) of the Internal Revenue Code of 1954, in the taxable year in 
which paid or incurred. Section 404 of the Code governing the deduc- 
tion for contributions of an employer under a deferred compensation 
plan does not apply to deductions for contributions under a plan 
which is primarily an unemployment benefit plan. Section 89. 98 (p) — 1 
of Regulations 118, applicable to the Internal Revenue Code of 1954 
by virtue of T. D. 6091, C. B. 1954 — 9, 47. 
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Rev. Rul. 56 — 186 (/iso Sections 168, 266. ) 
(Also Part II, Sections 28 (a), 28 (b), 24(a); 

Regulations 118, Section 89. 28(a)-1, 89. 2:3 

(b) — 1, 89. 24(a) — 6. ) 
Commitment fees or standby charges incurred by a taxpayer 

pursuant to a bond sale agreement, under which funds for construc- 
tion purposes are made available to it in stated amounts over a 
specified period and which vary with the period of time during which 
the funds are held available by the lender, are deductible from income 
as current business expenses when paid or accrued, depending upon 

the taxpayer's method of accounting, or may, at the election of the 
taxpayer, be capitalized as part of the construction cost. 

Advice has been requested (1) whether commitment fees or standby 

charges paid by a'taxpayer pursuant to a bond sale agreement, the 

proceeds of which are to be used for construction purposes, are deduct- 

ible in the taxable year paid or accrued as interest or as a business 

expose; (2) whether such commitment fees or standby charges should 

be treated as bond discount or expense and amortized over the life of 

the bonds; or (8) whether such commitment fees or standby charges 
are in the nature of a carrying charge. deductible as a business ex- 

pense or capitalized as part of construction cost. 
The commitment fees or standby charges under discussion are 

amounts paid, usually at one percent or less per annum, on unissued 

balances of bonds under a bond sale agreement whereby the total 
amount of bonds to be issued is delivered to the purchaser in agreed 
amounts over a specified period. Delivery of the bonds to the pur- 
chaser and the "draw down" of funds are related to the cash require- 

ment of the particular taxpayer, and the commitment fees or standby 

charges are paid or incurred for the purpose of having money made 

available when needed and preserving a firm price and interest rate 

tor the total boncl issue, without incurring the heavy interest expense 

which would result if the bonds were sold in advance of full need of 

the funds. 
Section 168 of the Internal Revenue Code of 19M provides for the 

deduction of all interest paid or accrued within the taxable year 
on indebtedness. In Estate of IVi LLard P. Deprity v. Pierre S. Dtt- 

Pant, 808 U. S. 488, Ct. D. 1485, C. B. 1940 — 1, 118, the court defines 
"interest on indekitcdness" as meaning "compensation for the use or 
forbearance of money. " 

Since commitment fees or standby charges are not paid upon an 
indebtedness of the taxpayer, they are not considered to be "com- 
pensation for the use of forbearance of money" and, accordingly, do 
not represent, interest on indebtedness within the meaning of section 
168 of the Code. 

Further, since the fees or charges appear to be expenses applicable 
to the standby period prior to the issuance of. the bonds, they are 
not considered as bond discount or expense amortizable over the life 
of the bonds. 

In accordance with the foregoing, the comniitment fees or standby 
charges described herein are held to be business expenses deductible 
. under section 162 of the Code, when paid or accrued, depending ou 
the taxpayer's method of accounting. Such fees or charges are con- 
sidered carrying charges which may, at the election of the taxpayer, 
be capitalized as part of construction cost in accordance with the 
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provl»ons of section 39. 24(a) — 6(b) of Regulations 118i made appli- 
cable to the 1954 Code by virtue of Treasury Decision 6091, C. B. 

Once an election is made, however, to capitalize com- 
mitment fees or standby charges incurred with respect to a particular 
project, charges of the same type incurred with respect to the par- 
ticular projec~t in subsequent years must;ilso be capitalized for the 
entire period to irhich the election so to treat items of that type is 
applicable. 

(Also Section 262. ) Rev. Rul. 5i6 — 168 

Clarification of the position of the Service with respect to the 
deductibility of expenses of taxpayers and members of their families 
in matin business trips and attending busiiiess or professional 
conventions, especially where opportunities for personal racati«ning 
are also involved. 

The question frequently arises whether the expenses of taxpayers 
, . nd members of their families in making business trips and attending 
business or professional conventions are deductible for income tax 
purposes, especially where opportunities exist for personal vacation- 
ing in connection with the trip or convention. The purpose of this 
Revenue Ruling is to set forth guides f' or taxpayers and field oKcers 
of the Internal Revenue Service in determining the allocation and 
deductibility of such expenses. 

Section 162(a) of the Internal Revenue Code of 1954 provides for 
the deduction of all the ordinary and necessary expenses paid or 
incurred during the taxable year in carrying on any trade or business, 
including traveling expenses (including the amount expended for 
meals and lodging~) while away from home in pursuit of a trade or 
business. Only those expenses which are ordinary and necessary in 
the conduct of the business and are directly attributable to it may be 
deducted. See sections 3923(a) — 1, 39. 23(a) — 2(a), and 39. 23(a) — 2(f) 
of Regulations 118, which are applicable by virtue of Treasury Deci- 
sion 6091, C. B. 1954 — 2, 47. Section 262 oi the 1954 Code provides, 
with exceptions not here material, that no deduction shall be allowed 
for personal, living or family expenses. 

Where opportunities exist for personal vacationing in connection 
with business trips or the attendance of business or professional con- 
ventions, and especially where the taxpayer is accompanied by one or 
more members of his family, it is apparent that examining oKcers of 
the Service have a duty to give especially careful scrutiny to deduc- 
tions taken in returns for the expense involved in order to assure 
against abuse of the deduction permitted by section 162(a) of the 
Code. In those cases where a business purpose is served, it is also 
necessary to determine what portion of the total expense is deductible 
as an ordinary and necessary business expense and what portion repre- 
sents nondeductible personal or living expenses. 

In those cases where a taxpayer makes a business trip such as at- 
tending a convention or other business meeting and, as an incident of 
such tnp, engages in some personal activity such, ", s sightseeing, social 
visiting or entertaining, or other recreation, that part of the total 
expense of the trip which is directly attributable to the taxpayer's 
business will be treated as deductible notwithstanding the incidental 
personal activity. That part of the total expense which is properly 



allocable to such incidental personal activities will be treated. as non- 
deductible personal or living expenses. Where the purposes of a trip 
are primarily personal, the entire expense involved will be treated as 
nondeductible personal or living expenses notwithstanding that the 
t ixpayer engages or participates in some incidental activity related to 
his business. 

Where a ttlxpayer's wife accompanies him on a business trip, those 
expenses attributable to her travel are not deductible unless it can 
be adequately shown that the wife's presence on the trip has a bona 
hde business purpose. See Rev. Rul. 55 — 5V, C. B. 1955 — 1, 315. The 
wife's performance of some incidental service does not cause her ex- 
peiises to qualify as deductible business expenses. The same rules are 
applicable with respect. to any other members of the taxpayer's family 
who accompany him on such a triJi. 

The application of the foregoing guides niay be illustrated by the 
following examples: 

(1) A taxpayer makes a business trip for the purpose of attending 
a convention held in a coastal city. During the period of the conven- 
tion, he also engages in local sightseeing, entertaining, and visiting 
unrelated to his business. He also arranges to take a post-convention 
cruise made available to individuals attending the convention, the 
purpose of which is primarily recreational although some incidental 
sessions are scheduled for lectures, discussions, or exhibitions related 
to the business interests of the group holding the convention. The 
expenses paid for the local sightseeing, entertaining, and visiting and 
the entire cost of the post-convention cruise are deemed to represent 
nondeductible personal expenses. 

(2) A. taxpayer's wife accompanies him on a business trip, which 
may include his attendance of a business or professional convention. 
She occasionally types notes or performs some similar service and 
accompanies him to luncheons and dinners. The performance of such 
services does not establish that her presence is necessary to the conduct 
of the taxpayer's business. 

(3) Under the circumstances involved in example (o) above, the 
cost, of transportation and lodging exceeds the cost for single fares 
and accommodations but is less than twice the single rate. The amount 
deductible as an ordinary and necessary business expense on account 
of the transportation and lodging is the amount directly related to the 
business purpose of the trip, that is, the cost at the single rate for 
similar accommodations. The amount by which the total expense is 
increased because of the wife's presence and the entire cost of the wife' s 
meals are not deductible. 

(Also Part II, Section 23(a); Regulations 118, Rev. Rul. 56 — 180 
Section. 80. 26 (a) — 1. ) 

Payments made in settlement of a suit alleging violation of the 
Defense Production Act of 1950, as amended, which are not certified 
for disallowance to the Internal Revenue Service by the Economic 
Stabilization Agency or its authorized components, are to be taken 
into account and allowed for Federal income tax purposes. I. T. 4105, C. B. 1952 — 2, 93, amplified. 

Advice has been requested whether payments made in settlement 
of a suit alleging violation of the Defense Production Act of 1950, 64 
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Stat ~98~ 50 U. S. C. 2061, as amended, are deductible from gross in- 
come where the amounts determined are not certified for disallowance 
to the Internal Revenue Service by the Economic Stabilization Agency 
or its authorized components. 

A taxpayer sold scrap metal for prices in excess of the established 
ceiling price. Suit was instituted against him in 1951 alleging over- 
charges of 900m dollars. Treble damages were demanded. The suit 
was settled in 1954 for 100m dollars. The Economic Stabilization 
Agency, in conformity with its General Disallowance Order 1, 17 
F. R. 9934, did not certify the disallowance of any of that payment 
and, accordingly, the taxpayer took a deduction for it on his 1954 
Federal income tax return, The specific question presented is whether 
such payment is deductible, notwithstanding that it was made in 
settlement of a suit alleging violation of the Defense Production Act 
of 1950, as amended. 

Subsections (b) and (c) of section 409 of such Act established 
penalties for violation of the Act and provided for recovery of over- 
charges by the buyer or the United States. Section 409(d) of the 
Act provided that the President shall prescribe the extent to which 
any payment, made by virtue of subsections (b) or (c) of. the Act, 
shall be disregarded by the Executive Department and other govern- 
mental agencies in determining the costs or expenses of such other 
person for the purpose of any other law or regulation. 

Section 401(a) of Executive Order 10161, 15 F. R. 6105, created. 
the Economic Stabilization Agency and provided that the functions 
conferred upon the President by Title IV (which includes section 
409) of the Defense Production Act of 1950 were to be delegated to 
the Administrator of the Agency. General Order 15, 17 F. R. 2994, 
of the Economic Stabilization Agency set forth the policy and pro- 
cedure with respect to disallowances, Section o(b) of the Order 
provided: 

In the case of payments by any person by way of fine for violation of the act, 
or bv way of compromise or satisfaction of any liability, right of action, suit or 
judgment for violation'of a price regulation or order under the act, the Director 
shall further determine the amount of such payment to be disallowed and dis- 
regarded and the purpose or purposes for which it shall be disallowed listed in 
section 4(a). 

Section 6 of the Order provided: 
The Director of Price Stabilization, the Wage Stabilization Board, the Office 

of Salary Stabilization, and the Railroad and Airline Wage Board shall certify 
and forward their final determination in each case to the appropriate govern- 
mental agency or agencies. Any such determination shall be conclusive ou all 
Executive Departments and agencies of the Government, and they shall dis- 
regard and disallow the amounts thus certified. " * " 

General Disallowance Order 1 amended the policy to be followed in 
certifying disallowances. Section 9(b) of the Order provided, in 
part: 

Any payment made to the United States or to any buyer in compromise or 
satisfaction of any liability or of anv right of action, suit, or judgment, author- 
ized pursuant to section 409(c) of the act, for selling any material or service in 
violation of a regulation or order providing a ceiling or ceilings, shall be wholly 
disregarded: Prov(dcd, h, owner, That the amount so paid to the United States 
or to any buyer shall not be disregarded for any purpose or to any extent if the 
total of the amount so paid (exclusive of attorney's fees, court costs, or interest„ 
if any) does not exceed the total amount of the overcharge or overcharges upon 
which such liability, right of action, suit, or judgment was based. * ' * 
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Section 8 of the General Disallowance Order, supra, provides 
that- 

* The Director of Enforcement of the Ofhce of Price Stabilization or such 
person or persons as may he designated by him are hereby authorized to and, 
pursuant to procedures to be promulgated hy the Director of Enforcement, shall 
forward to the Commissioner of Internal Revenue and to all other appropriate 
governmental agencies, a statement indicating any payment of the kind above 
described which, pursuant to the foregoing provisions of this order, should be 
disregarded by the executive departments and other governmental agencies for 
the purposes above indicated. 

The pertinent language of section 409 (c) of the Defense Production 
A. ct of 1950 is substantially similar to the corresponding provisions of 
the Emergency Price Control Act of 1942. The Service ruled in I. T, 
, ''627, C. B. 1948, 111, and I. T. 8680, C. B, 1948, 118, that payments 
made to the United States under that Act were not deductible. These 
rulings were challenged in numerous cases and, in order to avoid 
extensive litigation on the same issue, Congress enacted section 409(d) 
as an amendment to the Defense Production Act of 1950. It was 
intended that the decision of the President was to be final and binding 
on all other agencies in all cases and section 401 of the Act directed 
that "all agencies dealing with the subject matter of this title " 
within the limits of their authority and jurisdiction, shall cooperate 
in the carrying out of these purposes. " 

I. T. 4105, C. B. 1952 — 2, 93, holds that payments made in violation 
of the Defense Production Act of 1950, as amended, payments made by 
way of fine for violation of such Act, and payments made to the 
United States, or to any buyer of any material or service, in com- 
promise or sartisfaction of any liability arising from a violation, 
will be disregarded and disallowed for Federal income tax purposes, in 
the amounts determined and certified to the. Internal Revenue Service 
by the Fconomic Stabilization Agency or its authorized components. 
It follows as a corollary that amounts not certified for disallowance 
shall be allowed for tax purposes. 

Accordingly, payments made to the United States, or any buyer of 
material or service, by way of fine for violation of the Defense Produc- 
tion Act of 1950, as amended, or in compromise or reimbursement 
for alleged violation of such Act, which payments are not certified for 
disallowance to the Internal Revenue Service by the Economic Stabili- 
zation Agency, or its authorized components, are to be taken into 
account and allowed for Federal income tax piirposes. 

(Also Section 61. ) Rev. Rul. 56-181 

A corporation which manufactures louvered windows, jalousies, 
awnings, etc. , is opening new sales territories. As part of an advertis'- 
ing campaign, certain of its products will be installed in a number of 
private homes, under an agreement with the individual home o~ner, by 
replacing the products already forming a part of the home. In con- 
sideration thereof, the home owner will permit the corporation to take 
photographs and publish them, and also to use the premises for 
demonstration of the installed products', The title to such products 
will be vested in the home owner Any ™ges to the home by the 
workmen, contractors, or prospective customers of the corporation 
will be borne by the latter. B'eld, expedi&ures incurred as a result of 



97 

the installation and demonstration of certain products in private 
homes by a corporation, the manufacturer of such products, as a part 
of an advertising campaign to increase sales, are so directly related 
to the carrying-on of the corporation's business as to constitute a 
deductible business expense under the provisions of section 169(a) of 
the Internal Revenue Code of. 1954. Any payments for damages done 
to the home resulting from the demonstration likewise would be 
deductible as' an additional advertising expense. The home owner, in 
acquiring the installed products of the corporation as compensation 
for the use of the premises, derives taxable income measured by the 
excess of the fair market value of such products over the fair market 
value of the replaced products prior to removal. 

Automobile expenses incurred by an employee in commuting to and 
from, his work and transporting the tools which he uses in such work. 
See Rev. Rul. 56 — o5, page 152. 

SECTION 163. — INTEREST 

"Commitment fees" or "standby charges" incurred in connection 
with the provisions of a bond sale agreement. See Rev. Rul. 56 — 136, 
page 99. 

SECTION 164. — TAXES 
Rev. Rul. 56 — 124 

The amount of hlaryland State income tax withheld from an indi- 
vidual (cash method) taxpaver's salary or wages and/or the amount 
thereof paid by such taxpayer as estimated tax, pursuant to the 
pay-as-vou-go plan of income tax collection adopted by that State in 
1955, is deductible for Federal income tax purposes in the taxable 
vear withheld and/or paid, providing the taxpayer itemizes his de- 
ductions. - 

Advice has been requested relative to the deductibility, for Federal 
income tax purposes, of the income tax withheld from an individual 
(cash method) taxpayer's salary or wages, and/or of the estimated 
income taxes paid by him to the State of Maryland after July 1, 1955, 
pursuant to legislation enacted by the general assembly of Maryland 
in 1955. 

In accordance with the provisions of subsections (a) and (j) of sec- 
tion 808 of Article 81 of the Annotated Code of Maryland, 1955 
Cumulative Supplement, as enacted by Section 5, Chapter 281 of the 
laws enacted by the General Assembly of the State of Maryland, in 
1955, which became effective June 1, 1955, withholding of income tax 
on salaries and wages of both residents and nonresidents of Maryland 
began on July 1, 1955. Individuals receiving taxable income which is 
not subject to Maryland withholding were required to file declarations 
of estimated Maryland income tax on or before September 15, 1955. 
Under the law, not less than one-fourth of the estimated tax must be 
paid with the filing of the declaration. For the calendar year 1955, 
the first installment of the estimated tax was required to be paid with 
the declaration filed on or before September 15, 1955, The second 
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installment was due on or before January 15, 1956. The remaining 
one-half. of the estiinated tax due for 1955, is payable with the filing of 
the annual return on or before April 15, 1956. For 1956, and subse- 
quent years, the estimated tax is due and payable, in installments of not 
less than one-fourth each, on or before April 15 (when the declara- 
tion is due) June 15, September 15, and January 15. For fiiscal years 
beginning on or before June 1, 1955, a declaration of estimated tax 
1va~s required to be filed by September 15, 1955; for fiscal years begin- 
ning after June 1, 1955, the declaration is required to be filed by the 
15th day of the fourth month of such fiscal year. 

Section 164(a) of the Internal Revenue Code of 1954 provides that 
in computing taxable income there shall be allowed as a deduction 
taxes paid or accrued within the taxable year, with certain exceptions 
not here material. 

Under the provisions of section 461(a) of the Code, the amount 
of any allowable deduction or credit is to be taken for the taxable 
year which is the proper taxable year under the method of accounting 
used in computing taxab]e income. 

In view of the foregoing, it is held that the amount of Maryland 
State income tax withheld from an individual (cash method) tax- 
payer's salary or wages, and/or the amount thereof paid by such 
taxpayer as estimated tax, is deductible from adjusted gross income 
in arriving at taxable income, for Federal income tax purposes, in 
the taxable year withheld and/or paid, providing the taxpayer does 
not elect the standard deduction provided in section 141 of the Code. 

SECTION 167. — DEPRECIA. TION 

26 CFR 1. 167(a): Statutory provisions; Depreci- 
ation; general rule. 

T. D. 6182' 

TITLE 26 — INTERNAL REVENUE, 1954. — CHAPTER I, SUBCHAPTER A, PART I. — 
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953 

Regulations prescribed under section 167 of the Internal Revenue 
Code of 1954. 

DEPARTMENT OF THE TREASURY~ 
OrrICE OF COMMISSIONER OF INTERNAL REVENUE) 

tVashington %, D. 0. 
To Officers and Employees of the 1nternal Revenue 8ereice and 

Others Concerned: 
On November 11, 1955, a notice of proposed rulemaking with respect 

to section 167 of the Internal Revenue Code of 1954 (Public Law 
591, 88d Congress, approved August 16, 1954) was published in the 
Federal Register (20 F. R. 8454). After consideration of all relevant 
matter presented by interested parties regarding the rules proposed, 
the regulations set forth below, which supersede paragraph (3) of 
Treasury Decision 6118 (19 F. R. 9896), approved December 30, 1954 
are hereby adopted. (In addition, paragraphs (8) and (10) of 
Treasury Decision 6118 were superseded by Treasury Decision 6184 

~ 21 F. R. 3985. 
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( . ~), approved June 8, IN5; paragraphs (o) and (18) of Treasury Dec~ision 6118 were superseded by Treasury Decision 
6158 (~I F R 131), approved January 3, 1056; and paragraph (19) 
of Treasury Decision 6118 was superseded by Treasury Decision 
6169 (91 F. R. 890), approved February 6, 1056. ) 
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sec. 

1. 167(a) 
1. 167(s, )-1 
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1. 167(a) — 6 
1. 167 (a)-7 
1. 167(a) — 8 
1. 167(a) — 9 
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1. 167(b) 

1. 167(b) — 0 
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1. 167(b) — 2 
1. 167(b) — 3 
1. 167 (b) — 4 
1. 167(c) 

1. 167(c) — 1 

1. 167(d) 

1. 167(d) — 1 
1. 167(e) 
l. 167(e) — 1 
1. 167(f) 
1. 167(f) — 1 
1. 167(g) 

1, 167(g) — 1 
1. 167(h) 

1. 16? (11) -1 
AUTHORITY 

7805, I. R. C. 

Statutory provisions; depreciation; general rule. 
Depreciation in general. 
Tangible property. 
Intangibles. 
Leased property. 
Apportionment of basis. 
Depreciation in special cases. 
Accounting for depreciable property. 
Retirements. 
Obsolescence. 
When depreciation deduction is allowable. 
Statutory provisions; depreciation; use of certain methods and 

rates. 
Methods of computing depreciation. 
Straight line method. 
Declining balance method. 
Sum of the years-digits inethod. 
Other methods. 
Statutory provisions; depreciation; limitations on use of certain 

methods and rates. 
Limitations on methods of coinputing depreciation under section 

167(b) (2), (3), and (4). 
Statutory provisions; depreciation; agreement as to useful life on 

which depreciation is based. 
Agreement as to useful life and rates of depreciation. 
Statutory provisions; depreciation; change in method. 
Change in method, 
Statutory provisions; depreciation; basis for depreciation. 
Basis for depreciation, 
Statutory provisions; depreciation; life tenants and beneficiaries 

of trusts and estates. 
Life-tenants and beneficiaries of trusts and estates. 
Statutory provisions; depreciation; depreciation of improvements 

in the case of mines, etc. 
Depreciation of improvements in the case of mines, etc. 
$$ 1. 167(a) to 1. 167(h) — 1, inclusive, issued under secs. 167 and 

1954; 68A Stat. 51, 917; 26 U, S. C. 167, 7805. 

$ 1. 167(a) STATUTORY PROvIsIONsi DEPRECIATION j 6ENERAL RULE. 

SEC. 167. DEPRECIATION. 
(a) GENEEAL RULE. — There shall be allowed as a depreciation deduc- 

tion a reasonable allowance for the exhaustion, wear and tear (includ- 
ing a reasonable allowance for obsolescence)— 

(1) Of property used in the trade or business, or 
(2) Of property held for the production of income, 

$1. 167(a) — 1 DEPREcIATICN IN GENERAL, — (a) Reasonable allow- 
ance. — Section 167(a) provides that a reasonable allowance for the 
exhaustion, wear and tear, and obsolescence of property used in the 
trade or business or of property held by the taxpayer for the produc- 
tion of income shall be allowed as a depreciation deduction. The allow- 
ance is that amount which should be set aside for the taxable year in 
accordance with a reasonably consistent plan (not necessarily at. a uni- 
form rate), so that the aggregate of the amounts set aside, plus the 
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salvage value, will, at the end of the estimated useful life of the de- 

preciable property, equal the cost or other basis of the property as pro- 
vided in section 107(f) and $1. 167(f) — 1. An asset shall not be 
depreciated below a reasonable salvage value under any method of com- 

puting depreciation. See paragraph (c) below for definition of 
salvage. The allowance shall not refiect amounts representing a mere 
reduction in market value. 

(b) Useful life. — For the purpose of section 167 the estimated usefu] 
life of an asset is not necessarily the useful life inherent in the asset 
but is the period over which the asset may reasonably be expected to 
be useful to the taxpayer in his trade or business or in the production 
of his income. This period shall be determined by reference to his 
exl&erience with similar property taking into account present condi- 
tions and probable future developments. Some of the factors to be 
considered in determining this period are (1) wear and tear and decay 
or decline from natural causes, (2) the normal progress of the art, 
economic changes, inventions, and current developments within the 
industry and the taxpayer's trade or business, (8) the climatic and 
other local conditions peculiar to the taxpayer's trade or business, and 

(4) the taxpayer's policy as to repairs, renewals, and replacements. 
Salvage value is not a factor for the purpose of determining useful 
li fe. H the taxpayer's experience is inadequate, the general experience 
in the industry may be. used until such time as the taxpayer's own 
experience forms an adequate basis for making the determination, 
The estimated remaining useful life may be subject to modification by 
reason of conditions known to exist at the end of the taxable year and 
shall be redetermined when necessary regardless of the method of com- 
puting depreciation. However, estimated remaining useful life shall 
be redetermined only when the change in the useful life is significant 
and there is a clear and convincing basis for the redetermination. For 
rules covering agreements with respect to useful life, see section 107 (d) 
and $ 1. 107(d) — l. 

(c) Salvage. — Salvage value is the amount, (determined at the time 
of acquisition) which is estimated will be relizable upon sale or other 
disposition of an asset when it is no longer useful in the taxpayer's 
trade or business or in the production of his income and is to be retired 
from service, by the taxpayer. Salvage value shall not be changed at 
any time after the determination made at the time of acquisition merely 
be& ause of changes in price levels. However, if there is a redetermi- 
nation of useful life under the rules of paragraph (b), salvage value 
may be redetermined based upon facts known at the time of such 
redeteimination of useful life. Salvage, when reduced by the cost of 
removal, is referred to as net salvage. The time at which an asset is 
retired from service may vary according to the policy of the taxpayer, 
Jf the taxpayer's policy is to dispose of assets which are still in good 
operating condition, the salvage value may represent a relatively large 
proportion of the oi iginal basis of the asset. However, if the taxpayer 
customarily uses an asset until its inherent, useful life has been suli- 
stantialy exhausted, salvage value may represent no more than junk 
value. Salvage value must be taken into account in determining tlM 
depreciation deduction either by a reduction of the amount subject to 
depreciation or by a reduction in the rate of depreciation, but in no 
event sliaall an asset (or an account) be depreciated below a reasonable 
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salvage value. See, however, $1. 167(b) — 2(a) for the treatment of 
salvage under the declining balance method. The taxpayer may use 
either salvage or net salvage in determining depreciatIon allowances 
but such practice must, be consistently followed and the treatment of 
the costs of removal must be consistent with the practice adopted. 
For specific treatment of salvage value see $$ 1. 167(b) — 1, 2, and 3. 
When an asset is retired or disposed of, appropriate adjustments shall 
be made in the asset and depreciation reserve accounts. For example, 
the amount of the salvage adjusted for the costs of removal may be 
credited to the depreciation reserve. 

$ 1. 167(a) — 2 TANGIBLE PROPERTY. — The depreciation allowance in 
case of tangible property applies only to that part of the property 
which is subject to wear and tear, to decay or decline from natural 
causes, to exhaustion, and to obsolescence. The allowance does not 
apply to inventories or stock in trade, or to land apart from the 
improvements or physical development added to it. The a. llowance 
does not apply to natural resources which are subject to the allowance 
for depletion provided in section 611. No deduction for depreciation 
shall be allowed on automobiles or other vehicles used solely for 
pleasure, on a building used by the taxpayer solely as his residence, 
or on furniture or furnishings therein, personal efFects, or clothing; 
but properties and costumes used exclusively' in a business, such as a 
theatrical business, may be depreciated. 

$ 1;167(a) — 8 INrANGIBLEs. — If an intangible asset is known from 
experience or other factors to be of use in the business or in the pro- 
duction of income for only a limited period, the length of which 
can be estimated with reasonable accuracy, such an intangible asset 
may be the subject of a depreciation allowance. Examples are patents 
and copyrights. An intangible asset, the useful life of which is not lim- 
ited, is not subject to the allowance for depreciation. No allowance 
will be permitted merely because, in the unsupported opinion of the 
taxpayer, the intangible asset has a limited useful life. No deduction 
for depreciation is allowable with respect to good will. For rules with 
respect. to. organizational expenditures, see section 248 and the regula- 
tions thereunder. 

$ 1. 167(a) — 4 LEA'sED PRorERTY. — Capital expenditures made by a, 

lessee for the erection of buildings or the construction of other per- 
manent improvements on leased property are recoverable through al- 
lowances for depreciation or amortization. H the useful life of such 
improvements in the hands of the taxpayer is equal to or shorter than 
the remaining period of the lease, the allowances shall take the form 
of depreciation under section 167. See $$ 1. 167(b) — 0, 1, 2, 3, and 4 
for methods of computing such depreciation allowances. If, on the 
other hand, the estimated useful life of such property in the hands of 
the taxpayer, determined without regard to the terms of the lease, 
would be longer than the remaining period of such lease, the allow- 
ances shall take the form of annual deductions from gross income in 
an amount equal to the unrecovered cost of such capital expenditures 
divided' the number of years remaining of the term of the lease. 
Such deductions shall be in lieu of allowances for depreciation. See 
section 162 and the regulations thereunder. Capital expenditures 
made by a lessor for the erection of buildings or other improvements 



shall, if subject to depreciation allowances, be recovered by him over 
the estimated life of the improvements without regard to the period 
of the lease. 

$ 1. 167(a) — 5 AIPORTIGNMENI or BASIS. — In the case of the acqui- 
sition on or after March 1, 1913, of a combination of depreciable and 
nondepreciable property for a lump sum, as for example, buildings 
and land, the basis for depreciation cannot exceed an amount which 
bears the same proportion to the lump sum as the value of the de- 
preciable property at the time of acquisition bears to the value of the 
entire property at that time. In the case of property which is subject 
to both the allowance for depreciation and amortization, depreciation 
is allowable only with respect to the portion of the depreciab'. e prop- 
erty which is not subject to the allowance for amortization and may 
be taken concurrently with the allowance for amortization. After the 
close of the amortization period or after amortization deductions have 
been discontinued with respect to any such property, the unrecovered 
cost or other basis nf the depreciable portion of such property will be 
subject to depreciation. For adjustments to basis, see section 1016 
and otiIer applicable provisions of law. 

f 1. 167(a) — 6 DEPREcIATIGN IN SPEOIAL CAsEs. — (a) Depreriotion 
of patent~ or copyiig ht8. — The cost or other basis of a patent or copy- 
right shall be depreciated over its remaining useful life. Its cost to 
the patentee includes the various Government fees, cost of drawings, 
models, attorneys' fees, and similar expenditures. For rules appli- 
cable to research and experimental expenditures, see sections 174 and 
1016 and the regulations thereunder. If a patent or copyright be- 
comes valueless in any year before its expiration the unrecovered cost 
or other basis may be deducted in that year. 

(b) Depreciation in case8 of farrner8. — A reasonable allowance for 
depreciation may be claimed on farm buildings (except a dwelling 
occupied by the owner), farm machinery, and other. physical property 
but not including land. Livestock acquired for work, breeding, or 
dairy purposes may be depreciated unless included in an inventory 
used to determine profits in accordance with section 61 and the regu- 
lations thereunder. Such depreciation should be determined with 
reference to the cost or other basis, salvage value, and the estimated 
useful life of the livestock. See also section 162 and the regulations 
thereunder relating to trade or business expenses, section 165 and the 
regulations thereunder relating to losses of farmers, and section 175 
and the regulations thereunder relating to soil or water conservation 
expenditures. 

) 1. 167(a) — 7 AccoUNTING I'oR DEPREGIABLE PRoPERTY. — (a) De- 
preciable property may be accounted for by treating each individual 
item as an account, or by combining two or more assets in a single 
account. Assets may be grouped in an account in a variety of ways. 
For example, assets similar in kind with approximately the same use- 
ful lives may be grouped together. Such an account is commonly 
known as a group account. Another appropriate grouping might con- 
sist of assets segreoated according to use without regard to useful life, 
for example, machinery and equipment, furniture and fixtures, or 
transportation equipment. Such an account is commonly known as a 
classified account. A broader grouping, where assets are included iR 
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tlie same account regardless of their character or useful lives, is coin- 
monly referred to as a composite account. For exarnl&le, all the;issets 
used in a business may be included in a single account. Group, classi- 
fied, or composite accounis may be further broken down on the basis of 
location, dates of acquisition, cost, character, use, etc. 

(b) AVhen group, classified, or composite accounts are used with 
average useful lives and a normal retirement occurs, the full cost or 
other basis of the asset retii r&1, unadjusted for depreciation or salvage, 
shall be removecl from the asset account and shall be charged to the 
depreciation reserve. Amounts representing salvage ordinarily are 
credited to the depreciation reserve. Where an asset is disposed of for 
reasons other than normal retirement, the full cost or other basis of 
the asset sliall be removed from the asset account, and the depreciation 
reserve shall be charged with the depreciation applicable to the retired 
asset. For rules ivith respect to losses on normal retirements, see 
( 1. 167(a) — 8. 

(c) A taxpayer may establish as niany accounts for depreciable 
property as he desires. Depreciation allowances shall be computed 
separately for each account. Such depreciation preferably should be 
recorded in a depreciation reserve account; hov;ever, in appropriate 
cases it may be recorded directly in the asset account. Where depreci- 
ation reserves are maintained, a separate reserve account shall be main- 
tained for each asset account. The regular books of account or per- 
manent auxiliary records shall show for each account the basis of the 
property, including adjustments necessary to conform to the require- 
ments of section 1016 and other provisions of law relating to adjust- 
ments to basis, and the depreciation allowances for tax purposes. In 
the event that reserves for book purposes do not correspond with re- 
serves maintained for tax purposes, permanent auxiliary records shall 
be maintained with the regular books of account reconciling the di8er- 
ences in depreciation for tax and book purposes because of diRerent 
methods of depreciation, bases, rates, salvage, or other factors. De- 
preciation schedules filed with the income tax return shall show the 
accumulated reserves computed in accordance with the allowances for 
income tax purposes. 

(d)' In classified or composite accounts, the average useful life 
and rate shall be redetermined whenever additions, retirements, or 
replacements substantially alter the relative proportion of types of 
assets in the accounts. See example (9) in $ 1. 167(b) — 1(b) for a 
method of determining the depreciation rate for a classified or com- 

posite account. 

$ 1. 167(a) — 8 RETrRE&rENTs. — (a) Gains and tosses on retire- 
ments. — For the purposes of this section the term "retirement" nieans 

the permanent withdrawal of depreciable property from use in the 
trade or business or in the production of income. The withdrawal may 
be made in one of several ways. For example, the withdrawal may 
be made by selling or exchanging the asset, or by actual abandonment. 
In addition, the asset may be withdrawn from such productive use 

without disposition as, for example, by being placed in a supplies or 

scrap account. The tax consequences of a retirement depend upon 

the form of the transaction, the reason therefor, the timing of the 

retirement the estimated useful life used in computing depreci;ition, 

aos474 — 56 — s 
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and whether the asset is accounted for in a separate or multiple asset 

account. Upon the retirement of assets, the rules in this section apply 
in determining whether gain or loss will be recognized, the amount of 
such gain or loss, and the basis for determining gain or loss: 

(1) Where an asset is retired by sale at arm's length, recogni- 
tion of gain or loss will be subject to the provisions of sections 

1002, 1231, and other applicable provisions of law, 

(2) Where an asset is retired by exchange, the recognition of 
gain or loss will be subject to the provisions of sections 1002, 1081, 
1281, and other applicable provisions of law. 

(3) Where an asset is permanently retired from use in the trade 
or business or in the production of income but is not disposed of 
by the taxpayer or physically abandoned (as, for example/ when 

the asset is transferred to a supp)ies or scrap account), gain will 

not be recognized. In such a case loss will be recognized measured 

by the excess of the adjusted basis of the asset at the time of re- 

tirement over the estimated salvage value or over the fair market 
value at the time of such retirement if greater, but only if— 

i) The retirement is an abnormal retirement, or 
ii) The retirement is a normal retirement from a single 

asset account (but see paragraph (d) for special rule for 
item accounts), or 

(iii) The retirement is a normal retirement from a multiple 
asset, account in which the depreciation rate was based on the 
maximum expected life of the longest lived asset contained 
in the account. 

(4) Where an asset is retired by actual physical abandonment 
(as, for example, in the case of a building condemned as unfi for 
further occupancy or other use), loss will be recognized measured 
by the amount of the adjusted basis of the asset abandoned at the 
time of such abandonment. In order to qualify for the recogni- 
tion of loss from physical abandonment, the intent of the tax- 
payer must be irrevocably to discard the asset so that it will neither 
be used again by him nor retrieved by him for sale, exchange, or 
other disposition. 

Experience with assets which have attained an exceptional or un'usual 

age shall, with respect to similar assets, be disregarded in determining 
the maximum expected useful life of the longest lived asset in a multi- 
ple asset account. For example, if a manufacturer establishes a proper 
multiple asset account, for 50 assets which are expected to have an 

average life of 80 years but which will remain useful to him for varying 
periods between 20 and 40 years, the maximum expected useful life will 
be 40 years, even though an occasional asset of this kind may last 60 
years. 

(b) Definition of normal and abnormal retirement8. — For the pur- 
pose of this section the determination of whether a retirement is normal 
or abnormal shall be made in the light of all the facts and circum- 
stances. In general, a retirement shall be considered a normal retire- 
ment unless the taxpayer can show that the withdrawal of the asset 
was due to a cause not contemplated in setting the applicable deprecia- 
tion rate. For example, a retirement is considered normal if made 
within the range of years ta'ken into consideration in flxing the de- 

preciation rate and if the asset has reached, a condition at which, in the 
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normal couise of events, the taxpayer customarily retires similar 
assets «om use in his business. On the other hand, a retirement may 
b«bn«mal if the asset is withdrawn at an earliei time or under other 
circumstances, as, for example, when the asset, has been damaged by 
casualty or ha~s lost its usefulness suddenly as the result of extraordi- 
nary obsolescence. 

(c) Basis of assets )'cfire@. — The basis of an asset at the time of re- 
tirement for computing gain or loss shall be its adjusted basis for 
determining gain or loss upon a sale or other disposition as determined 
in accordaiice with the provisioiis of section 1011 and the following 
rules: 

(1) In the case of a nornial retirenient of an asset from a multi- 
ple asset account where the depreciation rate is based on average 
expected useful life, the term "adjusted basis" means the salvage 
value estimated in determinin~ the depreciation deduction in ac- 
cordance with the provisions of f 1. 167(a) — 1(c), 

(2) In the case of a normal retirement of an asset from a multi- 
ple asset account in which the depreciation rate was based on the 
niaximum expected life of tlie longest lived asset in the account, 
the adjustment for depreciation allo~ed or allowable shall be made 
at the rate which would have been proper if the asset had been 
depreciated in a single asset account (uncler the method of depre- 
ciation used for the multiple asset account) using a rate based upo» 
the maximum expected useful life of that asset, and 

(8) In the case of an abnormal retirement from a multiple asset 
account the adjustment for depreciation allowed or allowable shall 
be made at the rate which would have been proper had the asset 
been depreciated in a single asset, account (under the method of 
depreciation used for the multiple asset account) and using a rate 
based upon either the average expected useful life or the maximum 
expected useful life of the asset, depending upon the method of 
determining the rate of depreciation used in connection with the 
multiple asset account. 

(d) 8peÃal i'Mle for item accounts. — (1) As indicated in paragraphs 
(a) (3) (ii) and (iii) of this section, a loss is recognized upon the 
normal retirement of an asset from a single asset account but a loss 
on the normal retirement of. an asset in a multiple asset account is 
not allo~able where the depreciation rate is based upon the average 
useful life of the assets in the account. Where a taxpayer with more 
than one depreciable asset chooses to set up a separate account for 
each such. asset and the depreci;ition rate is based on the average 
useful life of such assets (so that he uses the same life for each a~c- 

count), the question arises whether his depreciation deductions in 

substance are the equivalent of those which would result from the use 
of multiple asset accounts and, therefore, he should be subject to the 
rules governing losses on retirements of assets from multiple asset ac- 

counts. Where a taxpayer has only a few depreciable assets which 

he chooses to account for in single asset accounts, particularly where 

such assets cover a relatively na~rrow range of lives, it cannot be said 
in the usual case that the allowance of losses on retirements from such 

accounts clearly will distort income. This results from the fact that 

where a, taxpayer has only a few depreciable assets it is usually not 

possible clearly to determine that the depreciation rate is based upon 
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the average useful life of such assets. Accordingly, it cannot be said 
that the taxpayer is in e8ect clearly operating with a multiple asset 
account using an average life rate so that losses should not be aHowed 

on normal retirements. Therefore, losses normally will be aHowed 

upon retirement of assets from single asset accounts where the tax- 

payer has only a few depreciable assets. On the other hand, when a 

taxpayer who has only a few depreciable assets chooses to account for 
them xn single assets accounts, using for each account a depreciation 
rate based on the average useful life of such assets, and the assets 

cover a wide range of lives, the likelihood that income will be dis- 

torted is greater than where the group of assets covers a relatively 
narrow range of lives. In those cases where the allowance of losses 

would distort income, the rules with respect to the allowance of losses 

on normal retirement shaH be applied to such assets in the same man- 

ner as though the assets had been accounted for in multiple asset 
accounts using a rate based upon average expected useful life. 

(9) Where a taxpayer has a large number of depreciable assets 
and depreciation is based on the average useful life of such assets, 
then, whether such assets are similar or dissimilar and regardless of 
whether they are accounted for in individual asset accounts or mul- 

tiple asset accounts the allowance of losses on the normal retirement 
of such assets would distort income. Such distortion would result 
from the fact that the use of average useful life (and& accordingly, 
average rate) assumes that while some assets normally will be retired 
before the expiration of the average life, others normally will be re- 
tired after expiration of the average life. Accordingly, if instead of 
accounting for a large number of similar or dissimilar depreciable 
assets in multiple asset accounts, the taxpayer chooses to account 
separately for such assets, using a rate based upon the average life 
of such assets, the rules with respect to the aHowances of losses on 
normal retirements will be applied to such assets in the same manner 
as though the assets were a, ccounted for in multiple asset accounts 
using a rate based upon average expected useful life. 

(8) Where a taxpayer who does not have a large number of de- 
preciable assets (and who therefore is not subject to subparagraph 
(9) of this paragraph) chooses to set up a separate account for each 
such asset, and has sought to compute an average life for such assets 
on which to base his dep~reciation deductions (so that he uses the same 
life for each account), the allowance of losses on normal retirements 
from such accounts may in some situations substantially distort in- 
come. Such distortion would result from the fact that the use of 
average useful life (and, accordingly, average rate) assumes that 
awhile some assets normally will be retired before expiration of the 
average life, others normally will be retired after expiration of the 
average life. Accordingly, where a taxpayer chooses to account sepa- 
rately for such assets instead of accounting for them in multiple asset 
accounts, and the result is to substantially distort his income& the 
rules with respect to the allowance of. losses on normal retirements 
shall be applied. to such assets in the same manner as though the assets 
had been accounted for in multiple asset accounts using a rate based 
upon average expected useful life. 

(4) Whenever a taxpayer is treated under this paragraph as thoug" 
his assets were accounted for in a multiple asset account using an 
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iive'age»fe rate, and, therefore, he is denied a. loss on retirements, 
the uiirecoveie&l cost less salvage of each asset whi& li ivas account«; l 

for separately iiiay be ainortized in accordance with the rule state&] 
i»paragraph (e) (1) (ii) of this section. 

(e) A. ccounting treatment oi' asset retirem, , ents. — (1) In the case of 
;i normal retirement where under the foregoing rules no loss is recog- 
nized and where the»sset is retired without disposition or abandon- 
inent, (i) if the asset, was contained in a multiple asset account, the 
full cost of such asset, reduced by estimated salvage, shall be charged 
to the depreciation reserve, or (ii) if the asset was accounted for sepa- 
rately, the unrecovered cost or otlier basis, less salvage, of the asset 
may be amortized through ann», &l deductions from gross income in 
amounts equal to the unrecovered cost or other basis of such asset, 
divided by the average expected useful life (not the remaining useful 
life) applicable to tlie asset at the time of retirement. For example, 
if an asset is retired after six years of use and at the time of retirement 
depreciation was being claimed on the basis of an average expected 
useful life of ten years, the unrecovered cost or other basis less salvage 
wouM be amortized through equal annu;il deductions over a period of 
ten ye;irs from the time of retirement. 

P) Where multiple asset accounts are used and acquisitions and 
retirements are numerous, if a taxpayer, in order to avoid unneces- 
sarily detailed accounting for individual retirements, consistently fol- 
lows the practice of charging the reserve with the t'ull cost or other 
basis of assets retired and of crediting it with all receipts from salvage, 
the practice may be continued so long as, in the opinion of the Com- 
missioner, it clearly reRects income. Conversely, where the taxpayer 
customarily follows a practice of reporting all receipts from salvage 
as ordinary taxable income such practice may be continued so long as, 
in the opinion of the Commissioner, it clearly reflects income. 

(f) Cross reference. — For special rules in connection with the re- 
tirement of the last asset of a given year's acquisitions under the de- 
clining balance method, see example (2) in $ 1. 167(b) — 9(b). 

)1. 167(a) — 9 Obsolescence. — The depreciation allowance includes 
an allowance for normal obsolescense which should be taken into ac- 
count to the extent that the expected useful life of property will be 
shortened by reason thereof. Obsolescence may render an asset eco- 
noinically useless to the taxpayer regardless of its physical condition. 
Obsolescence is attributable to many causes, including technological 
improvements and reasonably foreseeable economic changes. Among 
these causes are normal progress of the arts and sciences, supercession 
or inadequacy brought about by developments in the industry, prod- 
ucts, methods, markets, sources of supply, and other like changes, and 
legislative or regulatory action. In any case in which the taxpayer 
shows that the estimated useful life previously used should be shorteiied 
by reason of obsolescence greater than had been assumed in computing 
such estimated useful life, a change to a new and shorter estimated 
useful life computed in accordance with such showing mill be permit- 
ted. No such change will be permitted merely because in the unsup- 
ported opinion of the taxpayer the property may become obsolete. For 
rules governing the allowance of a loss when the usefulness of an 

asset, js suddenly terminated, see section 165 and the regulatio»s 
thereunder. If the estimated useful life and the depreciation rates 



have been the subject of a previous agreement, see section 167(d) and 

$ 1. 167(d) — 1. 

$ 1. 167(a) — 10 WHEN DEPREOIATICN DEDUGTIQN Is ALLQWABLE. 

(a) A taxpayer should deduct the proper depreciation allowance each 
year and may not increase his depreciation allowances in later years 
by reason of his failure to deduct any depreciation allowance or of 
his action in deducting an allowance plainly inadequate under the 
known facts in prior years. The inadequacy of the depreciation allow- 
ance for property in prior years shall be determined on the basis of 
the allowable method of depreciation used by the taxpayer for such 

roperty or under the straight line method if no allowance has ever 
een claimed for such property. The preceding sentence shall not be 

construed as precluding application of any method provided in section 
167(b) if taxpayer's failure to claim any allowance for depreciation 
was due solely to erroneously treating as a deductible expense an item 
properly chargeable to capital account. For rules relating to adjust- 
ments to basis, see section 1016 and the regulations thereunder. 

(b) The period for depreciation of an asset shall begin when the 
asset is placed in service and shall end when the asset is retired from 
service. A proportionate part of one year's depreciation is allowable 
for that part of the first and last year during which the asset was in 
service. However, in the case of a multiple asset account, the amount 
of depreciation may be determined by ising what is cominonly de- 
scribed as an 'averaging convention", that is, by using an assumed 
timing of additions and retirements, For example, it might be as- 
sumed that all additions and retirements to the asset account occur 
uniformly throughout the taxable year, in which case depreciation is 
computed on the average of the beginning and ending balances of the 
asset account for the taxable year. See example (8) under $ 1. 167(b)- 
1(b). Among still other averaging conventions which may be used 
is the one under which it is assumed that all additions and retirements 
during the first half of a given year were made on the first day of. that 
year and that all additions and retirements during the second half of 
the year were made on the first day of the following year. Thus, a full 
year's depreciation would be taken on additions in the first half of the 
year and no depreciation would be taken on additions in the second 
half. Moreover, under this convention, no depreciation would be 
taken on retirements in the first half of the year and a full year's de- 
preciation would be taken on the retirements in the second half. AR 
averaging convention, if' used, must be consistently followed as to the 
account or accounts for which it is adopted, and must be applied to 
both additions and retirements, In any year in which an averaging 
convention substantially distorts the depreciation allowance for the 
taxable year, it may not be used. 

$ 1. 167(b) STATUTCRT PRovIsIQNs ) DEPREOIATIDN i UsE oF CERT&&& 
METHODS AND RATES. 

SEC. 167. DEPRECIATION, 
(b) ITsz op CERTAIN METHODs AND RATEs. — For taxable years ending 

after December 81, 19os, the term "reasonable allowance" as used in sub- 
section (a) shall include (but shall not be limited to) an allowance com- 
puted in accordance with regulations prescribed by the Secretary or his 
delegate, under any of the following methods: 
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(I) Tbe straight line method, 
(2) The declining balance me ihod, using a rate not exceeding tivice t»e rate &vhich would have been used had the annual allowance been 

computed under the method described in paragraph (1), (g) The sum of the years — digits niethod, and 
(4) Any other consistent method productive of an annual allow- ance which, vvhen added to all allowances for the period commencing with the taxpayer's use of the property and including the taxable 

year, does not, during the first two-thirds of the useful life of the 
property, exceed the total of such allowances which would have been 
used had such allowances been computed under the method described 
in paragraph (2). 

Nothing in this subsection shall be construed to limit oi reduce an alloiv- 
ance otberwisc allowable under subsection (a) . 

bg 1. 167(b) — (0) METHODs oF CDMPUTING DKPREGIATIGN — (a) In 
genera(. — Any reasonable and consistently applied method of comput- 
ing depreciation may be used or continued in use under section 167. 
Regardless of the method used in computing depreciation, deductions 
for depreciation shall not exceed such amounts as may be necessary to 
recover the unrecovered cost or other basis less salvage during the re- 
maining»seful life of the property. The reasonableness of any claim 
for depreciation shall be determined upon the basis of conditions known 
to exist at the end of the period for which the return is made. It is 
the responsibility of the taxpayer to establish the reasonableness of the 
deduction for depieci;ition claimed. Generally& depreciation deduc- 
tions so claimed will be changed only where there is a clear and con- 
vincing basis for a change. 

(b) Certain method8. — Methods previously found adequate to pro- 
duce a reasonable allowance under the Internal Revenue Code of 1939 
or prior revenue laws will, if used consistently by the taxpayer, con- 
tinue to be acceptable under section 167(a). Examples of such methods 
which continue to be acceptable are the straight line method, the de- 
clining balance method with the rate limited to 150 percent of the 
applicable straight line rate, and under appropriate circumstances, 
the unit of production method. The methods described in section 
167(b) and $$ 1. 167(b) — 1, 2, 3, and 4 shall be deemed to produce a rea- 
sonable allowance for depreciation except as limited under section 
167(c) and $ 1. 167(c) — 1. See also $ 1. 167(e) — 1 for rules relating to 
change in method of computing depreciation. 

(c) application of methods. — In the case of item accounts, any 
method which results in a reasonable allowance for depreciation may be 
selected for each item of property. but such method must thereafter 
be applied consistently to that particular item. In the case of group, 
classified, or composite accounts, any method may be selected for each 
account. Such method must be applied to that particular account 
consistently thereafter but need not necessarily be applied to acquisi- 
tions of similar property in the same or subsequent years, provided 
such acquisitions are set up in separate accounts. See, ho~ever, 
ea 

1. 167(e) — 1 and section 446 and the regulations thereunder, for rules 
relating to changes in the method of coniputing depreciation, and, 
$1. 167(c) — 1 for restriction on the use of certain methods. See also 

$ 1. 167(a) — 7 for definition of account. 

$ 1. 167(b) — 1 STRAIGIIT LINE M E T H. 0 D. — (a) Applk ation of 
Inethodi. — Under the straight line metliod the cost or other basis of the 
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property less its estimated salvage value is deductible in equal annual 
amounts over the period of the estimated useful life of the property. 
The allowance for depreciation for the taxable year is determined by 
dividing the adjusted basis of the property at the beginning of the 
taxable year, less salvage value, by the remaining useful life of the 
property at such time. For convenience, the allowance so determined 
may be reduced to a percentage or fraction. The straight line method 
may be used in determining a reasonable allowance for depreciation 
for any property which is subject to depreciation under section 167 
and it shall be used in all cases where the taxpayer has not adopted a 
difFerent acceptable method with respect to such property. 

(b) I/h585'9"atiost8. — The straight line method is illustrated by the 
following examples: 

Ezamp/e (1). Under the straight line n1ethod items may be 
depreciated separately: 

Year Item 
Cost or 

other basis 
less sa]vage 

Useful 
life 

1954 1955 1956 

Depreciation allowable 

1954 Asset A 
Asset 8 

$1, 600 
12, 000 

4 
40 

*$200 
*150 

$400 
300 

$400 
300 

'In this example it is assumed that the assets were placed in service on July 1, 1954. 

Example (8). In group, c)assified, or composite accounting, a 
number of assets with the same or dIfFerent useful lives may be 
combined into one account, and a single rate of depreciation, i. e. , 
the group, classified, or composite rate used for the entire account. 
In the case of group accounts, i. e. , accounts containing assets 
which are similar in kind and which have approximately the same 
estimated useful lives, the group rate is determined from the 
average of the useful lives of the assets. In the case of classified 
or composite accounts, the classified or composite rate is generally 
computed by determining the amount of one year's depreciation 
for each item or each group of similar items, and by dividing the 
total depreciation thus obtain. ed by the total cost or other basis of 
the assets. The average rate so obtained is to be used as long as 
subsequent additions, retirements, or replacements do not sub- 
stantially alter the relative proportions of difFerent types of assets 
in the account. An example of the computation of a classified or 
composite rate follows: 

Cost or other Anneal 
hosts Estimated useful life depreciation 

$10, 000 5 $2, 000 
10, 000 15 667 

20, 000 2, 667 

Average rate is 18. 88 percent ($2, 667 —:$20, 000) unadjusted for 
salvage. Assuming the estimated salvage value is 10 percent of 
the cost or other basis, the rate adjusted for salvage will be 18 88 
percent minus 10 percent of 18. 88 percent (18. 88% — 1 88%) s o 
12 percent. 
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& rrttnpte (o). The use of the straight line method for group, 
classlfieil, or composite accounts is illustrated by the following~ 
exanIple: tr taxpayer filing his returns on a calendar year basi~s 
maintains an asset account foi which a group r:lte of 20 percent 
has been determined, before adjustment for salvage. Estimated 
salvage is determined to be 62/0 percent, resulting m an adjusted 
rate of 18. 67 percent. During the years illustrated, the initial 
investment, additions, retirements, and salvage recoveries, which 
were determined not to change the composition of the group suf- 
ficiently to require a change in rate, were assumed to have been 
made as follows: 

1004 — Initial investm& nt of $12, 000 
10u7 — Retirement $2, 000, salvage realized $200 
1008 — Retireruent $2, 000, salva" e realized $200 
1050 — Retirements $4, 000, salvage realized $400 
1050 — Additions $10, 000 
1060 — Retirement $2, 000, no salva 'e realized 
1961 — Retirement 5"', 000, ao siilvage realized 

Depreciable asset account and depreciation computation on average balances 

Year 
Asset 

balance 
Jan. 1 

C urrent 
additions 

Current 
retire- 
ments 

Asset 
balance 
Dec. 31 

Average 
balance Rate 

Allowable 
deprecia- 

tion 

1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 

$12, 000 
12, 000 
12, 000 
10, 000 
8, 000 

14, 000 
12, 000 

$12, 000 

10, 000 

$2, 000 
2, 000 
4, 000 
2, 000 
2, 000 

$12, 000 
12, 000 
12, 000 
10, 000 
8, 000 

14, 000 
12, 000 
10, 000 

$6, 000 
12, 000 
12, 000 
11, 000 
9, 000 

11, 000 
13, 000 
11, 000 

18. 67% 
&4 

$1, 120 
2, 240 
2, 240 
2, 054 
1, 680 
2, 054 
2, 427 
2, 054 

Corresponding depreciation reserve account 

Year 
Deprecia- 

tion reserve 
Jan. 1 

Deprecia- 
tion 

allowable 

Current 
retire- 
rnents 

Salvage 
realized 

Deprecia- 
tion reserve 

Dec. 31 

1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 

$1, 120 
3, 360 
5, 600 
5, 854 
5, 734 
4, 188 
4, 615 

$1, 120 
2, 240 
2, 240 
2, 054 
1, 680 
2, 054 
2, 427 
2, 054 

$2, 000 
2, 000 
4, 000 
2, 000 
2, 000 

$200 
200 

$1, 120 

5, 854 
6, 734 
4, 188 
4, 616 
4, 669 

$ 1. 167(b) — 2 DEcLINING BALANGE METHoD. — (a) ~pplicotzort of 
method. — IJnder the declining balance method a uniform rate is ap- 
plied each year to the unrecov~ered cost or other basis of the property. 
The unrecovered cost or other basis is the basis provided by section 
167(f), adjusted for depreciation previously allowed or allowable, and 
for all other adjustments provided by section 1016 and other appli- 
cable provisions of law. The declining balance rate may be deter- 
mined without resort to formula. Such rate determined under section 
167(b) (2) shall not exceed twice the appropriate straight line rate 
computed without adjustment for salvage. While salvage is not taken 
into account in determining the annual allowances under this method, 
in no event shall an asset (or an account) be depreciated below a rea- 
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sonable salvage value. See section 167(c) and $1. 167(c) — 1 for re- 
strictions on the use of the declining balance method. 

(b) I/lttstrattofts. — The declining balance method is illustrated by 
the following examples: 

L"xarnple (1). A new asset having an estimated useful lifo 
of 90 years was purchased on January 1, 1954, for $1, 000. 
normal straight line rate (without adjustment for salvage) is 5 

percent, and the declining balance rate at twice the normal 
straight line rate is 10 percent. The annual depreciation aUow 
ances for 1954, 1955, and 1956 are as follows: 

Declining Depreciation 
Year Baca oalance rate uBowance 

1954 $1, 000 10% $100 
1955 900 10% 90 
1956 810 10% 81 

Ezafrsple (8). A taxpayer filing his returns on a calendar 
year basis maintains a group account to which a, 5 year life and 
a 40 percent declining balance rate are applicable. Originn] 
investment, additions, retirements, and salvage recoveries are 
the same as those set forth in example (8) of $ 1. 167(b) — 1(b). 
Although salvage value is not taken into consideration in com- 
puting a declining balance rate, it must be recognized and ac- 
counted for when. assets are retired. 

Deprcciabte asset account and depreciation computation using average asset and 
reserve batances 

Year 
Asset 

balance 
Jan. 1 

Current Current 
additions retire- 

Asset 
balance 
Dec. 31 

Average 
balance 

Average 
reserve 
before 

deprecia- 
tion 

Ket 

deprec- 

iablee 
balance 

Allow. 
able 

deprecis. 
tion 

1954 
1955 
1956. 
1957. 
1958 
1959 
1960 
1961 

$12, 000 
12, 000 
12, 000 
10, 000 
8, 000 

14, 000 
12, 000 

$12, 000 

10, 000 

$2, 000 
2, 000 
4, 000 
2, 000 
2, 000 

$1'2, 000 
12, 000 
12, 000 
10, 000 
8, 000 

14, 000 
12, 000 
10, 000 

$6, 000 
12, 000 
12, 000 
11, 000 

9, 000 
11, 000 
13, 000 
11, 000 

$2, 400 

7, 644 
7, 186 
5, 212 
4, 727 
6, 036 

$6, 000 
9, 600 
5, 760 
3, 356 
1, 814 
5, 788 
8, 273 
4, 964 

4Ofo $2, 4Nl 

3, 840 

2, 3IN 

1, 342 
726 

2, 315 
3, '3i6 
1, 9Ni 

Depreciation reserve 

Year Reserve 
Jsn. 1 

Current 
retire- 
ments 

Salvage 
realized 

Reserve 
Dec. 31, 

before de- 
preciation 

Average 
reserve be- 
fore depre- 

ciation 

Allowable 
R~rve 

deprecia- aft r tion 
pm htfos 

1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 

$2, 400 
6, 240 
8, 544 
8, 086 
7, 012 
5, 727 
7, 036 

$2, 000 
2, 000 
4, '0OO 

2, 000 
2, 000 

$200 
200 

$2, 400 
6, 240 
6, 744 
6, 286 
3, 412 
3, '727 
5, 036 

$2, 400 
6, 240 
7, 644 
7, 186 
5, 212 
4, 727 
6, 036 

$2, 400 
3, 840 
2, 304 
1, 342 

726 
2, 315 
3, 309 
1, 986 

g, 4N 
6, 50 
8, 544 

8, 086 

7, 012 
5, 75 
7, 8% 
7, 921 

Where separate depreciation accounts are maintained by year « 
acquisition and there is an unrecovered balance at the time of the last 
retirement, such unrecovered balance may be deducted as part 0f 
the depreciation allowance for the year of such retirement. Thus, if 



[$ 167. 

the-taxpayer had kept separate depreciation accounts by year of acqui- 
sftfon and all the retirements shown in the example above were from 

. 1954 acquisitions, depreciation would be computeil on the 1954 and 
1959 acquisitions as follows: 

195ff acquisitious 

Year 
Asset 

balance 
Jsn. 1 

Acquisi- 
tions 

Current 
retire- 
ments 

Asset 
balance 
Dec. 31 

Average 
balance 

Average 
reservo 
before 

deprcci 
stion 

Net de- 
preciable 
balance 

Allow. 
able 

depreci 
stion 

1954 . 
1955 
1956 
1957 
1958 
1959 . 
1960 
1961 

$12, 000 
12, 000 
12, 000 
10, 000 
8, 000 
4, 000 
2, 000 

$12, 000 

$2i 000 
2, 000 
4, 000 
2, 000 
2, 000 

$12, 000 
12, 000 
12, 000 
10, 000 
8, 000 
4, 000 
2, 000 

$61 000 
12, 000 
12, 000 
11, 000 
9, 000 
6, 000 
3, 000 
I, 000 

$2' 400 
61 240 
7& 644 
7, 186 
5, 212 
2, '727 

836 

$6I 000 
9, 600 
5, 760 
SI 356 
1, 814 

788 
273 
164 

4o% $2, 400 
3, 840 
2, 304 
1, 342 

726 
315 
109 

"164 

'Balance allowable as depreciation in the year of retirement of the last survivor of the 1954 acquisitions. 

Depreciation reserve for 195ff acquisitions 

1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 

Year Reserve 
Jan. 1 

$2, 400 
6, 240 
8, 544 
8, 086 
7, 012 
3', 727 
1, 836 

Current 
retire. 
ments 

$2, 000 
2, 000 
4, 000 
2, 000 
2, 000 

Salvage 
realized 

$200 
200 
400 

Reserve 
Dec. 31, 

before de- 
preciation 

$2, 400 
6, 240 
6, 744 
6, 286 
3, 412 
1, 727 
(164) 

Average 
reserve 

before de- 
preciation 

$2, 400 
6, 240 
7, 644 
7, 186 
5, 212 
2, 727 

836 

Allowable 
depreci- 

ation 

$2, 400 
a 840 
2, 304 
1, 342 

726 
315 
109 
164 

Reserve 
Dec. 31 
after de 

preciation 

$2, 400 
6, 240 
8, 544 
8, 086 
7, 012 
3', 727 
1, SM 

1959 acquisitions 

Asset 
balance 
Jan. 1 

4cqu&so 
tion 

Asset 
balance 
Dec. 31 

Average 
balance 

Reserve 
Dec. 31, 
before 

depreci- 
ation 

Net de- 
preciable 
balance 

Rate 

Reserve 
Dec. 31, 

after 
depreci- 

ation 

Allow- 
able de- 

preciation 

1959 
1960 
1961 

$10, 000 
10, 000 

$10, 000 ', 110, 000 
10, 000 
10, 000 

$5, 000 
10, 000 
10, 000 

None 
$2, 000 

5, 200 

$5, 000 40% 
40% 
40% 

$2, 000 
3. 200 
1, 920 

$2, 000 
5, 200 
7, 120 

In the above example, the allowable depreciation on the 1954 acqui- 
sitions totals $11, 200. This amount when increased by salvage realized 
in the amount of $800, equals the entire cost or other basis of the 1954 
acquisitions ($12, 000) . 

(c) Change in estimated 7tsefttl life. — In the declining balance 
method when a change is justified in the useful life estimated for an 

account, subsequent computations shall be made as though the revised 
useful life had been originaly estimated. For example, assume that 
an account has an estimated useful life of ten years and that a declining 
balance rate of 20 percent is applicable. If, at the end of the sixth 

year, it is determined that the remaining useful life of the account is 
six years, computations shall be made as though the estimated useful 
life was originaly determined as twelve years. Accordingly, the ap- 
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plicable depreciation rate will be 16% percent. This rate is there 
af ter applied to the unrecovered cost or other basis. 

$ 1. 167(b) — 8 Smr or Taz YEARs-Dzorrs MEr~ion. — (a) App/idtlt ~0 
tt single tt8set. — (1) Cegtera/ rule. — Under the sum of the years-digits 
method. annual allowances for depreciation are computed by applying 
changing fractions to the cost or other basis of the property reduced 
by estimated salvage. The numerator of the fraction changes each 
year to a number which corresponds to the remaining useful life of 
the asset (including the year for which the allowance is being conf- 
puted), and the denominator which remains constant is the sum of 
all the years digits corresponding to the estimated useful life of the 
asset. See section 167(c) and $ 1. 167(c) — 1 for restrictions on the use 
of the sum of the years-digits method. 

(i) Illustrations. — Computation of depreciation allowances on a 
single asset under the sum of the years-digits method is illustrated by 
the t'ollowing examples: 

Ed, "agfbp/e (1). — A new asset having an estimated useful life of five 
years was acquired on January 1, 1954, for $1, 750. The estimated 
salvage is $250. For a taxpayer filing his returns on a calendar year 
basis, the annual depreciation allowances are as follows: 

Cost or other 
basis less 

salvage Jlracti on* 

$1, 500 
1, 500 
1, 500 
1, 500 
1, 500 

AllowabLe Depreciation 
deprematwn reserve 

$500 $500 
400 900 
300 1, 200 
200 1, 400 
100 1, 500 

Year 

1954 
1955 
1956 
1957 
1958 

Unrecovered value (salvage) 250 
'The denominator of the fraction is the sum of the digits representing the years of useful life, i, e. , 5. 4, 3, 

2, and 1, or 15. 

Eaagttp/e (8). A. ssume in connection with an asset acquired in 1954 
that 8/4 of a year's depreciation is allowable in that year. The follow- 
ing illustrates a reasonable method of allocating depreciation: 

Allowable depreciation 
De pr eci ation 

for 19 months f954 f955 f955 
1st year $500 (3/4) $375 (1/4) $125 
2d year 400 (3/4) 300 (1/4) $100 
3d year 300 (3/4) 225 

375 425 325 

(ii) Change igt useful life. — Where in the case of a single asset, a 
change is justified in the useful hfe, subsequent computations shall be 
made as though the remaining useful life at the beginning of the tax- 
able year of change were the useful life of a new asset acquired at such 
time and with a basis equal to the unrecovered cost or other basis of the 
asset at that time. For example, assume that a new asset with aff. 
estimated useful life of ten years is purchased in 1954. At the time 
of making out his return for 1959, the taxpayer finds that the asset hft& 
a remaining useful life of seven years from January 1, 1959. Depre- 
ciation for 1959 should then be computed as though 1959 were the 
first year of the life of an asset estimated to have a useful life of seven 
years, and the allowance for 1959 would be 7/98 of the unrecoverefl 
cost or other basis of the asset after adjustment for salvage. 
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(~) &&q)I(It'gtt'ng life. — (i) A ppHc(It~'on. — Under the sum of the years- 
digits method, annual allowances for depreciation may also be com- 
puted by' applying changing fractions to the unrecovered cost or other 
basis of' the asset reduced by estimated salvage. The numerator of the 
fraction changes each year to a number which corresponds to the re- 
maining useful life of the asset (including the year for which the al- 
lowance is being computed), and the denominator changes each year 
to a number which represents the sum of the digits corresponding to 
the years of estimated remaining useful life of the asset. For decimal 
equivalents of such fractions see Table I below. For example, a new 
asset with an estimated useful life of 10 years is purchased January 1, 
1954, for $6, 000. Assuming a salvage value of $500, the depreciation 
allowance for 1954 is $1, 000 ($5, 500 x. 1818, the applicable rate from 
Table I). For 1955, the unrecovered balance is $4, 500, and the re- 
maining life is 9 yea~rs. The depreciation allowance foI 1955 would 
then be $900 ($4s500X. 9000, the applicable rate from Table I). 

(ii) TaNe I. — This table shows decimal equivalents of sum of the 
years digits fractions corresponding to remaining lives from 1 to 100 
years. 

TABLE I. — DECI MAL EQUIVALENT FO 
METHOD, BASED 0 

R USE OF SUM OF TH 
N REMAININO LIFE 

E YEAHS-Dl(IITS 

Remaining 
ttfe (years) 

100. 0 
99. 9 
99. 8 
99. 7 
99. 6 
99. 5 
99. 4 
99. 3 
99. 2 
99. 1 
99. 0 
98. 9 
98. 8 
98. 7 
98. 6 
98. 5 
98. 4 
98. 3 
98. 2 
98. 1 
98. 0 
97. 9 
97. 8 
97. 7 
97. 6 
97. 5 
97. 4 
97. 3 
97. 2 
97. 1 
97. 0 
96. 9 
96. 8 
96. 7 
96. 6 
96. 5 
96. . 4 

Decimal 
equivalent 

0. 0198 
. 0198 
. 0198 
. 0199 
. 0199 
. 0199 
. 0199 
. 0199 
. 0200 
. 0200 
. 0200 
. 0200 
. 0200 
. 0201 
. 0201 
. 0201 
. 0201 
. 0201 
. 0202 
. 0202 

0202 
. 0202 
. 0202 
. 0203 
. 0203 
. 0203 
. 0203 
. 0203 
. 0204 
. 0204 
. 0204 
. 0204 
. 0204 
. 0205 
. 0205 
. 0205 
. 0205 

Remaining 
lrfe (years) 

96. 3 
96. 2 
96. 1 
96. 0 
95. 9 
95. 8 
95. 7 
95. 6 
95. 5 
95. 4 
95. 3 
95. 2 
95. 1 
95. 0 
94. 9 
94. 8 
94. 7 
94. 6. 
94. 5 
94. 4 
94. 3 
94. 2 
94. 1 
94. 0 
93. 9 
93. 8 
93. 7 
93. 6 
93. 5 
93. 4 
93. 3 
93. 2 
93. 1 
93. 0 
92. 9 
92. 8. 
93. 7 

Decimal 
equmalent 

0. 0214 
. 0214 
. 0214 
. 0214 
. 0215 
. 0215 
. 0215 
. 0215 
. 0216 
. 0216 
. 0216 
. 0216 
. 0216 
. 0217 
. 0217 
. 0217 
. 0217 
. 0218 
. 0218 
. 0218 
. 0218 
. 0219 
. 0219 
. 0219 
. 0219 
. 0220 
. 0220 
. 0220 
. 0220 
. 0221 
. 0221 
- 0221 
- 0221 
. 0221 
. 0222 
. 0222 
. 0222 

Decimal 
equivalent 

0. 0206 
, 0206 
. 0206 
. 0206 
, 0206 
. 0207 
. 0207 
. 0207 
. 0207 
. 0207 
. 0208 
. 0208 
. 0208 
. 0208 
. 0209 
. 0209 
. 0209 
. 0209 
. 0209 
. 0210 
. 0210 
. 0210 
. 0210 
. 0211 
. 0211 
. 0211 
. 0211 
. 0211 
. 0212 
. 0212 
. 0212 
. 0212 
. 0213 
. 0213 
. 0213 
. 0213 
. 0213 

Remaining 
life (years) 

88. 9 
88. 8 
88. 7 
88. 6 
88. 5 
88. 4 
88. 3 
88. 2 
88. 1 
88. 0 
87. 9 
87. 8 
87. 7 
87. 6 
87. 5 
87. 4 
87. 3 
87. 2 
87. 1 
87. 0 
86. 9 
86. 8 
96. 7 
86. 6 
86. 5 
86. 4 
86. 3 
86. 2 
86. 1 
86. 0 
85. 9 
85. 8 
85. 7 
85. 6 
85. 5 
85. 4 
85. 3 

Remaining 
life (years) 

92. 6 
92. 5 
92. 4 
92. 3 
92. 2 
92. 1 
92. 0 
91. 9 
91. 8 
91. 7 
91. 6 
91. 5 
91. 4 
91. 3 
91. 2 
91. 1 
91. 0 
90. 9 
90. 8 
90. 7 
90. 6 
90. 5 
90. 4 
90. 3 
90. 2 
90. 1 
90. 0 
89. 9 
89. 8 
89. 7 
89. 6 
89. 5 
89. 4 
89. 3 
89. 2 
89. 1 
89. 0 

Dectmal 
equivalent 

0. 0222 
. 0223 
. 0223 
. 0223 
. 0223 

- . 0224 
. 0224 
, 0224 . 0224 
, 0225 
. 0225 . 0225 
. 0225 

0226 . 0226 
. 0226 
. 0226 
. 0227 
. 0227 
. 0227 
. 0228 
, 0228 
. 0228 
. 0228 
. 0229 
. 0229 
. 0229 
. 0229 
. 0230 
. 0230 
. 0230 
. 0230 
. 0231 
. 0231 
. 0231 
. 0231 
. 0232 



TASLE I. — DECIMAL EQUIVALENT Fott USE 
BASED ON REMAININ 

OF SUM OF THE YEARS 
G I IFE — Continued 

-DIGITS METHOp, 

Remaining 
life (years) 

85. 2 
85. 1 
85. 0 
84. 9 
84. 8 
84. 7 
84. 6 
84. 5 
84. 4 
84. 8 
84. 2 
84. 1 
84. 0 
83. 9 
83. 8 
88. 7 
83. 6 
88. 5 
88. 4 
88. 3 
83. 2 
83. 1 
88. 0 
82. 9 
82. 8 
82. 7 
82. 6 
82. 5 
82. 4 
82. 8 
8'2. 2 
82. 1 
82. 0 
81. 9 
81. 8 
81. 7 
81. 6 
81. 5 
81. 4 
81. 3 
81. '2 

81. 1 
81. 0 
80. 9 
80. 8 
80. 7 
80. 6 
80. 5 
80. 4 
80. 8 
80. 2 
80. 1 
80. 0 
79. 9 
79. 8 
79. 7 
79. 6 
79. 5 
79. 4 
79. 8 

Decimal 
eguivalent 

0. 0282 
. 0282 
. 0283 
. 0288 
. 0283 
. 0233 
. 0234 
. 0234 
. 0284 
. 0234 
. 0285 
. 0285 

. 0286 

. 0286 

. 0286 

. 0286 

. 0287 

. 0237 

. 0287 

. 0238 

. 0288 

. 0288 

. 0238 

. 0289 

. 0289 

. 0289 

. 0240 

. 0240 

. 0240 

. 0240 

. 0241 

. 0241 

. 0241 

. 0242 

. 0242 

. 0242 

. 0242 

. 0248 

. 0248 

. 0248 

. 0244 

. 0244 

. 0244 

. 0244 

. 0245 

. 0245 

. 0245 

. 0246 

. 0246 

. 0246 

. 0247 

. 0247 

. 0247 

. 0248 

. 0248 

. 0248 

. 0248 
0249 

. 0249 

Remaining 
life (years) 

79. 2 
79, 1 
79. 0 
78. 9 
78. 8 
78. 7 
78. 6 
78. 4 
78. 5 
78. 8 
78. 2 
78. 1 
78. 0 
77. 9 
77. 8 
77. 7 
77. 6 
77. 5 
77. 4 
77. 3 
77. 2 
77. 1 
77. 0 
76. 9 
76. 8 
76. 7 
76. 6 
76. 5 
76. 4 
76. 8 
76. 2 
76. 1 
76. 0 
75. 9 
75. 8 
75. 7 
75. 6 
75. 5 
75. 4 
75. 8 
75;2 
7. 5. 1 
75. 0 
74. 9 
74. 8 
74. 7 
74. . 6 
74. 5 
74. 4 
74. 3 
?4. 2 
74. 1 
74. 0 
78. 9 
78. 8 
78. 7 
73. 6 
73. 5 
73. 4 
73. 8 

Decirreat 
eguivalent 

0. 0249 
. 0250 
. 0250 
. 0250 
. 0251 
. 0251 
. 0251 

0252 
. 0252 
. 0252 
. 0258 
. 0258 
. 0258 
. 0253 
. 0254 
. 0254 
. 0254 
. 0255 
. 0255 
. 2955 
. 0256 
. 0256 
. 0256 
. 0257 
. 0257 
. 0257 
. 0258 
. 0258 
. 0258 
. 0259 
. 0259 

0259 
. 0260 
. 0260 
. 0260 
. 0261 
. 0261 
. 0261 
. 0262 
. 0262 
. 0262 
. 0268 
. 0263 
. 0264 
. 0264 
. 0264 
. 0265 
. 0265 
. 0265 
. 0266 

0266 
. 0266 
. 0267 
0267 

. 0267 

. 0268 

. 0268 

. 0268 

. 0269 

. 0269 

Remaining 
life (years) 

78. 2 
78. 1 
78. 0 
72. 9 
72. 8 
72. 7 
72, 6 
72. 5 
72. 4 
72. 8 
72. 2 
72. 1 
72. 0 
71. 9 
71. 8 
71. 7 
71. 6 
71. 5 
71. 4 
71. 8 
71. 2 
71. 1 
71. 0 
70. 9 
70. 8 
70. 7 
70. 6 
70. 5 
70. 4 
70. 3 
70. 2 
70. 1 
70. 0 
69. 9 
69. 8 
69. 7 
69. 6 
69. 5 
69, 4 
69. 8 
69. 2 
69. 1 
69, 0 
68. 9 
68. 8 
68. 7 
68. 6 
68. 5 
68. 4 
68. 8 
68. 2, 
68. 1 
68, 0 
67. 9 
67. 8 
67. 7 
67. 6 
67. 5 
67. 4 
67. 8 

Decimal 
egutvalent 

0. 0270 
. 0270 
. 0270 
. 0271 
. 0271 

0271 
. 0272 
. 0272 
. 0272 
. 0278 
. 0278 
. 0274 

0274 
. 0274 
. 0275 
. 0275 
0275 

. 0276 

. 0276 

. 0277 

. 0277 

. 0277 

. 0278 

. 0278 

. 0279 

. 0279 

. 0279 

. 0280 

. 0280 
0280 

. 0281 

. 0281 

. 0282 

. 0282 

. 0282 

. 0288 

. 0283 
0284 

. 0284 

. 0284 

. 0285 

. 0285 

. 0286 

. 0286 

. 0287 

. 0287 

. 0287 

. 0288 

. 0288 

. 0289 

. 0289 

. 0289 

. 0290 

. 0290 

. 0291 

. 0291 

. 0292 

. 0292 

. 0292 

. 0293 

ning 
ears) 

Rema( 
hfe (y 

67. 2 
67. 1 

67. 0 
66, 9 
66. 8 
66. 7 
66. 6 
66. 5 
66. 4 
66. 8 
66. 2 
66. 1 
66. 0 
65. 9 
65. 8 
65. 7 
65. 6 
65. 5 
65. 4 
65. 8 
65. 2 
65. 1 
65, 0 
64. 9 
64. 8 
64. 7 
64. 6 
64. 5 
64. 4 
64. 3 
64, 2 
64. 1 
64. 0 
68. 9 
68. 8 
63, 7 
68. 6 
68. 5 
68. 4 
63. 3 
63. 2 
63. 1 
68. 0 
62. 9 
62. 8 
62. 7 
62, 6 
62. 5 
62. 4 
62. 8 
62. 2 
62. 1 
62. 0 
61. 9 
61. 8 
61. 7 
61. 6 
61. 5 
61. 4 
61. 3 

Decimal 
egutvatent 

0. 0293 
. 0294 
. 0294 
. 0295 
. 0295 
. 0295 
. 0296 
. 0296 
. 0297 
. 0297 
. 0298 
. 0298 
. 0299 
. 0299 
. 0299 
. 0300 
. 0300 
. 0301 
. 0301 
. 0302 
. 0302 
. 0303 
. 0303 
. 0303 

0304 
0304 

. 0305 

. 0305 

. 0306 

. 0306 

. 0, 'i07 

. 0307 

. 0308 

. 0308 

. 0809 

. 0809 

. 0310 

. 0310 

. 0311 

. 0811 

. 0812 

. 0312 

. 0812 

. 0313 

. 0313 

. 0314 

. 0314 

. 0315 

. 0815 

. 0316 

. 0316 
0817 

. 0317 

. 0316 

. 0318 

. 0319 

. 0319 
, 0320 
. 0320 
. 0321 



s 

I 

sl 
I a 

sl 
sl ~ 

sl 
st ' 
sl 
sl 
sl 
st I 

s s 

s 
~ 

s 

s 

s 

~ ~ 

S ~ 

s 

s I 

s s 

I s 

I 
I s 

I 
I 

I 
I 

I 
a 

I 
I 

s 

s 

~ s 

I 
I 

s 

I 

s ~ 

~ ~ 

a ~ 

~ I 

a 
~ ~ 

a 
~ 

's 

s 

s I 

I 
s 

s 

s s 

I 

I I 

I I 
a 

I 
I I 
I Is 
I I' 

I 

a 

I 
I' 

I s 

I ~ I 
I' ~ I 

I 

I 

s s 

I' I 
I' 
I 

I 
I 'I 

I 

I 

I 
I' s 

t 
I 
I 
I' 
t ~ 

I 

I 

I 

I 
I' ' 
I 

~ ~ 
~ ~ 

'I 

s ~ 

s 

~ s 

It 
I 
I 
I 
I 
I 
I ~ 

I 
I 



() 107. ] 118 

TAIU. E I. — DzcIMAI, EqIIIvALENT Foz Vsz or SuM or THz YEAEs-DIGITs METHpo, 
BAsED ON REMAINING LIEF Continued 

Remaining 
life (years) 

37. 2 
37. 1 
37. 0 
30. 9 
36. 8 
36. 7 
36. 6 
36. 5 
36. 4 
36. 3 
36. 2 
36. 1 
36. 0 
35, 9 
35. 8 
35. 7 
35. 6 
35. 5 
35. 4 
35. 3 
35. 2 
35. 1 
35. 0 
34. 9 
34. 8 
34. 7 
34. 6 
34. 5 
34. 4 
34. 3 
34. 2 
34. 1 
34. 0 
33. 9 
33. 8 
33. 7 
33. 6 
33. 5 
33. 4 
33. 3 
33. 2 
33. 1 
33. 0 
32. 9 
32. 8 
32. 7 
32. 6 
32. 5. 
32. 4 
32. 3 
32. 2 
32. 1 
32. 0 
31. 9 
31. 8 
31. 7 
31. 6 
31. 5 
31, 4 
31. 3 

Decimal 
equivalent 

0. 0524 
. 0525 
. 0520 
. 0528 
. 0529 
. 0530 
. 0532 
. 0533 
. 0535 
. 0530 
. 0538 
. 0539 
. 0541 
. 0542 
. 0543 
. 0545 
. 0540 
. 0548 
. 0549 
. 0551 
. 0552 
. 0554 
. 0556 
. 0557 
. 0559 
. 0500 
. 0562 
. 0563 
. 0565 
. 0566 

0568 
. 0570 
. 0571 
. 0573 
. 0575 
. 0576 
. 0578 
. 0580 
. 0581 
. 0583 
. 0585 
. 0586 
. 0588 
. 0590 
. 0592 
. 0593 
. 0595 
. 0597 
. 0599 
. 0600 
. 0602 
0604 

. 0606 

. 0608 

. 0610 

. 0611 

. 0613 

. 0615 

. 0017 

. 0619 

Remaining 
life (years) 

31. 2 
31. 1 
31. 0 
30. 9 
30. 8 
30. 7 
20. 6 
30. 5 
30. 4 
30. 3 
30. 2 
30, 1 
30. 0 
29. 9 
29. 8 
29. 7 
29. G 

29. 5 
29. 4 
29. 3 
29. 2 
29. 1 
29. 0 
28. 9 
28. 8 
28. 7 
28. 6 
28. 5 
28. 4 
28. 3 
28. 2 
28. 1 
28. 0 
27. 9 
27. 8 
27. 7 
27. 6 
27. 5 
27. 4 
27. 3 
27. 2 
27. 1 
27, 0 
26. 9 
26. 8 
20. 7 
20. 0 
26. 5 
20. 4 
26. 3 
26. 2 
20. 1 
20. 0 
25. 9 
25. 8 
25. 7 
25. 
25. 5 
25. 4 
25. 3 

Decimal 
equivalent 

0. 0021 
. 0023 
. 0025 
. 0027 
. 0029 
. 0031 
. 0033 
. C035 

0037 
. 0039 
. 0041 
. 0643 
. 0045 
. 0047 
. 0049 
. 0051 

0653 
. 0656 
. 0658 
. 0660 

0602 
0604 

. 0067 

. 0069 

. 0671 

. 0673 

. 0675 

. 0678 

. 0680 

. 0682 

. OG85 

. 0087 

. 0690 

. 0092 

. 0694 

. 0697 

. 0699 

. 0702 

. 0704 

. 0707 

. 0709 

. 0712 

. 0714 

. 0717 

. 0719 

. 0722 

. 0724 

. 0727 

. 0730 

. 0732 

. 0735 

. 0738 
0741 
0743 

- 0746 
. 0749 

0752 
. 0754 
. 0757 
. 0760 

Remaining 
li Je (years) 

25. 2 
25. 1 
25. 0 
24. 9 
24. 8 
24. 7 
24. 6 
24. 5 
24. 4 
24. 3 
24. 2 
24. 1 
24. 0 
23. 9 
23. 8 
23. 7 
23. 6 
23. 5 
23. 4 
23. 3 
23. 2 
23. 1 
23. 0 
22, 9 
22. 8 
22. 
22. 6 
22. 5 
22, 4 
22. 3 

. 2 
22. 1 
22. 0 
21. 9 
21. 8 
21. . 7 
21. . 6 
21. . 5 
21. 4 
21. . 3 
21. 2 
21. 1 
21. 0 
20. 9 
20. 8 
20. 7 
20. 6 
20. 5 
20. 4 
20. 3 
20. 2 
20. 1 
20. 0 
19. 9 
19 8 
19. 7 
19. 0 
19. 5 
19. 
19. 3 

Deciraal 
equivalent 

0. 0763 
. 0766 
. 0769 
, 0772 
. 0775 
. 0778 
. 0781 
. 0784 
. 0787 
. 0790 
. 0793 
. 0797 
. 08GO 
. 0803 
. 0806 
. 0809 
. 0813 
. 0816 
. 0819 

0823 
. 0826 
. 0830 
. 0833 
. 0837 
. 0840 
. 0844 
. 0847 
. 0851 
. 0854 
. 0858 

. 086G 

. 0870 

. 0873 

. C877 

. 0881 
; 0885 
. 0888 
. 0892 
. 0890 
. 0901 
. 0905 
. 0909 
. 0913 
. 0917 
. 0921 
. 0925 
. 0930 
. 0934 
. 0939 
. 0943 
. 0948 

0952 
. 0957 
. 0961 
. 0966 
. 0970 
. 0975 

0980 
0985 

Remaining 
life (years) 

19. 2 
19. 1 
19. 0 
18. 9 
18. 8 
18. 7 
1 8. 6 
18. 5 
18. 4 
18. 3 
18. 2 
18. 1 
18. 0 
1?. 9 
17. 8 
17. 7 
17. 0' 
17. 5 
17. 4 
17. 3 
17. 2 
17. 1 
17. 0 
10. 9 
10. 8 
10. 7 
16. 6 
16. 5 
16. 4 
16 3 
162 
16. 1 
10. 0 
15. 9 
15. 8 
157 
15. 6 
15. 5 
15. 4 
15. 3 
15. 2 
15. 1 
15. 0 
14. 9 
14. 8 
14. 7 
14. 0 
14. 5 
14. 4 
14. 3 
14. 2 
14. 1 
14. 0 
13. 9 
1'3. 8 
13. 7 
13. 6 
13. 5 
13. 4 
13. 3 

Decimal 
equrvalent 

0. 0990 
. 0995 
. 1000 
. 1005 
. 1010 
. 1015 
. 1020 
, 1025 
. 1030 
. 1036 
, 1041 
. 1047 
. 1053 
. 1058 
. 1063 
. 1069 
. 1074 
, 1080 
. 1086 
. 1092 
. 1098 
. 1105 
. 1111 
. 1117 
. 1123 
. 1129 
. 1135 
. 1142 
. 1148 
. 1155 
. 1162 
. 1169 
. 1176 
. 1183 
. 1190 
. 1197 
. 1204 
. 1211 
. 1218 
. 1226 
. 1234 
. 1242 
. 1250 
. 1257 
. 1265 
. 1273 
. 1281 
. 1289 
. 1297 
. 1306 
. 1315' 
. 1324 
. 1333 
. 1342 
. 1350 
. 1359 
. 1368 
. 1378 
. 1387 
. 1397' 
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Pc mam i(, n 
life (ycnrs) 

13. 2 
13. 1 

13. 0 
129 
12. 8 
12. 7 
12 6 
12. 5 
12. 4 
12. 3 
12 2 
12. 1 
12. 0 
11. 9 
11. 8 
11. 7 
11. 6. 
11 5 
11 4 
11. 3 
11. 2 

11. 
10. 9 
10. 8 
10. 7 
10 6 
10. 5 
10. 4 
10. 3 
10. 2 

Deci a nl 
cqna nlent 

0. 1-IO( 
. 1418 
. 1429 
, 14&8 
. 1148 
, 1458 
. I-!09 
. 147!) 
. 149)0 
. 1502 
. 1514 

lo '(& 

. lo38 

. 1549 

. 1561 
lo! 

. 1585 

. 159( 

. 1610 

. 1624 

. 163( 

. 16o2( 

. 1067 

. 1080 

. 1693 

. 1(07 

. 1(21 

. 1783 

Pan:sining 
life (ycars) 

10. 1 
)0. 0 
9 9 
9 , . S 
, . 7 
!). (i 
(} 
, . 4 
9. . . 3 
, . 2 
9 

8. 9 
8. 8 
8. 7 
8. 6 

8. 4 
S. 3 
8. 2 
8. 1 
8. 0 
7. 9 
7. 8 
(. ( 
7. 6 
7. o 
7. 4 
(. 3 
7. 2 
7. 1 

Dccimnl 
cqairaicnt 

0. 1800 
. 1818 
. 1833 
. 184!) 
. 1805 
. 1882 
. 1!)00 
. 19IS 
. 1!)38 
. 1()57 

1')( 8 
. 2000 
. 2018 
. 203( 
. 2057 
. 20(7 
. 2099 
. 2121 
. 2)4;& 
. 2169 
. 2195 
. 2222 
. 2244 
. 22G7 
. 2292 
. 2317 
. 2344 
. 23(2 
. 2401 
. 2432 
. 24Go 

Iten(anung 
life (years) 

7. 0 
(i. 
0. 8 
ii. 7 
(i. (i 

Ii. 3 
0. 2 
0. 1 
(i. 0 
5. 9 
5. 8 

5. (i 
, &. 5 
5. 4 
5. 3 
. 2 

5. 1 
5. 0 
4. 9 
4. 8 
4. 7 
4. 6 
4 5 
4. 4 
4. 3 
4. 2 
4. 1 
4. 0 

Dc(i(nal 
cqairaicnt 

0. 2o0() 

. 25;&(i 

. 2587 

. 2(il» 

. 26o3 

. 2(iS!) 

. 2(2( 

. 27(is 

. 2811 

. 2857 
'&8()2 

. 292(I 

. 2909 

. 3011 

. 30o(i 

. 3103 

. 3155& 

. 3210 
320(J 

. 3333 

. 3379 

. 3429 

. 3481 

. 3538 

. 3000 

. 30(i7 

. 3739 

. 381S 

. 3905 

. 4000 

i(ema((ung 
life (years) 
9 

3. 8 
3. 7 
3. (i 
3. (& 

3. 3 
3. 2 
3. 1 

3. 0 
2. 9 
'2. 8 
2. 7 
2. (& 

2. 5 
2. -I 
2. 3 
2. 2 
2, 1 
2, 0 
1. 9 
1. 8 
1. 7 
1. (i 
1. 5 
1. 4 
1. 3 

. 2 
1. 1 
1. 0 

Deci mat 
equi(, a(cat 

0. 40G3 
. 4130 
. 420(& 
. 428(i 
. 43(o 
. 4474 
. 1583 
. 4(0(i 
. 4844 
. 5000 
. 5088 
. 5!85 
. 5294 
. 541( 

55o6 
. , &714. 
. 5897 
. Gill 
. 0&304 
. 0(00&7 

. 0(8(i 

. (i!')23 

. 7083 
(273 

. 7500 

. 7778 

. 8125 

. 8571 

. 91C&7 
1. 0000 

h orE( For determination of decimal equivalents oi remaining lives falling between those sl&own in the above 
table, the taxpayer may use the next longest life shov;n iu the table, interpolate from the table, or usc the 
following formula from which tbe table 4. as derived. 

2P. 
(IV j2F) ()V+I) 

Wh re D=Decfma)equivalent 
P, = Ilemaining life 
)i =Whole number of years in remaining life 
F= Fractional part of year in remaining life 

If the taxpayer desires to carry his calculations of decimal equivalents to a greater number of decimal places 
than is pro ri(ied in the table, he may use thc for(au)a. 'I'he procedure adopted roust bc consistently folio v. ed 
thereafter. 

(b) Applied to cf( oups clctgsi fied& or composite accourtts. — (1) 
General ru/e. — The sum of the years-cligits method I»ay be appliecl to 
group, classified, or coniposite accounts in accordance Ivith the phtn 
described in subparagraph (2) or in accorclnnce with other plans ns 

explained in subparagraph (oo). 
(0) Remait(irt(7 life plan. — The remaining life plan as appliecl to 

a single asset is described in $ 1. 16( (b) — 8(a) (9). This plan may also 
be appliecl to group, classifrecl& or composite accounts. Under this 

plan the allowance for depreciation is comp»ted by applyi»g chnngi»g 
fractions to the unrecovered cost or other b;Isis of the account red»ce(i 

by estimated salvnge. The numerator of the fraction changes each 

393474' — 50 — 9 
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yeni' to a number ivhich corresponds to the remaining useful life 
of the nccount (including tlie yenr for ivhich the allo&vance is being 
computed), and the deiiominator clranges each year to a number 
ivhich represents the sum of the yeiirs digits corresponding to the 
years of estimated remnining useful life of the account. Decimal 
equivalents of such frnctions rcn» be obtained by use of Table I under 
) 1. 167(b) — 8(n) (2) (ii). The proper application of this method re- 
quires that the estimated remnini»g useful life of' the ncco»nt be 
determined each year. This deter»iinntion, of course, mny be innde 
each yenr by annlysis, i. e. , by determining thc remnining lives for 
eacli of the compo»ents in the account, and averaging them. The 
estiniated remaining life of any account, hoivever, i»ay also be de- 
termined arithmetically. For exaniple, it may be computed by 
dividing the unrecovered cost or otlier basis of the account, as com- 
puted b~y straight line depreciation, by the gross cost or other bnsis 
of the account, and multiplying the i esult by the average life of the 
assets in the account. Salvage value is not a f;ictor for. the purpose 
of determining remaining life. Thus, if a group account vvith an 
average life of ten years liad nt January 1, 1058, a gross nsset balance 
of $1o, 600 and a clepreciation reserve computed on the strnight line 
inethod of +!~, 450, the remaini»g life of the account nt January y 1, 1058, 
ivonld be computed as follows: 

$12, 000 — $0, 450 
times 10 years equnls 2. 50 ye;irs. 

(i) Example. The use of tlie sum of the years-digits methocl ivith 
group, classified, or composite accounts under the remaining life plan 
is illustrated by the follovving exnmple: A c:ilendar year taxpayer 
niaintains a group account to vvhich a five-year life is applicable. 
Original investment, additions, retirements, and salvage recoveries 
nre the same ns those set forth in exnniple (3) of $ 1. 167(b) — 1(bl. 

(8) Other p/ans for apph'cation of the n~m, of the years — digits 
method. — Tnxpnyers ivho vvish to use the su»i of the years-digits 
method in compiiting deprecintion for. group, classified, or coniposite 
accounts in accordance ivith n sum of the years cligits plan other tlian 
the remaining life plan cles& ribed lierein nray clo so only ivith the con- 
sent of the Commissioner. Request for permission to use plans other 
than that described shall be adclressed to the Commissioner of In- 
ternal Revenue, 9 nshington 25, D. C. 

( 1. 167(b) — 4 OTriEn AIETiions. — (n) Under section 167(b) (4) a 
taxpayer may use any consistent methocl of computing depreciation, 
such as the sinking fund methocl, provided depreciation alloiv;inces 
computed in accordnnce ivith sucli i»ethod do not result in nccumulatecl 

allowances at the end of any taxable year greater tlian the total of the 
accumulated allovvances vvhich could have resulted from the use of the 
cleclining bn, lance method describecl. in section 107(b) (2). This limi- 
tation npplies only diiring the first tivo-thirds of the useful life of the 

property. For exnmple, an nsset costing $1, 000 having a useful life 
of six years may be depreciated under the declining balance metliocl 

in accordancee ivith $ 1. 107(b) — 2, at. a rate of ~3i/a percent. During 
the first four years or 2/3 of its useful life, maximum deprecintion 
alloivances uncler the declining balance niethod ivould be ns follows: 
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Currerrt Aeearautated 
deprecia!iorr depreciation, Balance 

Co. -t of as. ct SI, 006 

1st year 8:388 '9883 66i 
2d year 222 i&5o 446 

8d year 148 708 291 
4th year 99 802 198 

An aiuiui!1 allovcance coniputed by anv other method under sectio» 

167(b) (4) could not exceecl 4888r for the first year, aiid at the end of 

the second ye;ir the total allowances for tlie t~vo years could not exceed 

I ike&vise, tlie total alloivances for tlie three years could not, 

exceed $708 ancl for tlie four years could not exceecl $80o. This limi- 

tation vcoulcl not apply in the fifth ancl sixth ve;irs. See sectioii 

167 (c) and ~~r 1. 167 ('c) — 1 for restrictions on the use of certain methods. 

(b) It slntll be the i esponsibilitv of the taxpayer to establish to the 

satisfaction of the Conimissioner tliat a inethocl of depreciation under 

section 167 (b) (4) is both a reasonable and consistent method and that 

it does not produce clepreciation alloivances in excess of the amount 

per&iiittecl uncler the liniitations proviclecl in such section. 

, j 1. 167(c) ST&cTcTGRY' PRovisIoxs: DKPREcIATIox; Ial1IITZTToxs 

ox I. . r. or CERT iix 4IETHODS AND R iT':s. 

SZC. IO-. DluPRECZ. nlOX. 
(c) Lzntirario&ts o&r I, sE or CEDTxlx '. rIETHODS kxD RaTEs. — Pal'a- 

gro)du ('&), (8), aud (4) of subsection (b) shall apply only in the case 
of ill &Ipcli& (other than intan'"ible property) described in subsection 
(a) with a useful life of 8 years or morc— 

(1) The construction, reconstruction, or erectiou of which is 
completed after December, '3l, 1958, aud then only to that portion 
ref the basis which is properly attributable to such coustruction, 
reconstruction, or erectiou after December 81, 19'&8, or 

(2) Acquired after December 81, 19o8. if the ori" inal use of such 
property comu&cnces with the taxpayer and commeuccs after such 
date. 

1. 1 (& i ( C ) — 1 Iali&IITATIOX S (&X atIETIIODS OF Co'DIPL TIXG DEPRECIA- 

TioN UNDER SEOTIoN 167(b) ('&), (8), Ion (4). — (a, ) In general. — 
(1) Section 167(c) provides limitations on tlie use of tlie cleclining 
balance niethod clescribed in section 167 (b) (2), the sum of the years- 
cligits method described in section 167 (b) (8), and certain other meth- 

ocls authorized by section. 167(b) (4). These inethocls are applicable 
only to tangible property liaving a useful life of tliree years or niore. 
If construction, reconstructioii, or erection by the taxpayer bega» 
before January 1, 1'. ). &4, and 1~ as con&pletecl after Deceniber 81, 19o8; 
these methods apply only to that portion of tlie basis of the properti' 
which is properly attributable to such construction. , reconstruction& 
or erection after Deceinber 81. 10D8. Property is coiisiderecl as con- 

structed, reconstructecl, or erected by the taxpayer if the ivork is done 
for him in accordance ivith his specifications, The portion of tke 
basis of such property attribiit;ible to construction, reconstruction, or 

erection after December 81, 1058, consists of all costs of the property 
allocable to the periocl after December. 81, 1908, inclucling the cost or 

other basis of materials entering into such. ivork. It is not necessary 
that such nlatcrials be acquired~after December 81, 1058, or that they 
be ne&v in use. If construction or erection by tlie taxpayer begs» 
after Deceinber 81, 1%8, the entire cost, or other basis of such con- 
. truction or. erection qualifies for these methocls of depreciation. Ill 



the case of reconstruction of property, these methods do not apply 
to any part, of the adjusted basis of su'ch property on Decem»her 01, 
1053. I"or purposes of this section, construction, reconstruction, or 
erection by the taxpayer begins when physical work is startecl on such 
construction, reconstruction, or erection. ~ 

(2) If the property was not constructed, reconstructed, or erected 
by the taxpayer. these methods apply only if it was acquired after 
December 31, 10, &, '&, and if the original use of the property commences 
with the taxpayer and commences after Decembn 81, 195~ For the 
purpose of the preceding sentence, property shall be deemed to be 
aequi'i ed whe» reduced to physical possession, or control. The term 
"original use" means the first use to which the property is put, whether 
or not such use corresponds to the use of such property by the taxpayer, 
For example, a reconditionecl or rebuilt machine acquired after De- 
cember 81, 10, &:3, will not be treated as being put to original use by the 
taxpayer even though it is put to a, diA'erent use, nor will a, horse ac- 
quired for breeding purposes be treated as being put to original use by 
the taxpayer if prior to the purchase the horse v as used for racing pur- 
poses. See g 1. 167(b) — 2, 8, and 4 for application of the various 
methods. 

(8) Assets havi»g an estimated average useful life of less than three 
years shall not be included in a group, classified, or composite account 
to which the methods described in $$ 1. 167 (b) — 9, 8, and 4 are applicable. 
EIowever, an incidental retirement of an asset from such an account 
prior to the expiration of a useful life of three years wiH not prevent, 
the application of these methods to such an account. 

(4) See section 881(c) (6) and the regulations thereunder for rules 
covering the use of depreciation methocls by acquiring corporations in 
the case of certain corporate acquisitions. 

(5) See section 1502 and $ 1. 1502 — 46 for the rule covering deprecia- 
tion of property received by a member of an aKliated group from 
another member of the group during a consolidated return period. 

(6) Except in the cases clescribed in subparagraphs (4) and (5) of 
this paragraph, the methods of depreciation described in g 1. 167(b) — 2, 
3, and 4 are not applicable to property in the hands of a distributee, 
vendee, transferee, donee, or grantee unless the original use of the prop- 
erty begins with such person and the conditions required by section 
167(c) and this section are otherwise met. For example, these methods 
of depreciation may not be used by a corporation with respect to prop- 
erty which it acquires from an inclividual or partnership in exchan«e 
for its stock. Similarly, if an individual or partnership receives prop- 
erty in a distribution upon clissolution of a corporation, these methocls 
of depreciation may not be used with respect to propei, ty so acquired 
by such individual or partnership. As a further example, these meth- 
ods of depreciation may»ot be used by a partnership with respect to 
contributed property, nor by a, partner with respect to partnership 
property clistributed to him. Moreover, where a, partnership is en- 
titled to use these depreciation methods, ancl the optional adjustment 
to basis of partnership property provided by section 748 is applicable, 
(i) in the case of an increase i» the adjusted basis of the partnership 
property uncler such section, the transferee partner with respect to 
whom such adjustment is applicable shall not be entitled to use such 
methods with respect to such increase, anrl (ii) in the case of a decrease 
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ln the acllusted bus&a of the part»eral lip property u»der such section. the 
transferee par tner with respect. to v, ) o n such adjustment is app]icable 
shall inclucle in his i»come an amount equal to the portion of the de 

preciatiou cle&luctecl by the partnership which is attributable to such 

&lecrease. 
(b) IVu~trotion&. — The application of these methods to property 

co»structed, reconstru& tec1, or erecte&1 by tbe taxpayer after December 
:31, 19;&'3. nu&y be illustrated by the following examples: 

Ea:ample (1). If a buildi»g with a total cost of' $100, 000 is 

complete&1 after December 83, 10~ &. and the portion attributable 
to construction after Decembe& 81, 19@8, is determined by engineer 
ing estimates or by cost accounting records to be $30, 000, the 
methocls referred to in paragraph (a) (1) above, are applicable 
only to the $30, 000 portion of the total. 

L&zumple (8). In 1054, a taxpayer has an old machine with 
an &mrecovered cost of $1, 000. If he contracts to have it recon- 
clitioned, or reconditions it himself, at a cost of an additional 
$5, 000, only the $5, 000 may be depreciated under the methods 
referred to in paragraph (;&) (1) above, whether or not the 
&naterials used for reconditioning are»equi in use. 

compte (8). 4 taxpayer ~who acquired a building in 1040 
makes n&ajor maintenance or repair expenditures in 19o4 of a 

type which must be capitalizecl. For these expenditures the 
taxpayer may use a methocl of depreciation difFerent from that 
used on the building (for example, the methods referred to ia 
paragraph (a) (1) above) only if he accounts for such expendi- 
tures~separately from the account, which contained the original 
building. In such case, the unacljusted basis on any parts replaced 
shall be removed from the asset. account and shall be charged to 
the appropriate depreciation reserve account. In the alter~native 
he may capitalize such expenditures by charging them to the 
clepreci ation. reserve account for the building. 

(') The, application of these methods to property which was not 
co»struc/e&1, reconstructecl, or erected by the taxpayer but which was 
acquirecl after December 8~1, 19&8, may be illustrated by the following 
examples: 

E~on~, »le (1). . V taxpaver contractecl in 1053 to purchase a 
new machine which he acquired in 1054 and put into 6rst use 
in that, yc:&r. He may use the methocls referred to in paragraph 
(a) (1) above, in recovering the cost of the new machine. 

Eao&npte (. '). A taxpay~er insteacl of recon&litioning his old 
machine buvs a "factn&y recouditioned" nxachi»e in 19a4 to re- 
place it. He cannot apply the &uethods referred to in paragraph 
(a) (1) above, to any part of the cost of the reconclitionecl machine 
since he is not, the first user of the machine. 

Ezomp/e (8). In 10a4, a taxpayer buys a house for $20, 000 
which had been used as a. personal residence and thus had not been 
subject to depreciation allowances. He makes a capital addition 
of' $o, 000 and rents the property to another. The taxpayer nxay 
use the methods referred to in paragraph (a) (1) above, only with 
respect to the $5, 000 cost of the ad&litio». 

(c) Eteetion to nae methoA. — Subject to the liniitations set forth 
in paragraph (a) above, the methocls of computing the allo~ance for 
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clepreciation specifiecl in section l(&7(b) ('~'), (8)& ancl (1) mny be 
adopted without permission nnd no forlnal election is requi&ecl. In 
order for n taxpayer to elect to use these n&ethods for any property 
described in pnragr &ph (a) above, he neecl only co»&pule clel&recintioi& 
thereon under any of these methoc!s for a»y taxable year e»d! »g after 
December 61, 10&o, in which the property mn& fi&'st be depreciated by 
hina. The election with respect to nny proeprty shall not be bincli»g 
&vith respect to acquisitions of simih&r l&roperty in the same year or 
subsequent year which. are set »p in separate accounts. If a t;ix!&;&ycr 
hns filed his return for a. taxable year e»tli»g after Dcce&»ber, 'll. I'. &. &', 

for which the return is requirecl to be filecl on or before Scpte&nber l. '. 
19or6, an election to compute the depreciation nllown»ce uncler a»y 
of the methods specified in section 167(b) or a change in such an elec- 
tion may be made in an amended return or claim for refund filecl on or 
before Septenlber 15, 1956. 

1 1 67 (cl) STATI TQRY PRo I Isloxs j DEPREcIATR&'x j ACREE3IExT 
To VRLI I. L LIFE OX WHICH DEPRECI ETIO&x HATE Is BASED. 

SEC. 167. DLPRECI i. TIOX. ~ ~ ~ 

td) AGREE5IEsT As To I. ssrl. L LIFE os AVHIc&I DnrrncIATIOZ Ilsrn Is 
Basin. — Where, under re ulatious prescribed by the secretary or his 
delegate, the taxpayer and the Secretarv or his deleg;&te h:&ve, after the 
date of enactment of this title, eutere&I into an agreeu&eut iu &vritin. 
specifically dealing with the useful life and rate of depreci»tion of any 
property, the rate s» agree(1 upon shall be biuding on both the taspaver 
aud the Secretary in the absence of f»cts or circumstances uot t&ikeu 
into consideration in the adoption of . uch agreement. The responsibility 
of establishing the esistence of such facts and circun&stances shall rest 
with the partv initiatin. the modification. Anv chan e in the agreed 
rate and useful life specified in the agreement shall not be effective for 
taxable vears before the taxable year iu which notice in writing bv 
re istered mail is served by the partv to the agreement initiating such 
change. 

b& 1. 167(d) — 1 %GREEDIEST Is To Vsrrc I. LIrE AND HATE ' oF Drrrz- 
ciATlow-. After August, 16, lfi&4& a taxpayer nlny& for tnxn!&!e years 
e&, cli»g after December 81, lc&o8, enter into an agreement with respect 
to the estinrated useful life, method nncl rate of depreciation, and 
treatn. ent of salvage of nnv propertv which is subject to the nllown»cc 
for deprecintion. &Ln application. for such ngreement mny be made 
to the district director of internal revenue for the clistrict in which 
the taxpayer's return is required to be filed. Such npplicntion shall 
be filecl in quadruplicate n»cl shall contain in such detail ns nu&v bc 
practical the following information: 

(a) The character ancl location of the property. 
(b) The original cost or other. bnsis a»el elate of acquisition. 
(c) Proper adjustments to the basis including depreciation nc- 

cumulated to the first taxable year to be covered! &v the agreement. 
(d) Estimntecl useful life ancl estin&ated salvage i alue. 
(e) Method nncl rate of depreciation. 
(f) Any other facts a»el circumstances pertinent to malcing a 

reasonable estimate of the useful life of the property ancl its 
salvage value. 

The agreement nuist be in writing nncl must be signecl by the tnxpnver 
and by the clistrict director. The agreement must be sioned in 
quadruplicate, nncl two of the sig»ed c. opies will be returned to th; 



taxpayer. The agreement shall set forth its efFective d. ate, the esti- 
n1ated remaining useful life, the estimated salvage value, and rate and 
method of depreciation of the property and the facts and circum. 
stances taken into consideration in adoption of the agreement, and 
shall relate only to depreciation allowances for such property on and 
after the effective date of the agreement. Such an agreement shall 
be binding on both parties until such time as facts and circumstances 
which were not taken into account in making the agreement are shown 
to exist. The party wishing to modify or change the agreement shall 
have the responsibility of establishing the existence of such facts and 
circumstances. Any change in the useful life or rate specified in such 
agreement shall be effectrve only prospectively, that is, it shall be 
effective beginning with the taxable year in which notice of the 
intention to change, including facts and circumstances warranting 
the adjustment of useful life and rate, is sent by registered mail by 
the party proposing the change to the other party. A copy of the 
agreement (and any modifircation thereof) shall be filed with the tax- 
payer's return for the first taxable year which is affected by the 
agreement (or any modification thereof). A signed copy should be 
re~tained with the permanent records of the taxpayer. For rules 
relating to changes in method of depreciation, see $ 1. 167(e) — 1 and 
section 446 and the regulations thereunder, 

$ 1. 167 (e) ST GATI-I oRr PnovrsIONS; BzrRKCIATIOX; CIIAXGE IX 
3LzTIroD. 

SEC. 1GI. DEPRECIATION. 
(e) CEIAKGK Irr iLIKTIZOD. — Xn the absence of an agreeruent under sub- 

section (d) coutaining a prorision to the contrary, a taxpayer may at 
anv time elect in accordance with regulations prescribed by the Secretarv 
or his delegate to change from the method of depreciation described in 
subsection (b) (2) to the method described in subsection (b) (I). 

$ 1. 167(e) — 1 CII ANGE IN MzTIIon. — (a) In general. — Any change 
in the method of computing the depreciation allowances with respect 
to a particular account is~a change in method of accounting, and 
such a change will be permitted only with the consent of the Con1mis- 
sioner, except that the change from the declining balance method to 
the straight line method as provided, in section 167(e) shall be per- 
mitted without consent. See paragraph (b) below. A. clrange in 
method of computing depreciation will be permitted only with respect 
to all the assets contained in a particular account as defined in 

$ 1. 167(a) — 7. Any change in the percentage of the current straight 
line rate under the declining balance method, as for example, from 
900/o of the straight line ra~te to any other percent of the straight 
line rate, or any change in the interest factor used in connection with 
a compound interest o~r sinlring fund method will constitute a change 
in method of depreciation ancl will require the consent of the ConI- 
missioner. Any request, for a change in method of depreciation shall 
be made in accordance with section 446 and the regulations thereunder 
and sball state the character and location of the property, method of 
depreciation being used and the method proposed, the date of acquisi- 
tion the cost ol othel' basis and ', 1djustllMnts thereto anlounts recovered 
through depreciation and other allowances, the estimated salvage 
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estimntecl remnining life of the prol&erty, nncl such other 
information ns n&ny be required. Ivor rules covering the us( of deprc& i- 
ation metho&ls by acquiring cotporntions i» the &. ;&se of cet tain cor- 
porate acquisitions, see section, '&81(c) (0) an&1 the regulations ihere- 
un(lpl'. 

(b) Dec7in&'n(7 bc&7(&&«& to st. vzi&77&t 7i»e. In the case of nn nc&o&lnt, 
to which the method clescribed iil seel ion 1(&7 (b) (. ') is appl icabl&, 
taxpayer may change without the consent of the ('o&»nlissio»er, f& on& 

the cleclining bnlnnce method of deprecintio» to the straioht lh&e 
method at, any time during the useful life of the property ut&cler the 
following conditions. Such a change mny not be mnde if n p& ovisio» 
prohibitin&' such a clrnnge is contained in an agreement ul&&ler seciion 
167(d). 6'hen the change is made, the Imrecovere&1 cost &» other basis 
(less n reasonable estimtte for salvage) shall be recovered through 
annual allowances over the estimated remaining useful life determined 
in accordance with the circumstnnces existing at, that time. )Kith I (- 
spect to any account, this change will be permitted only if npplied to 
all the assets in. the account as defined in $ 1. 167(a) — 7. The taxpayer 
shall furnish a statement with respect to the property whi&. h is the 
subject of the change showing the date of acquisition, cost or otlter 
basis, amounts recovered through. depreciation and other allowances& 
the estimated salvnge value, tlIe character of the property, the re- 
nIaining useful life of the property, and such other infornlation as mav 
be required. The statement shnll be attached to the tnxpnyer's returI& 
for the taxable year in which the change is made. A. change to the 
straight line method must be adhered to for the entire taxable year of 
the change and for nil subsequent tnxnble yeats unless, with the consent 
of the Conlnlissioner, a clrnnge to another nlethod is pernlittecl. 

$ 1. 167(f) STATE ToRY PRovlsloxs 
& 

DKPREOIATIDN 
& 

BAsis FOP, 

DEPRKcIATIoN. 

SIIC. 167, DEPRECIATION. 
(f) BAsIs FoR DRPRROIATIov. — The basis on which exhaustion, ~rear 

and tear, and obsolescence are to be allowecl in respect of any i&roperty 
shall be the adjusted basis prorided in section 1011 for the purpo. e of 
determining the gain on the sale or other disposition of such property. 

$ 1. 167(f) — 1 BASIS FoR DKPRKOIATION. — The basis upon which the 
allowance for depreciation is to be computed with respect to any prop- 
erty shall be the adjusted basis providecl in section 1011 for the 1Iurpos& 
of determining gain on the sale or other disposition of such property. 
In the case of. property which has not been used in the trncle or busi- 
ness or held for the production of incolne ancl which is thereafter con- 
verted to such use. the fair market value on the clnte ot such conver- 
sion, if less than the adjusted bnsis of the property at that time, is the 
basis for computing cleprecintion. 

( 1. 167(g) STATT TORY Pnor(SIONS; DEI'RKOIATION; LII'E TENANTS 
AND HENKFI('IARIEs oF TRI sTs AND EsTATES. 

SEC. 1&&7. DEPRECIATION. 
(g) LIFE TRNA. vTS AND I &:VRFIOI(RIRs oF TR&. 'srs ARD Esrxrss. — In the 

case of property held by one pe& sou for life with ren&ainder to another per- 
son, the deduction shall be comp&&ted as if the life tenant were the abso- 
lute o&rner of the property &»&d sl&all be allowed to the life tenant. In 
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the case of property iield in trust, the all»vvable deduction shall be ap- 
portioned betvveen the income beneficiaries and the trustee in accordance 
with the pertinent provisions of the instruinent crea. ting the trust, or, in 
the absence of sucli provisions, on tlie basis»f the trust inc»me allocable 
to each. In the case of an estate, the allowable deducti»n shall be appor- 
tioned between the estate aml the heirs, Iegatees, and devisee. »n the basis 
ot the income of the estate allocable to each. 

)1. 10I («) — 1 LIFE TKNAXTS AXD ICKXKFICIARIKS OI' TRI:STS AND 

EsTATEs. — (a) Life tenants. — In the case of property he)el by one per- 
son for life with reniainder to another person, the deduction for depre- 
ciation sliall be computed as if the life tenant were the absolute owner 
of the property so that he will be entitled to the decluctioii during his 
hfe. and thereafter the deduction, if anr, shall be allowed to the 
I'. eiil a indernla lb 

(b) Trusts. — If property is held in trust. , the allowable decluction 
is to be apportioned between. the income beneficiaries and the trustee 
on the basis of the trust income allocable to each. unless the goveriiing 
instrument (or local law) requires or permits the trustee to inaintain a 
reserve for depreciation in any amount. In tlie latter case, the Reduc- 
tion is first allocated to the trustee to the extent that income is set aside 
for a depreciation reserve, and any part of the Reduction iu excess of 
the income set aside for the reserve shall be apportioned between the 
income beneficiaries and the trustee on the basis of' the trust income (in 
excess of the iucoine set aside for the reserre) allocable to each. For 
example: 

(1) If under the trust instruuient or local law flic inconie of;1 
trust computed without regard to clepreciation is to be distributecl 
to a named beneficiary. , the beneficiarr is entitled to the deduction 
to the exclusion of the trustee. 

(9) If under the trust instriunent or local law the inconie of 
a trust is to be di. stributed to a named beneficiary, but the trustee 
is directed to maintain a, reserve for depreciatioii in any amount, 
the deduction is alloivecl to the trustee (except to the extent that 
income set aside for the reserve is less than the allowable deduc- 
tion). The sanie result, Iroulcl follovv if the trustee sets aside 
Iilcoilie f ol a, depi'ec ", it ioil reserve put'siia lit to discretionary 
authority to do so in the governing instruiueut. 

Xo eiTect shall be given to agony allocatiou of the depreciation'deduc- 
tion which gives ally beneficiary or the trustee a sliare of such deduc- 
tiou. greater than lus pro rata share of the trust income, irrespective 
of any provisions in the trust iustrument, except as otherw~ise provided 
in this paragralih II hen the trust instrunient or local law requires or 
pcruiits the trustee to maiutaiP. a reserve for depreciation. 

(c) Estates. — In the case of an estate tlie allowable deduction shaH 
be apportioned between tile estate and the heirs, legatees, and devisees 
on the basis of income of the est:ite vvhich is allocable to each. 

. 107(h) STATI ToRX PRorisloxs; DEPRKcI~TIox; DKPRKcIATIox 
OF 13IPBOFEBIKXTS Ix TIIE CASE OF AII XL&, I' TC. 

SEC. 107. DEPIIECIATI CiX, 

th) DEPREclATI»ir oI' 1&IPRovEIIExvs I i THE CAsE oF 3liirss l' Tc. — 
Y»r additional rule applicable to depreciation of inrprovenIents in the 
case of mines, oil and as wells, other natural deposits, and tiniber, 
sec section Cill. 
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$ 110&7(h)-1 DKI'RECITATION OV I&I'ROVEMENTS IN TEIL ( Ass Ol. 
E&Ill&&zs& ETc. — I'ropcrty used i» the trade or business or held for tk&c 
production of income &vhich is subject to the allo&vance for deprecia- 
tion provi&[e&k in section 011 shall be treated for all purposes of the 
Internal Revenue Code of 1054 as if it were property subject to the 
allo&vance for depreciation under section 107. The preceding se»tc»cc 
shall not limit the allowance for depreciation othenvise ~allo&vable 
under section 011. 

P~vssK»n C. H, &RRxxurox, 
('otnn&issioner of Internal F&', e& en&de 

Approved June 7, 1050. 
D &&K TEIROOP %BI&TII& 

8pec~'at Ass&'stant to the 8ec& etary in Charge of Ta~ Pohcy. 

(Filed bv the Dirisiot& of the Federal Register Sane 11, 1%6, 8:ol a. D&. ) 

26 CI» R 1. 167(b) — 0: Methods of computing depre- Rev. Rul. 56 — 250 
clat&or» 

Taxpayer, an individual, constructed a building and purchasecl 
equipment in 1054 upon which depreciation was computed on the 
declining balance method as prescribed in section 167(b) (2) of the 
Inte:nal Revenue Code of 10M. In 1055, the taxpayer transferred 
the building ancl equipment to a, newly formed corporation in a non- 
taxable exchange. Field, since the new corporation is a taxable entity 
sel&arate from tlrat of the individual taxpayer, it follows that the new 
corporatio» acq»ired l&roperty, the original use of which did not 
con»uence with it as required ttnder section 167(c) (2) of the Code, 
Accordingly& under the limitations imposed by section 107(c) of the 
Code, the new corporation may not continue the use of the declining 
balance method of computing depreciation provided for in section 
107(b) (2) of the Code; nor may it use the methods and rates of com- 
puting depreciation provided for in section 167(b) (0) of the Code& 
relatir&g to the sum of the years-digits n&ethod, and section 107(b) (4) 
of. the Cocle, relating to certain other consistent, methods& &vith respect 
to the property. Depreciation on the building and equipr»ent ac- 
quired by the corporation may be con&puted by using the straight line 
method or any other method, exclusive of those provided for i&& para- 
graphs (2), (8) and (4) of section 107(b) of the Code, which will, 
based upon existing operating conditions, produce a reasonable allo&v- 
a»ce therefor within the purvinv of section 167 of the Code. The 
above principle is equally applicable in cases where depreciable prop- 
erty is similarly t;ransferred between other separate tax entities. How- 
ever, see sections 381(a) and 881(c) (6) of the Code, relative to cer- 
tain acquisitions of assets of a corporation by another corporation; 
a»d section 1. 1502W0 of the Income Tax Regulations, relative to 
property received bya member of an afliliated group from a»other 
member of tl&e group during a, consolidated return period. 
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SKCTIOIII& 160. — A&&IORTIZATIOX OF GRAIX-STORAGF 
FACILITIES 

Rev. Rul. 56 — 226 

A taxpaver, enga ed iu the l&usincss of breedin ~ and selling hybrid 
seed corn, who furnishes s& e&l co! n to farmers for the purpose of 
producing such corn on land owned by the farmers at an agreed 
price per bushel or a gua! anteed satisfacto&y retur~ for the use of 
such land, is the p& odncer an&1 is entitled to the amortization deduc- 
tion allowable under section 1{in { a) (1) of the Iuternal Revenue Code 
of 1{& &1 on grain storage facilities constructed by him, provided he 
meets all the other requirements of section 1()0 of the Code. 

Advice has been requested whether facilities constructed by a tax- 
payer to accommodate the storage of hybrid seed corn produced under 
certain types of contracts with farmers a!e amortiz;Ible under the 
provisions of section. 160(n) (1) of the Internal Reve»ue Code of 
1954. 

The taxpayer is e»gaged principally in the business of breeding, 
developing, raising n!id~selling hybrid corn f' or seed purposes. He 
entered into contra~cts with cer~tain farmers under which the farmers, 
by using seed corn belonging to the taxpayer, ag!eccl to grow cori! 
for his use and sale. The fariners at no time own the seed corn nor 
can they produce its equivalent. The fnrnlers are either guaranteed 
n satisfactory return for the use of their lnnd and their ekorts in 
certain expe! imentnl projects or are paid on an agreed basis per 
bushel for growing regular crops. They merely contract to perfornl 
services for~the taxpayer. Facilities suitable primarily for the storage 
of grain were constructecl by the taxpayer for storage of the seed 
corn produced. 

Section 169 of the 1054 Cocle provicles in part as follows: 
( a ) ALLow &&NcE oF DEDUcTICN. — 

(1) * * " Any person who constru&ts, Iwconstructs, or erects a grain- 
storage facility (as defined in subsection (d) ) shall, at his election, be 
entitled to a de&lnction &vith respect to the an&ortization of the adjusted ba {. ' 
(fo&' determiniu ~ gain) of such facility based ou a period of 00 mouths. " * ' 

A 

(d) DEFINITIGN oF OBEIN-STCBZGE FZOILITY. — Yor purposes of this section. 
the term "grain-storage facility" means— 

(1) auy coru crib, grain biu, or grain elevator, or auy similar structure 
suitable primarily for the storage of grain, which crib, bin, elevator, or 
structure is intended by the taxpayer at the time of his election to be used 
for { he storage of grain p& oduced by him '" 

tbe coustruction, reconstructi&m, or erection of &vhi& h &vas con&pleted after Decem- 
ber 81, 10', aud on or before December 31, lofi&0. * " "" 

In the case of nny structure as described above, the taxpayel' nt the 
time of his election to take the amortiznt. ion deduction with respect to 
the structure must i»tend to use the facility for the stornge of grain 
proclucecl or to be proclucecl by him. See section 69. 1248 — 2(b) of 
Regnlations 118, ns amended by T. D. 6&112, C. Ih. 1054 — 2, 184, nt 187, 
applicable to section 169 of the 1054 Code pursuant to T. D. 6001, 
C. H. 10, &4 — 2, 47. The deductio» for amortization of grain-storage 
fncilities is Allowable not only to individuals but, also to corporations, 
pn! tnersh!ps, estates and trusts. 

In the i»st~a»t. ense, the t;!xpnyer at all times wns the owner of the 
pn! ent hyb! i&1 see&1 corn, the plants producecl by the parent corn, and 
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" '» pi. &&ill!eccl by s»cli phints. Tl&e »eccl corn i» groivn uncler 
«f&»'fe ilisti uctio»s;I»&1 1'uli. of the tnr&pni er; iii f ict, lie sli:ii es cel- 
tilln e (p&uises connected with flic g&irowi»g of it. Tile f(ll'»&Pl" »uiy»of 

col'll toi' s(. ed! n ' pill'poses he »i!iy»ot sell the see(1 col'll: lln 
mny not pei mit n»y otliel pei so» to nse for seed any of flic crop pi o- 
cluced fi'om tile pnl'elit seed col » sulipl ie(l 1&y tlie ta&(payer. 

(ceo»du&gly& lt. is held that tile (0&'1&aver is;1 pro(lucci of see&1 col ii 
nnd the f neil ities co»st i i« teil by lii»i;ire. grni»-»tora& & f-;« il itics witl& 
respect to which the nnioi'tizif ioii cleduction pi ovicle(1 by sec( io» 1(i!) 
(n) (1) of the 1!), &-L C&» le is nlloival&IP, pi ovid&el nil tile other req»i»P- 
ill&. 'llfs of silcll s&'cf loii, 'll'P ill('1'. 

&ECTIOX 1 0. — CII cPI'I' cBI. I:, I I'C. C()XTHIPITTIOX. & 

3 XI) ((I 1 
"T 

Iiev. ti ul. , '&0 - "(iz& 

An organization wh&&se nctiviti(s are educational, religions, or 
charit;i»le, in tlie hro:id sense of tlios( words, and &vhi«l&, &&s;i secon&l- 
ary or in& idental activity, also inaintains au ediu ation&&i institution 
iu tile uature of a siin&ol, or a (hur«h or association of chur& hcs, or 
a hospital, does uot qualify nut& r the classes of organizations set 
forth under section 170(b) (1) (A) of the Internal Revenue C«&le of 
19'&4, and contribntious thereto &vill unalify as a de&lu&ti&&u only to 
the extent of tlie gener&1 li&uit;iti&ui of 20 percent of adjusted gross 
iucoine provided by se&. tiou 1 &0(b) (1) (Ii) of the Code. 

Rev. Rul. 0&, ) — 210, C. I&. I! &S&S& — 1, 2&», rc voiced. 

Aclvice has been requesf P&l xvhetl&er co»tributio»s to an orgnnizatio» 
whose activities are eclucationnl& religious, or cliaritnble, i&i~the broad 
sense of those worcls, and which, ns a secoiiclnry or incide»f;11 activity, 
also maintains nn educational institution in the mtture of n scliool, or 
n churcli, or a hospital, will qunlify for the cleduction of ten perceiit 
of adjuste&1 o ross i»coine provicled by the special rule uncler section 
1&11(b) (1) (5) of tlie Infernnl 1&eve»ue Code of 1&)51, in addition to 
the & enernl limitation of 0&) percent of acljustecl gross i»co»le provide(1 
mider section 1 & () (b) ( 1) (8) of tlie Cod& . 

In o»e i»stanc&'. iiii organization lins bee» i»corporntecl for tlie 
prinlnry purpose of Pn«'aging in research into the cause, ori&&in, pre- 
vention, and cure of ceitnin clisenses. It. n1so provicles ndvanced iii- 
struction ancl training of pel son»el scekilig to become qualifiecl t&& 

engage in PfYPctive reseni cli op& 1 ntions in this Iield. Tivo geiieral 
groups of stucle»ts;ii e mni nt;(i»ecl, nanxely, research speci n) ists of 
professional milk an(1 graduate students seeking tile degree of Doctor 
of I'hilosophy i» science. Iieseai ch specialists attend lectures nnd 
seminars which provicle the opportunity for acquiring 1-nowleclge an&1 

techniques relating to the reseal & Ii a»d tlie experimelitnl treatment of 
certain diseases. Tlic &rrncluiitc. stuclent program is carried out under 
an agreement vvith 0 meclical colic«'e ivliereby the fncilities of tlie. 
resenrch orgn»ization are made. nvnilnl&le to certain graduate mecli& al 
stuclents of the colic«e. I& ormnl instl uction tnken by such stucle»fs& 
ivho may or nrny nof. be P»il&loy«' s of the research or&ra»izntion, is 
cleemed fo be &&vork clone "in 1 esicleiice, " at the medical college. Tile 
i»co»Ie of flic org;iniz:ition is &lerive(1 from gra»ts by tile. Fcclernl 
«'ovel'1111&Pilf, pi'lv!itP foillid&lf io»s, col!f1'&lets '&vlth tlie Feclel':ll «&&i ern- 
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!»&nt, contributio»;-, be&~»&s(s, etc. The ol &'u»ization has been held 
to be exempt from Federal income taxation under the provisions of 
section 501(c) (~&) of the 1&)54 Code (section 101(6) of the 1M9 Code). 

In anothe! instance, an or«anization is incorporated for the purpose 
of providing! eligious, educatio»ul, and industrial v elfare for the poor 
and neglectecl. In tl&is respect, a church sanctuary is maintained, 
vvhere servi«& s are conducted three ti!»cs a &reek. Vocational instruc- 
tion is provided for the mentally retarcled and children ivith a los 
intelli &ence &Iuotient. && feature of the organization is the medical 
services for handi«apped persons, providecl through a rehabilitation 
«e»ter v here patients, refer!ed by medical doctors, are treated accord- 
i»&&' to the course of tr&eatment prescribed by the cloctor. The organi- 
zation i»as been held to be exempt, from Federal income taxation under 
the provisio»s of section 501(c) (i) of the Code (section 101(6) of the 
1980 Code) . 

Section 170(a) (1) of the Code provides that there shall be allowed 
as a decluction any charitable contribution payment of ~-hich is made 
rrithin the taxable year. 

Section 170(b) (1) (B) of the Code provides tile general limitation, 
for decluctions for charitable contributions by indi~viduals, of 20 per- 
cent of adjusted gross income computed ivithout regard to any net 
operating loss carryback to the taxable year under se~ction 172 of the 
Code. 

Under section 170(b) (1) (A) of the Code, i»dividuals are allo~ed 
an additional deduction under a special rule ~hereby any charitable 
contribution to a church, or a convention or association of churches, 
an educational organization referred to in section 508(b) (2) of the 
Code, or a hospital referred to in section GOoo(b) ( &) of the Code, shall 
be al]ov&-ed to the extent that the aggregate of such additional contribu- 
tions does not exceed ten percent of the taxpayer's adjusted gross in- 
come computed ivithout regard to any net operating loss carryback to 
the taxable year under section 172 of the Code. 

Section 508(b} (2) and (5), referred to in section 170(b) (1) (A) of 
the Code, reads as folio~vs: 

(2) an educational orgauization &vhich normally maintains a regular 
faculty and curriculum and normally has a re ularly eurolled. body of pupils 
or students iu at&en&lance at th& !&h«e &vhere it. eclucational activities are 
regularly carried on; 

('&) an organisation the principal purpose, or f&u&&tious of uhich are the 
providiug of n&edical or hospital &are or u&edical education or &ueclical re- 
search or agricultural resear& h. 

In discussing section 170(b) (1) (A) of the 10ork Code, the Com- 
mittee on Fina~»ce& United States Senate, said "this extra 10-per-cent 
declu& tion for chm. itable contributions is to be available v ith respect 
fo a»y contributions to the speci/ied types of organizationsr even 
though co»tributions to other oroganizatio»s account for the full 
amou»t allo~vable u»tier the regu}ar 20-percent limitation. . This 
a»le»dme»t is designed. to aid these institutions in obtaining the ad- 
ditio»:&1 funds they need, in vieiv of their & ising costs and tbe relatively 
Iow rates of return they are receivi»g on e»doivment funds. " Report 
of the Committee on Finance, United States Senate, Report No. 162 . 
page 2'9. A similar statement is made by the Committee on &Vays an&1 

3'Iea»s, IIo»sc of Repres«n(ativcs, IIouse Report Xo. 1 »'7. page 2 &. 
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An o&ga»ization, xvhich has e&luc&&tio»al;« tivit ice in the broa&1 se»se 
of the ~~ ord a»d xvhich, incide»tal to its pri&» &ry fu&u tio»s& reguh» ly 
maintains a faculty a»d a curriculu»& a»&l re«»la& ly has stupe»ts in 
attendance at th& place &vhere its eel»«atio»al activities are conducte&l, 
is not an "e&h«ational org;»&ization" referred to in section 170(b) (1) 
(A) (ii) ol' the Code. O»li tl'ose "e&lucalional org»&izations" orgm- 
ized primarily for, and cng&aged in, lhe prese»tation of fo& mal educa- 
tion in the instructive se&&se constitute 'e&l»& ational org;&nizatio»s" 
within the meaning of section 170 (b) (1) (A ) (ii) of the ('ode. 

Simih&rly, an organizatio», &vhose a& tivities i»«1»&le the conducting 
of religious se&vices and/or the ministration to the sick or me»t;&lly 
retarcled, may have characteristics of a, church a»el a hospital, a»d 
an educational i»stitutio», but &vhcre the pri»cipal purpose or fu»c- 
tion of such an organizatio» is not that of a church or association 
of churches, or an. educational organization, or a hospital, it &vill 
not qualify under any of the clasps&s of o&g&anizations set forth in 
section 170(b) (1) (A) (i), (ii) or (iii) of the ('&&de. 

Accordingly, it is held that contributions to &&rga»izatio»s &vie&se 

activities ar~e educational, religious, or charitable, in the broad sense 
of those words, and which, as a secondary or incidental activity, also 
maintain an educational institution in the nature of a school, or a, 

church or association of churches, or a hospital, will qualify as a 
deduction only to the exte»t of the general limitation of 90 percent of 
adjusted gros i»come as provided 1&y section 170(b) (1) (B) of the 
Code. 

Revenue Ruling 55 — 210& C. B. 10, &5&-1, &8& which holds that a, 

nmseum& which is a corporation mai»taining a reguh&r fac»lty and 
curriculum with a regularly cm oiled body of 1&upils~&is an educational 
orga»ization within the mea»ing of section 170(b) (1) (A) (ii) of 
the Code, and tl&at contribul. ions th. ereto by individuals are deductible 
in computing taxable income not only to the extent of the general 
limitation of 20 percent of adjusted gross income under section 170(b) 
(1) (8) of the Code, but also to the extent of the special limitation 
of ten percent of adjusted gross income under section 170(b) (1) (/A) 
of the Code, is hereby revoked. However, under the authority of 
section 7805(b) of the Code& this ruling shall not be applied retroac- 
tively with respect to any contributio»s &uade by an individual prior 
to June 18, 1056, the date of this Bulletin. 

Amounts paid for aclmission to a, &notion picture exhibition, as 
a part of a campai«» to raise fu»ds for an or«anization operated ex- 
clusively for charitable purposes. See P&ev. Rul. 56 — 190, page 514. 

Salary of a Ale»&ber of ('on& ress, a portion of which is returned to 
the bruited States 'I'reasury. Scc Ilcv. Pi»I. 5&6 — 126, pa«e 5&6. 

Deductibility of contrib«tio»s to a trust or«anized ancl operated for 
the primary purpose of payh&g l&e»sions to retired employees of the 
en&pioyer» hich establishecl the trust. See Hev. Rul. 56 — 1 &&&&, pa«e o0o. 
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Sl'CTIOiX 172. — XET OPKRATIXG LOSS DEDUCTION 

Rev. Rul. 56 — 285 (Also Part II, Sections "'j(s) . , 1'&2; Re«ulatio»s 
118, +ectio» &&0, 1 & i — 4. ) 

The net ol&crating loss for a taxable year, carried over and 
claimed as a deduction fr&un incou&e for a subsequent taxable year, 
shouid be adjusted to reflect the aznnunt of depreciation properly 
allovvai&le for the loss year, even though the statutory period of 
lin&itation for assessn&ent of incoine tax for that year has expired. 

Aclvice has bee» requested irhether the net operating loss reported 
for the year 1050, by reason of irhich a uet operating loss carryover 
is el»it»ed as a, deduction from income for the year 10oo, should be. 

adjusted by the amount of exccssIre depreciation claimed for the 
year 1050, since the statutory periocl of limitation for assessment of 
taxes for that year has expirecl. 

Taxj&ayer was incorporated in tune, 1050& ancl files its income tax 
retur»s on the calendar year basis. Each of the returns so filed 
for the years 1MO to 1054& inclusive, has shovvn a net loss. In its returii 
for 1050, the corporation deducted depreciation computed on certain 
assets acquired at the tinie of its organization in 1950. It has been 
determined that the claimed basis of the assets iras exessire, and hence 
that the amount of depreciation claimed as a deduction in the com- 
putation of the corporation's net, operating loss for 1NO ~ras also 
excessive. 

Under section 12o (b) (2) (0) of the Internal Rerenue Code of 1960, 
as continued in efiect by section 17o(g) (1) of the Internal Revenue 
Code of 1054, a net operating loss sustained in a taxable year begin- 
ning after December 81, 1040, may be carried over to the five succeed- 
ing taxable years. The term "net operating loss" as defined in sec- 
tion lo'~ (a) of the 1939 Cocle, v;ith exceptions not liere material, means 
the excess of the deductions alloived by Chapter 1 of that Code over the 
gross income. Among such deductions is the depreciation alloirable 
tuider section. 23(l). Uucler section 172 (a) ancl (e) of the 10o4 Code, 
such net loss is allou-able as a decluction in coiuputiug taxable income. 

The fact that the statutory period for assessnieut of iucome taxes 
for the year in irhich the loss was sustainecl has expired cloes not 
I» ecl»de the uiaking of such acljustuieuts as may be necessary to cor- 
iect the net operati»n. loss deduction. Phoetzia Coal Co. , inc. v. Com- 
sizissiozzer, decided 41:trch 18, 19o6& by the United States Court of Ap- 
peals for the Second Circuit. Therefore, it is held that the net op- 
erating loss for the year 1050, carried over ancl claimed as a deduction 
fi. om income for the year 1055, should be adjusted to refiect the 
amount of depreciation properly allowable for the loss year. Com- 
pare Commissioner r. IV&7lt'o»&z D. fbi seto». . '32, & I . S. 442. 
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PART Vll ADB(T1ONA(. 1TEM(ZEB DEBBCT)oYS FBR IKB1V(B()ALS 

~ 1'-( l ION:)1, — MEDIC Yl. , DEXT ( I. , ETC. , I:. X. FEXSES 

Rev. Rub r)6 — 1s 
The t lxptly('r h(ls seve(", (1 hospit;&liz;(ti(») i))sur;inc& policies )vhicl) 

cover inde)nllific ltion for hospital «ud (loctors' bills but clo not cover 
lndenlnlflcatlon fol' nul'sino' fees. Vn)ounts 1'ecelved by the taxpayel' 
as inclenmification for hospit;ll «nd cloctol's' fees exceeclccl his expend- 
itures for these items. Ilclcl, in (oui putiug the clecluctiou for meclical 
expense allolvllble under section )1') of the Internal Revenue Cocle of 
1954, the aggreg(lte anlounts expended by a tnxpnyel for nledicnl cal e 
must be reclucecl by aggregate inclenulities leceivecl under the hos- 
pitnlization insurance policie=, in «1 rivi»a at the net, decluctible medi- 
cal expense, which is subject to the limitation providecl by section 
"18 of the Code, irrespective of the. f let, thlt such policies clo not 
provide indemllification for certain of the nledic«l expenclitures. 

F(ev. Rub, )6 — 19 

Amounts expendccl by a taxp«5 er to purchase bottled distilled wntel 
for drinking purposes, lnerely to avoid chinking the fluorinated )vater 
suppliecl by the city in which he lives, do not represent amounts paid. 
for medical care within the. menni)lg~ of section 018 of the Internal 
Revenue Cocle of ]9. )1 n:)cl are not (lecluctible for Eedern] income tax 
purposes. 

(Also Se& tI on '( ). ) V&cv. Rul. 06-')(i:& 

Faynlents nlacle for:1 "personll annly, is" of students who are 
attending npl)roved psychoanalytic training institutions, where such 
an analysis is required as part of their (. rniuiug in the theory and 
technique of psychoanalysis in preparation for l~)ractice as a psycho- 
analyst, do not constitute an allowable medical expense deduction 
under section )18 of the Internal Revenue Code of 1054, irrespective of 
whether such an analysis (vas given at the school or by a psycho&anal5 s( 
not connectecl with the school. The cost of the personal analysis 
u(lclel' such cll'cunlst ((Bees 1'epl'esents no)lclechlctible pel'son&(l expeus('s. 
Compare Rev. Rul. 14"&& C. . B. 105, ) — 0, 1)9. 

SECTION ~11. — EXFE&SES EOF. CARE OI (''ERTAIX 
DEPE &DEXTS 

Hev. Rul. ;)6 — 16!) 

The expenses for care of a child incurred hr a tar(p;&Per and paid 
(h(rino. the t:&xai)le Vear for the purpose of ena))ung her to pursue 

to 

certain edncational or trainin courses, do not qual!fr )s ercpcnses 

paid tor the «are of a dependent within the lneanin„. of sec(ion 214 
of the Inter&)al Revenue Code of 1!44 and do not c&rnstitnte au 

anowahle de incti&rn for 1 ederal in&on'e tax purposes. 

«66414' — 66 — 10 
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Advice has been requestecl whether the expenses for child care pa&&1 

cluri»g the taxable year by a taxpayer, for the pui pose of enabling 
her to pursue certain educational courses or stu&lies, qualify as de- 
clu«tible expenses within the meaning of section 214 of the In«rn» 
P&ev«nue Code of j 054. 

Section 214 of the Code provicles in part as follows: 
(a) General Rule. — There shall be allowed as a deduction expenses paid 

during the taxable year by a tar&payer who is a woinan or a widower for the 
care of one or more dependents (;is iletined in subsection (c) (1) ), but only if 
such care is for the purpose of enabling tlie taxpayei to be gainfully employed. 

The tel m "«ainfully employed" has been interpreted as also inclucl- 

ing active search for gainful employment. Sce Senate Report Xo. 
1022, 83d Congress, 220, at page 221. The restriction of the statute to 
"gainful employment" necessarily precludes other activities engaged 
in by a taxpayer. Accordingly, it follows that the child care expenses 
paicl by a taxpayer, for the purpose of enabling her to continue her 
studies or education, do not qualify as deductible expenses within the 
purview of section 214 of the Cocle. 

PART VIII. — SPECIAL DEDUCTIONS FOR CORPORATIONS 

SKCTIOX 241. — AI. I OTI&IAYCK OF SPKCIA. I DKDI&CTIOXS 

20 CFR 1. 241: Statutory provisions; allowance 
of special deductions. 

T. D. 6188' 

TITI. F, 2s — INTEPNAL REVEXI. 'E, Ie, 4. — CHAPTER I, SUBCHAPTER A, PART 1. — 
INCOME TAX; TAXABLE YEARS BEGINNING AI'TI'R DECEIIBER 31, 1952 

regulations with respect to sections 241 through 248 
of the Intelnal Revenue Code of 1054. 

DEPARTiiIENT OI" THE TREASVI:Y. 
OFFICE OF COXIMISSIONEPi OF INTERNAL PiEVENVE& 

Tl'as't&ington '~& D. C. 
To Officers and Employees of the Interna/ Ilerenl&e Serm'ce and 

0 t hers Concerned: 

On April 20, 1055, notice of proposed rulemal-ing regarding the 
regulations for taxable years beginning after December 81, 1053~& and 
cncling after August 10, 1054, exc~ept where otherwise provided therein, 
under sections 241 through 248 of the Internal revenue Code of 
1054, was published in the Federal Register (20 F. R. 2018). After 
consideration of all such relevant mattel as was presented by interested 
persons regarding the rules proposed& the following regulations, which 
supersede (&aragraph (7) of Treasury Decision 0118, approved. De- 
celnber 00& 1051 [C. 8. 10&&5-1, 008] 

& 
are hereby adopted: 

& 21 F. R. 407n. 
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SPECIAL DEDUCTIOXS FOR CORPORATIONS 

$ 1. )41 STATI Ton Y PRovIRIoxs: &ILLDK. vxcE or Sl)EcIAL DEDLc- 
1TOXS. 

SEC. 241. ALI. 

OAVES'&&CE 

Oi' SPE('IAL DEDUC11(. &X 

In addition to the deductious provided iu part VI (sec. 161 and foll«&r- 

ing), there shall be allowed as deductions in computing taxable income 
tbe items specified in this parL 

$ 1. 241 — 1 ArLowxxcF. or SrEOI. &I, DEDI CTro~s. =k corporation, in 

computing its taxable inconle, is alloived as &leductions the items speci- 
fied In part VIII of subclrapter 8 of chapter 1 (sections )4'~ through 
948) in addition to the deductions pl ovi de&1 in part && I (section 1()l and 
following) . 

$ 1. )4') STATUTORY PRovISIOXs: PARTIAl. l. Y Tax-I:xuxfrr IxrEREsv. 

SEC. 242. PARTIALLY TAX. -EXES&IPT Iy&TEREST. 

(a) Azzowaxcs or DE&&Her(ox. — There shall be allowed to a corpora- 
tion as a deduction the amount received as i»terest ou obli ations of the 
United States or ou obligatiou; of corpor&lti«»s &&r a»ized under Act of 
Con ress which are iu. tru)uentalities of the l. »ited States, but only if— 

(1) Such interest is iuclu&'. ed iu 1«ss i»&. on)e l a»d 
(2) Such interest is exempt fr«»1 n«rnlal tax under the Act au- 

thorizing the issuance of such obligatio»s. 
(b) CRoss REFERE&&cu. — I'or redu(. tion of deductiou uu&ler subsectiou 

(a) on account of amortizable bond l&re»liu&», see section 171. 

( l. of& — 1 DKDLCTIOx( I'Ol' P. ~BTIAI. LY TAx-ExrirrT IzTEREsT. =Y 
corporation. is allowed a deduction under section "4') (:1') in an amount 

equal to certain interest received on obligations of (he United States, 
or on obligations of corporatio»s organized under &&cts of Congress 

tvhich are instrumentalities of the I nited States. The interest for 



Ivhich a deduction shall be alloived is interest which is included in gross 
income and vhich is exempt from nornual tax under tlte Act, as 
amended and supplemented, which authorized the issuance of the 
obliga, tions. 

f 1. 248 STATUTQRY PRovlsioAs ) DIVIDENDs REcEIvED BY' CDRPQRA- 

TIOIvs. 

SZC, 248. DIVIDEINDS RECEIVED BY CORPORATIONS. 

(a) GB&IEBAL RvLE. — In the case of a corporation, there shall be al- 
lov. eel as a deduction an amount equal to 8o percent of the amount re- 
ceived as dividends (other than dividends described in paragraph (1) of 
section 244, relating to dividends on the preferred stock of a public 
utilitv) from a domestic corporation Ivhich is subject to taxation under 
this chapter. 

(b) SPEGIAL RI, LEs ror. CEBTAIR DISTBIBETIoxs. — Fol' purposes of sul&- 

section (a)— 
(1) Any amount allowed as a deduction under sectiou 501 (re- 

lating to cleduction for dividends paid by mutual savings banks, 
etc. ) shall not be treated as a dividend. 

(2) A dividend received from a regulated inrestmeut company 
shall be subject to the limitations prescribed in section So4. 

$ 1. 243 — 1 DKDUCTIOX roR DivlDENDS RECEIYED BY CORPORATIOXS. — 
(a) 4 corporation is allowed a decluction under section 248(a) for 
dividends received from a domestic corporation which is subject to 
taxation under chapter 1 of the Internal Revenue Code. The deduc- 
tion for a taxable year, except as provided. in subsection (b) of section 
24oo and in section 246, is an amount equal to 85 percent of such divi- 
clends received by the corporation cluring the taxable year. To deter- 
mine the amount of the distribution to a~recipient corporation and the 
amount of 'he dividend, see $ 1. 601 — 1 and $ 1. 816 — l. 

(b) The deduction allowed by section 248 shall be determined with- 
out regard to any dividends described in paragraph (1) of section 
244 (relating to dividends on the preferred stock of a public utility). 
That is, such deduction slrall be determined without regard to any 
clividends received on the preferred stock of a public utility which is 
subject to taxation uncler chapter 1 of the Internal Revenue Code and 
with respect to which a decluction is allowed by section 247 (relating to 
dividends paid on certain preferred stock of public utilities). For a 
cleduction with respect to such dividends received on the preferred 
stock of a public utility, see section 244. If a deduction for dividends 
paid is not allowable to the distributing corporation under section 247 
with respect to the dii idends on its p~referred stocl-, such dividends 
received from a donIestic public utility corporation subject to taxation 
under clrapter 1 of the Internal Revenue Code are includible in deter- 
mining the deduction allowed by section 248 (a) . 

(c) For limitation of dividencls received decluction, see section 246 
and the regulations thereunder. 

g 1. 248 — 2 SPKcIAL RULKs roil CERTAIN DisTRIBUTIoxs. — (a) D2RI'- 
dcnd8 paid by nI Stuart sat'ing8 bcIn1', ~, etc. — In determining the deduc- 
tion provided in section 24oo(:I), any amount allowed as a cleduction 
under section 501 (relating to deduction for dividends paicl by mutual 
savings banks, cooperative banl-s, and domestic building and loan 
associations) shall not. be considered as a dividend. 

(b) Die'idend8 received from reIlnlated inI est~»cnt companies. — 
In determining the deduction provicle&l In section &4o(a), dividends 
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received fl onl;I reouhlte&l inve, tnleut col&lp;1»v shnll be subject to ihe 
limitations l&rovicled in section Sr&4. 

$ 1. 244 STATUTOI(a PROYIsl&&Xs: Diva»&. Xl&s R&'('&«vED OX CERT tlX 
PREFERRED STOCI~. 

SEC. 211. DIVIDLXDS RI;CL4IVI:. I& OX ('I. . R'IAIX I'Rl'I Lrltltl". D 
STOCIi. 

In the case of a corporation, there shall be:(!Io&ved as a deduction an 
amount co&nl&uted as folio&vs: 

(1) 1'irit &leter&nine the amount received as dividends on the 
preferred stock of a lmblic utili(y v. hich is subject to taxation u&uler 
this &lmpter anti v;ith respe&t to which the deduction provided in 
section 2&II for &livide&nls p&&id is allo&vable. 

(2) Th&n multiply the amount &letern&i»ed u&uler laaragraph (1) 
bv the fraction— 

(A) The numer:&tor of nhich is 14 pe&cent, an&1 
(8) The denomin(ltor of which is that percentage &vhich 

equals the su(n of the nor&nal ta&r rate and the surtax rate for 
the tax&(ble vear prescribed by; & ction 11. 

(3) Finallv ascertain the an&o&&nt &vhich i S~ percent of the ez- 
ceis of— 

(A) The amount determined under parag&aph (1), over 
(B) The amount deter(nined under paragraph (2). 

be1. 244 — 1 DEDLCTIOX FOR DIvIDFXDS RECElvED OX CERTAIN PRl'- 
FKRRFD STocK. — A. col"pol"ltion is allowed a deduction under section 
2W. for dividends received on certnin preferred stock of certain pub- 
lic utility corporations subject to taxation under chnpter 1 of the I»- 
ternal Reveuue Code. The deductiou is allowable only for clividends 
received on the prefer& eel stocl- of a public utility witla respect to which 
the deductiou for dividends pnid provided ial section &47 (relating to 
dividends paid on certain preferred stocl- of public utilities) is al- 
lowable to the distributing corporation. 

$ 1. 244 — 2 CQDIFIJT VTIox oF DEDUGTIoi&. — (n. ) Section 244 pl'ovldes 
a specific rule for the computation of the deduction for clividencls re- 
ceived on. the preferrecl stock of a public utility. The clecluction conl- 
puted under section &44 is subject to the limitation provided in sec- 
tion 246. 

(b) The couaputatiou. of the clcduction provided in section &W- mny 
be illustrated by the following exanlples: 

Example (1). Corporation 4, v-hich files its inconae tax re- 
turns oil the c«lendnr year basis, ~received in 1054 $100, 000 ns di- 
vidends ou the preferred stock of Corporation B, a public utility 
col poration which is subject to taxation under chapter 1 of the 
Internal Revenue Code. The deduction providecl in section &4( 

is allowable to Corporatiou. B, the distributing corporntion, with 
respect to these dividends. Tile corpor;&tion normal tax rate and 
the surtax r;lte for the calendar year 10or4 are 80 percent nud &' 

percent, respectively. The deduction allowable to Corporntion (& 

under section "W- for the yenr 10or4 with respect, to these divi- 
dends is 90'&, 115. 88, conaputecl ns follows: 

Dividends received on preferred sto(l- of ('orporation L' $100, 000, 00 
Less: Th& fraction sl&&*cliled 1n section 2-11(2) 

r4;; &c $100, 000 26, 028. 08 

Amount subject to S& percent deduction 

. Deduction — &. & percent ot' g(:;, 0voi02& 

' 0(0 '!"' 

S02&, Ian. «s 
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&c&'zc&mple (8). Assume the fncts are the same as in example 

(1) except that the yenr involved is n taxable year for which the 

corpor;ition normal tnx rate nnd the surtax rate are 25 percent 
:ind 22 percent& respectively. The deduction allowable to Cor- 

poration A under section 244 for that taxable year is $59, 680. 85, 

computed ns follows: 
Dividends received on preferred stock of Corporation B $100, 000. 00 
Less: The fraction specified in section 244(2) 

i4/4v &C $100, 000 29, 787. 28 

Amount subject to 86 percent deduction $70, 212. 77 

Deduction — 85 percent of $70, 212. 77 $89, 680. 88& 

$ 1. 245 STATUTORY PROVISIONS' DIVIDENDS RECEIVED FROWST CKr, — 

TAIN FORKIc&N CORPORATIONS. 

Szc. 24o. DIVIDENDS RECEIVED FROI&1 CERTAIN FOREIGN 
CORPORATIONS. 

In the case of dividends received from a foreign corporation (other 
tlian a foreign personal holding company) which is subject to taxation 
under this chapter. if, for an uninterrupted period of not less than 86 
nionths ending ivith the close of such foreign corporation's taxable year 
in which such dividends are paid (or, if the corporation has not been in 
existence for 86 months at the close of such taxable year, for the period 
the foreign corporation has been in existen&. e as of the close of such 
taxable year) such foreign corporation has been engaged in trade or 
business within the United States and has derived oo percent or more of 
its gross income from sources within the United Siates, there shall be 
allowed as a deduction in the ease of a corp&&ration— 

(1) An amount equal to the percent (specified in section 248 for 
the taxable year) of the dividends received out of its earnin s and 
profits specified in paragraph (2) of the first sentence of section 
816(a), but such amount shall not exceed an amount which bears 
the same ratio to such percent of such dividends received out of 
such earnings and profits as the gross income of such forei n coi- 
poration for the taxable year from sources within t!ie United States 
t&ears to its gross income from all sources for such taxable year, and 

('&) An amount equal to the percent (specified in section 248 for 
the taxable year) of the dividends received out of that part of its 
earnings and profits specified in paragraph (1) of the first sentence 
of section 816(a) accumulated after the beginning of such uiiinter- 
rupted period, but such amount shall not exceed an amount which 
hears the same ratio to such percent of such dividends received out 
of such accumulated earnings and profits as the gross incoine of 
such foreign corporation from sources i&ithin the I nited States 
for the portion of such uninterrupted period endin at the be, inning 
of such taxable vear bears to its ross income from all sources for 
such portiou of such uninterrupted period. 

$ 1. 245 — 1 DKDUOTIDN I'oR DIvIDENDs RKcEIvl:. D FRUTTI CERTAIN 
FORKION CORroRATIONS. — (n) A corporation is allowed n deduction 
uncler section 245 for dividends received from n foreign corporation 
(other than n foreign person;il holding company as defined in section 
552) vvhich is subject to taxation under chapter 1 of the Internal 
Pievenue Code if, for an uninterrupted period of not less than 36 
months ending with the close of the foreign corporation's taxable year 
in which the~dividends are pnicl. such Foreign coiporntion hns been 
engaged in trnde or business within the I, nitecl States and hns derived 
50 percent or more of its gross income from sources within the ITnited 
States. If the foreign corporation hns been in existence less than 36 
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Blonths &i. of the ('lo ( of the tan;(ble year in which the clivi&lends;!re 
pai&'. , the» the applicable uninteri»ptecl period to be tal-e» iuto co»- 
sideriitio» in lieu of the uninterr»pted periocl of M or. niore i»ontl» 
is the entire period such corporation has been in erci. -!&»ce as of tlie 
close of such taxable year. An»ninterrupted periocl which satisfies 
the twofold re&luirement. with respect to b»siness actIvIty and gross 
incouie»i;iy stari at a date later than the elate ou. wlii«h tlie foieig» 
corpor;itio» first conunenced an uni»terrupte&1 periocl of engaging i» 
tiade or b»si»e. s within the Vnitecl ~state. =, b»t the appli&:ible»»i»tei- 
ruptecl periocl is in a»y event the longest uninterr»ptecl perio&1 which 
satlsfie ' stich twofold re(iuiret»ettt. 

(b) The deduction provid ed iu -e "tio» 24~ fora tamable vear. eve& pt 
as provided iu section ~40& is the sum nf the ai»ou»t coin}~»teel uncler 
paragr:iphs (1) and (2) of section o4&. 

(c) The determination of e;ir»i»gs and profit, dI;trib»ted i» any 
tazable vear shall be niacle i» accoi &1;i»ce with the principles of section 
onlt&(a). For the, determination of the -. -o»rce of i»co(»e. see part I 
of subchapter X of chapter 1 )'section= 8((1 through 8('&4) a»d the 
regulatio»s there»nder. 

(d) The applic; tion of . -& etio» 24. & uiay be ill»-tr(ite&I bv tlie follow- 
ing ezample. -: 

E', «&&tmg, l&! (1). Corporation A. (a foreig» corpor(itiou filitig 
iis incoiue tare returns on a calendar yea~r basis) whose stock 
is 100 percent owned bv Corporation 13 (a domestic corpora- 
tion. filiug its i»co»ac tare returns on a. calenclar vear basis) for 
the first time engagecl in trade. or busiuess witlii» the I, nited 
+tates on Januaty 1, 1'. )40&. a»el qualifies under section 24o for 
the entire period beginning ou that date a»el ending on Decembel 
81, 10~4. Corporation A. had accuuiuhited earnh&gs:(nd profits 
of ~~0. 0()0 iiuniediatelv prior to Jauuary 1, 1043, i»id had earnings 
and profits of 810&000 for each tamable rear cluri»g the uninte7- 
ruptecl periocl from Januai v 1, 194(&& through Decei»ber 81, 10~&4. 

It derivecl for the perio&i from Janu:iry 1, 1048, thro»gh Decem- 
ber ool. 10~:3& 0t) percent of it. =. &&giross income froi» sources within 
the United &tates aud in 1N4 der:ved ', i, & peice»t of its gross 
income fioi!i so»i& e. - withitt tl&e I nited States. Duri»g the 
calcu(hir years 1!No, 1044, 104&. 104('. and 1. 04& Corporation A 
&Iistributed iu each year 81;i. 000: during the calendar vears 104'. 
1040, 10~0, 10&t. . 10~ &. and 1!)~3 It clIstrIb»ted in eii«h yc;ir +~. 000: 
anci cluring the rear ]0i4& " . &()800. A» an:(ly-. is of the accun:u- 
latecl earn!»gs;i»d profits»»&ter the above stateme»t of ficts 
cliscloses that. at Decei»ber &1& 10. &, the accumulation amounted 
to &, &5&t)00& of whi«h &', &(&()0 was accui»ulateci piior to the "iin- 
interruptecl period" and ~ &0&000 was ace(i»i»lated el»ring the 
uninterruptecl periocl. (~e& section. o10(a) and paragr iph (c) 
of this section. ) For 10&&4 a deduction uncler. section '4o of 
8 &1&0oo t 88, 0&;& on 1!), &4 ear((i»os of the foreign c&&: por:ition, pins 
~ ". 9. &0 froin tlie +:&0. 000 acc»n&ulation at December 01, 10~:3) for 
diviclencls received fro»i a foreign corpor;ition is alloiviible to 
('oi poration 13 & ith respect to tt&e s &0. t)00 receirecl from Corpo- 
i &it!oil L. co!ill)iited ii follows: 

(j) ss, o&o, which ie &s, s&&H) (s& t&e&'ee&it — the»e«eeui it&eeitte&1 in se& ti»n 
fo» 1&e &(&Ie»(1:&r ven&' t!)&4 — of the Sl(&. (H&&& f e;&rni&, . an&) nreht. - 

& f 
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the tar&able year) niultiplied bv i». pe& cent (the portion of the gross income 

of Corporation & erive f C "t' A d rived during ilie taxable year 1064 froin sources within 

the United States), pin. 
(ii) $22, Ã&0 wl&ich is $2(&, , &00 (So pere& nt — the percent specified in 

section 246 for the calendar year 10;&4 — of $60, 000, the part of the earnings 

anti profits a&&cumul &teil after the beginni&ig of the uninterrupted period) 

nuiltiplied l&v 00 percent (the portion of the gross income of Corporation A 

derived from sources withlii the Lnited States during that portion of the 

uniuterrupted period ending at the beginning of the taxable year 10O4). 

1. ", ncrmple (8). If in example (1), Corporation A. for the 

taxable year 1954 had incurred a cleficit of $10, 000 (shoivn to 

have been incurred before December 31) the amount of the 

earnings and profrts accumulated after the beginning of the 

uninterrupted period would be $20, 000. If Corporation A had 

distributed $50&000 on December 31, 1954, the deduction under 

section 245 for dividends received from a foreign corporation 
allowable to Corpor, ition 8 for 1954 would be $15. 300, computed 

by niultiplying $17, 000 (85 percent — the percent specified in sec- 

tion 243 for the calendar year 1954 — of $20, 000 earnings and 

prolits accumulated a. fter the beginning of the uninterrupted 

period) by 90 percent (the portion of the gross inconIe of Corpo- 
ration A derived from United States sources during that portion 
of the uninterrupted periocl en&ling at the beginning of the taxable 

year 1954) . 
k 1. 240 STATUTCRY PRovIsIDNs' HULEs API'LYING To DEDUcTIoxs 

FOR DIVIDENDS IFECEIVED. 

SEC. 246. RUI KS APPLYI&VG TO DEDI. CTI OXS I&'OR DIVIDENDS 
RECLcIVED. 

(a) DEnuGTIGNs Nor Az. LowED FGR DIFIDE1&ns I'Ro&&1 CERT%I&v CGRPGR. W- 

across. — The deductions allowed bv sections 240, "44, and 24' shall not 
apply to any dividend from— 

(1) A corporation organized uuder the China Trade Act, 1022 
(see sec. 041); or 

(2) A corpoiation which, for the tamable year of the corporation 
in which the distribution is made, or for the nezt preceding tasable 
year of the corporation, is— 

(A) A corporation exempt from tax under section 501 (relat- 
ing to certain charitable, etc. , orgauizations) or sectiou 521 
(relating to farmers' cooperative associations); or 

(B) A corporation to ivhich section 061 (relatiug to iucome 
from sources within possessions of the Uuited States) applies. 

(b) I. ri&ITATIGIF ox AGGREGATE Ar&rouÃT GF DEDUGTIG&rs— 
(1) GENERaL Rr&LE. — Except as provided in paragraph (2), the 

aggregate auiount of the deductions allowed by sections 246, 244, 
24, & shall not e&rceed So perceut of the taxable income computed 
without regard to the deduct. ious allowed bv sections 172&, 248, 244, 
2-L&, and 247. 

(i&) LFFFEGT ol' ivET GPFRRT&NG Loss. — Paragraph (1) shall not 
apply for any tairable year for which tliere is a uei. operatiug loss 
(as detciunined under section 1I2). 

$ 1. 246 — 1 DEDUGTIoNs NCT ALLohvED For. DrvrDENDs FRoxr CERTAIN 
CorroRATIoNs. — The deductions provided in sections 243& (relating to 
dividends received by corporations), 244 (relating to clividends re- 
ceived on certain preferred stock), and 245 (relating to dividends 
received from certain foreign corporations) are not allovvable ivith 
respect to any dIvidencl receivecl from- 

(a) A corporation organized uncier the China Trade Act, 1922 
(15 U. S. C. ch. 4) (see section 941); or 
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( ) ' corpoI'ation which is exempt from taz under section (b) 
501 (relating to certain charitable, etc. , organizations) or sec- 
tion 521 (relating to farmers' cooperative associations) for the taxable year of the corporation in which the distribution is nrade 
or for its next preceding taxable year; or 

(c) A. corporation to which section 981 (relating to income 
from sources v ithin possessions of the United States) applies for 
the tazable year of the corporation in which the distribution is 
made or for its next preceding taxable. year. 

m5 
1. 246 — 2 LIilIIT-~TIox oiv Aucrro ITE Aiiouzr. oI" DEDIICTIozs. — (a) 

General rut'e. — The sum of the deductions allo~ed by sections 248 
(relating to dividencls received by corpora( ious), 244 (relating to divi- 
dends received on certain preferred stock). and 2i, & (relating to divi- 
dends received from certain foreign corporations), except as provided 
in section 246(b) (2) and in paraoraph (b) of this section, is limited 
to 8o percent of the taxable income of the corporation. The tazable 
income of the corporation for this purpose is coml&uted without regard 
to the net operating loss deduction allowed by section 17", the deduc- 
tion for dividends paid on certain preferred stock of public utilities 
allo~ed by section. 247, and the deductions provicled in sections 248, 
244, and 245. For de6nition of the term "taxable income". see section 
68. 

(b) Effect of net operating loss. — If the shareholcler corporation 
has a, net operating loss (as determined under section 172) for a 
taxable year, the liniitation provided in section 246(b) (1) and in 
paragraph (a) of this section is not applicable for such taxable year. 
In tlIat event, the &leductions provided in sections 248, 244, and 245 
shall be allo~able for all tax purposes to the shareholder corporation 
for such taxable year without regard to such limitations. If the 
shareholder corporation cloes not have a net operating loss for the 
taxable year, ho~ever, the limitation v-ill be applicable for all tax 
purposes for such. taxable vear. In cletermining whether the share- 
holder corporation has a net operating loss for ~a taxable year under 
section 172, the cleductions allov. ed by sections 248, 244, and 245 are 
to be computed without regarcl to the limitation pr~ovided in section 
246(b) (1) and in paragraph (a) of this section. 

I) 1. 247 STATL-ToRY PRovlsloxs j DIYIDExns PAID ov CEBTzIz PRE- 
FERRED STOCK OF PUBLIC LTILITIEs. 

SEC. 247. DIVIDEVDS PA. ID OX CERTA. IX PREFERRED STOCK 
OF PUBLIC L TILITIES 

(a) . i. irouzr oF DEnucrrov. — In the case of a public utility, there 
shall be allowecl as a deduction au amount computed as follows: 

(1) First cletermine the antount which is the lesser of- 
(& ) The amount of dividends paid during the taxable year 

on its preferred stoclr, or 
(B) The taxable income for the taxable year (computed 

without the tleduction allowed by this section). 
(2) Theu multiply the an&cunt rletermiuetl under paragraph (1) 

by the fraction— 
(A) The numerator of which is 14 percent, and 
(B) The denominator of which is that percentage which 

equals the sum of the normal taz rate and the surtax rate 
for the taxable year specified in section 11. 

For purposes of the deduction provicled in this section, the an&ount of 
dividends paid shall not inclutle onv amount dist&ibuted in the cnr- 
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rent taxable year with respect to dividends unpaid and accunIulated 
in any taxable year ending before October 1, 1042. Amounts distrib- 
uted in the current taxable year with respect to dividends unpaid and 
accumulated for a prior taxable year shall for purposes of this sub- 
section be deemed to be distributed with respect to the earliest year 
or years for which there are dividends unpaid and a& cumulated. 

(b) DErINIrroxs. — For purposes of this section and section 244— 
(1) PUBLIc U IILITY. — The term "public utility" means a corpora- 

tion engaged in the furnishing of telephone service or in the sale 
of electrical energy, gas, or water, if the rates for such furuishing 
or sale, as the case may be, have been established or approved by a 
State or political subdivision thereof or by an agency or instrumen- 
tality of the United States or by a public utility or public service 
comnfission or other similar body of the District of ColuInbia or of 
any State or political subdivision thereof. 

(2) PREEERRED SICCII. — The term "preferred stock" means stock 
issued before October 1, 1942, which during the whole of the tax- 
able year (or the part of the taxable year after its issue) Ivas stock 
the dividends in respect of which were cumulative, limited to the 
same amount, and payable in preference to the payment of dividends 
on other stock. Stock issued on or after October 1, 1942, shall be 
deemed for purposes of this paragraph to have been issued before 
October 1, 1042, if it was issued (including issuance either by the 
same or another corporation in a transaction Ivhich is a reorgani- 
zation (as defined in section gfis(a) ), a transaction to which section 
871 (relating to insolvency reorganizations) applies, or a trans- 
action subject to part VI of subchapter 0 (relating to exchanges 
in SEC obedience orders), or the respectively corresponding provi- 
sions of the Internal Revenue Code of 1909) to refund or replace 
bonds or debentures issued before October 1, 1942, or to refund or 
replace other preferred stock (including stock which is preferred 
stock by reason of this sentence), but only to the extent that the 
par or stated value of the new stock does not exceed the par, stated, 
or face value of the bonds or debentures issued before October 1, 
1042, or the other preferred stock, which such neIv stock is issued 
to refund or replace. The determination of whether stock was 
issued io refund or replace bonds or debentures issued before 
October 1, 1042, or to refund or replace other preferred stocl-, shall 
be made under regulations prescribed by the Secretary or his 
delegate. 

$ 1. 247 — 1 DEDUCTION I'OR DIVIDENDS PAID ON PREEERRED STOCK OI' 
PURLIO UTILITIEs. — (a) Amount of deduction. — (1) A dedtlction is 
provided in section 247 for dividends paid during the taxable year by 
certain public utility corporations (see paragraph (b) of this section) 
on certain preferred stock (see paragraph (c) of this section). This 
reduction is an amount equal to the product of a specifiIed fraction tinies 
the lesser of (i) the amount of the dividends paid during the taxable 
year by a public utility on its preferred stock (as defined in paragraph 
(c) of this section), or (ii) the taxable income of the public utility 
for such taxable year (computed without regard to the deduction 
alloaved by section 247). The specified fraction for any taxable vear 
is the fraction the numerator of vvhich is 14 and the denominator of 
svhich is the sum of the corporation not mal tax rate and the surtax 
rate for such taxable year specified in section 11. Since section 11 
provides that for the calendar year 1054 the corporation norlnal 
tax rate is 80 percent, and the surtax rate is 22 percent the sum of the 
tIVO tax rates is 52 percent and the specified fraction for the calendar 
year 1954 is 14/52. If, for example, section ll should specify that 
the corporation's norma~l tax rate is 25 percent and the surtax rate is 
22 percent ior the calendar vear, the sum of the two tax rates ivill 
be 47 percent Rnd the specihed fraction for the calendar year ivill 



be 14/47. If Corporation A, a public uti]ity which P]es its income 
tax return on the ca]e»dar year basis, pays $100, 000 dividends on its 
preferred stock in the calendar year 1!!;&4 and. if its taxable inco»ie for 
such year ls greater than &10& &. !)00 the deduction a]iowa b]e to Corpora- 
tion &»»der ac& ti o» &47 for 1! '. &4 is +] 00, 000 times 11 &. » . or 4'2&0. 0 &:], 0&l, 

If in 1&];&4 Co& poration 4's t:;xablc i»co»~e, computed without regard 
to the ded»etio» provided in sectio» 247, had been $00, 000 (that is& 
]ess than the a»iou»t of the divi&le»ds which it paid on its preferred 
stocl~ in that i&a»), the deduction al]owable n»cler section 247 for 
1!3, &4 would ]rave been ~! &0. 000 ti &»es 14&, &2&, or!&&24. 2, '30. 77. 

(2) For the purpos& of dete~ »&i»i»g the amount of the ded»ction 
provided in section '47 (a) a»d in s»bpai agraph (1) of this paragraph, 
the amount of dividends paid in a given taxable yea~ shall not i»cl»de 
any amount distributed in such yea~r with respect, to dividends unpaid 
and accumulated in any taxable year ending before October 1, 1N&. 
If any distribution is i&nde in the current taxable year with respect 
to dividends unpaid and accumulated for a prior taxab]e year, su h 
distribution wi]l be cleemed to ]rave been n&ade with respect to the 
earliest year or 

year's 

for which there are dividends unpaid and acc»- 
mulated. Thus, if a public. utility makes a distribution with respect 
to a prior taxable year, it, shall be considered that s»ch distributio» 
was made with respect to the earliest year or years for which there 
are dividends unpaid and accumulated, whet6er or not the public 
utility states that the distribution v-as ma~de with respect, to su h year 
or years and even though the public utility states that the distribution 
wA made with respect to a, later year. Even though it has dividends 
unpaid ancl accumulated with respect to a taxable year encling before 
October 1, 1042, a public utility may, however, include the dividends 
paid with~respect to the current taxable year in computing the &]ed»c- 
tion under section 247. If there are no dividends unpaid] and accu- 
mulated with respect to a taxable ~ ear ending before October 1, 1942& 
a public utility may include the diviclends paid with respect to a prior 
taxable year which ended after October 1, 1942, in computing the 
deduction under section 247; such public ut~ility in addition ma~@ in- 
clude the dividends paid with respect to the current taxab]&. year in 
computing the deduction under section 247. Ho~ever, if local lav- or 
its own charter requires a, public utility to pay all unpaid and accu- 
mulated dividends before an&- dividends can be paid with respect to 
the current taxable year, such public utility»iay not inc]ude any 
distribution in the current year in computing the deduction under 
section &47 to the extent that there are dividends unpaid and accu- 
mulated with respect to ta. xab]e years ending before October 1& 1042. 

(3) If a corporatio» which is engaged in one or more of the fo»r 
types of business activities (herein called utility activities) e»&»»crated 
in section 247(b) (1) (the furnishing of telephone service or the sa]e 
of electrical energy, gas, or water) is also engaged in some other busi- 
ness that does not fall within any of the enu&nerated categories. the 
decl»etio» under section &47 is al]owable on]v for such portion of the 
amount computed under section '&47(a) as is allocable to the income 
from. utility activities. For this purpose, the allocation may be ma&]e 

on the basis of the ratio which the total income from the utility activi- 
ties bears to total income from a]l sources (total i»come being con- 

sidered either gross income or gross receipts, whichever methocl results 
in the higher deduction). Ilowever. if such a» allocation reaches a» 
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inequitable result and tlie books of tlie corpoi ation are so kepi (liat tlie 
taxable income at tributable to the u(ility activities can be readily deter- 
mined, particularly where the books of the corporation are i equired by 
governmental bodies to be so kept for rate makin«or otlier purposes, 
the allocation may be niade upon the basis of taxal&le iiicome. Ai o sucli 
apportioninent will be required if the income frown sources other tlian 
u(ility activities is less than 20 percent of the total incoine of the cor- 
porat. ion, irrespective of the method used in eletermining such total 
income. 

(b) Pubs~'e utility. — A. -. = used in section 247 and this section, public 
utility means a corporation engaged in the furnishing of telephone 
service, or in the sale of electric energy, gas. or water if the rates 
charged by such corporation for such furnishing or sale, as tlie case 
may be, have been established or approved by a State or political sub- 
division thereof or by an agency or instrumentality of the United 
States or by a public utility or public service commission or other 
siniilar body of the District of Cohimbia or of any State or political 
subdivision thereof. If a schedule of rates lias been filed with any of 
the above bodies having tlie power to disapprove such rates, then such 
rates shall be considered as established or approved rates e~-en though 
such body has taken no action on the filed schedule. Rates fixed by 
contract between the corporation and the purchaser, except where tlie 
purchaser is the United States, a State, the District of Columbia, or an 
agency or political subdivision. of tlie United States, a State, or the Dis- 
ti. ict of Columbia, shall not be considered as established or approved 
rates in those cases where they are not subject to direct control, or 
where no maximum rate for such contract rates has beeri establislied 
by tlie United States, a State, the District of Columbia, or by an agency 
or political subdivision thereof. The deduction provided in section 
247 will not be denied solely because part of the gross incoine of the 
corporation consists of revenue derived from such. furnishing or sale at 
rates which are not so regulated, provided the corporation establishes 
to the satisfaction of the Commissioner (1) that the revenue from 
regulated rates and the revenue from unregulated rates are derived 
from the operation of a single interconnected and coordinated system 
within a single area or region in one or more States, or from the oper- 
ation of more than one such systeni and (2) that the regulation to 
which it is subject in part of its operating territory in one such system 
is efFective to control rates within the unregulated territory of tlie 
same system so that the rates with. in the unregulated territory have 
been and are substantially as favorable to users and consuniers as are 
the rates within the regulated territory. 

(c) Preferred stock. — (1) For the purposes of section 247 and this 
section, preferred stock means stock (i) which was issued before 
October 1, 1M2, (ii) the dividends in respect of which (during the 
whole of the taxable year, or the part of the taxable year after the 
actual date of the issue of such stock) were cumulative, nonparticipat- 
ing as to current distributions, and payable in preference to the 
payment of dividends on other stock, and (iii) the rate of return 
on which is fixed and cannot be chan«ed by a vote of the board of 
directors or by some similar method. IIowever, if there are several 
classes of preferred stock, all of which meet the above requirements, 
tlie deduction provided in section 247 shall not be denied in the case 
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ef a given class of preferred stock merely because there is another 
class of paeferred stock +hose dividends are to be paid before those 
of the given class of stock. likewise, it is immaterial for the purposes of section 247 aud this section whethe~r the stock be voting or nonvoting 
stock. 

(2) Preferred stocl. - issued on or after October 1, 1942, under certain 
circumstances will be considered as having been issued before October 
1, 1942, for purposes of the deduction provided in section 247. If. the 
new stock is issued on or after October 1, 1942, to refund or replace 
bonds or debentures which were issuecl before October 1, 1942, or to 
refund or replace other stock which vas preferred stock within the 
meaning of section 247(b) (2) (or the corresponding provision of the 
Internal Revenue Code of 1989), such new stock shall be considered 
as having been issuecl before October 1, 1942. If. preferred stock is 
issued to refund or replace stock which was preferrecl stock within 
the meaning of section. 247(b) (2) (or the corresponding provision of 
the Internal Revenue Code of 1939), it shall be immaterial whether 
the preferred stock so refunded or replaced was issued before, on, or 
after October 1, 1942. If stock issuecl on or after October 1, 1942, to 
refund or replace stock which was issuecl before October 1, 1942, and 
which was preferred stock within the meaning of section 247(b) (2) 
(or the corresponcling provision of the Internal Revenue Code of 
1939), is not itself preferred stock within the meaning of section 
247(b) (2) (or the corresponding provision of the Internal Revenue 
Code of 1989), no stock issued to refuncl or replace such stock can 
be considerecl preferred stocl- for purposes of the cleduction provided 
in section 247. 

(8) In the case. of any preferred stock issued on or after October 
1, 1942. to refund or replace bonds or debentures issued before October 
1, 1942, or to refund or replace other stock which was preferred 
stock within the meaning of section 247(b) (2) (or the corresponding 
provision of the Internal Revenue Cocle of 1939), only that portion 
of the stock issued on or after October 1, 1942, will be considered as 
having been issued before October 1, 194k, the par or stated value of 
v'hich does not exceecl the par, stated, or face value of such bonds, 
debentures, or other preferred stock which the new stock was issued 
to refund or replace. In such case no shares of the new stock issuecl on 
or after October 1, 1N2, shall be earmarked in determining the deduc- 
tion allowable under section 247, but the appropriate allocable portion 
of the total amound of dividends paid on such stock will be considered 
as having been paid on stock which was issued before October 1, 1942. 

(4) The provisions of section 247 (b) (2) may be illustrated bv 
the following example: 

Exam@/e. A public utility has outstanding 1, 000 bonds which 
were issued before October 1, 1942, and each of which lras a face 
value of $100. On or after October 1, 1942, each of such bonds is 
retired in exchange for 1~/~o shares of preferrecl stock issued on 
or after October 1, 1942, and having a par value of $100 per share. 
Only ~%& of the dividends paid on the preferred stock thus issued 
in exchange f' or the bonds wiH be considered as having been paid 
on stock which was issued before October 1, 1942. I ikewise, if 
preferred stock which is issued on or after October 1, 1N2, has 
no par value but. a stated value of 1:~0 per share ancl such stock 
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is issued in a ratio of three shares to one share to refund or replace 
pi'eferred stock having a par value of $100 per share, only two- 
thirds of the dividends paid on the new shares of stock will be 
considered as having been paid on stock which was issued before 
October 1, 1942. 

(5) Whether or not preferred stock issued on or after October 1, 
194o, was issued to refund or replace bonds or debentures issued before 
October 1, 1949, or to refund or replace other preferred stock, is in 
eacli case ~a ques~tion of fact. Among the factors to be conside~red is 
whether such stock is new in an economic sense to the corporation or 
whether it was issuecl merely to take the place, directly or indirectly, 
of bonds, debentures, or other preferred stock of such corporation. 
It is not necessary that the ncw preferred stock be issued in exchange 
for such bonds, debentures, or other preferred stock. The mere fact 
tliat the bonds, debentures, or other preferred stock remain in exist- 
ence for a short period of time after the issuance of the new stock 
(or weie retired before the issuance of the new stock) does not neces- 
sarily mean that such new stock was not issued to refund or replace 
such bonds, debentures, or other preferred. stock. It is necessary to 
consider the entire transaction, including the issuance of the new 
preferred stock, the date of such issuance, the retirement of the old 
bonds, debentures, or preferred stock, and the date of such retirement, 
in order to determine whether such new stock really v as issued to 
take the place of bonds, debentures, or other preferred stock of the 
corporation or whether it represents something essentially new in an 
economic sense in the corporation's financial structure. If, for ex- 
ample, a public utility, which has outstanding bonds issued before 
October 1, 1949, issues new preferred stock on October 1, 1954, in order 
to secure funds with v. hich to retire such bonds and with the money 
paid in for such stock retires the bonds on Noveniber 1, 1954, such stock 
may be considered as having been issued to refund or replace bonds 
issued before October 1, 1942. Whether the money used to retire the 
bonds can be traced back and identified as the money paid in for 
the stock will have evidentiary value, but will not be conclusive, in 
determining whether the stock was issued to refund or replace tlie 
bonds. Similarly, whether the amount of money used to retire the 
bonds was smaller than, equal to, or greater than that paid in for tlie 
stock, or whether the entire issue of bonds is retired, will be important, 
but not decisive, in making such determination. 

(6) I'referred stock issued on or after October 1, 194o, by a corpora- 
tion to refund or replace bonds or debentures of;i second corporation 
which were issued before October 1, 194'~, or to refund or. replace other 
preferred stock of such second corporation, may be considered as hav- 
ing been issued before October 1, 1949, if such new stock was issued. 
(i) in a transaction which is a reorganization within the meaning of 
section 868(a) or the corresponding~ provisions of the Internal Rev- 
enue Code of 1989; or (ii) in a trans~action to which section 871 (relat- 
ing to insolvency reorganizations), or the corresponding provisions 
of the Internal Revenue Code of 1989, is applicable; or (iii) in a 
transaction which is subject to the provisions of part VI of subchapter 0 (relating to exchanges and distributions in obedieiice to orders of 
the Securities and Ex~change Commission) or to the correspondillg 
provisions of the Internal Revenue Code of 1969. Whether the stock 
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actually was issued to refund or replace bonds or debentures of. the 
second corporation issued before October 1, 104'&, or to refund or replace preferred. stocl- of such second corporation. , shall be de(ermined under 
the same principles as if only one corporation were involved. 
corporation niay issue stock to refund or replace its own bonds, de- 
bentures, or otller preferred stock in a transaction which is a re- 
organization within the nIeaning of section Ã8(a) or the correspond- 
ing~ provisions of the Internal Revenue Code of 1080, in a transaction 
to which section 871 or the corresponding provisions of the Internal 
Revenue Code of 1M0 is applicab]e, or~in a transaction which is 
subject to the provisions of part YI of subchapter 0 or to the corre- 
sponding provisions of the Internal Revenue Code of 10o0. The 
provisions of this paragtaph, in addition, are applicable in case a 
corporation issues stock on or after October 1, 1042, to refund or re- 
place its own bonds, debentures, or other preferred stock even though 
the issuance of such stock may not fall within one of the categories 
enumerated above. 

(() Even though stock issued on or after October 1, 1042, is con. - 
sidered as having been issued before October 1, 104&, by reason of hav- 
ing been issued to refund or replace bonds or debentures issued before 
October 1, 1042, or to refund or replace other preferred stock, such 
stock will not be deemed to be preferred stock within the mean- 
ing of section 247(b) (2), and no deduction will be allo~able in re- 
spect of dividends paid on such stock, unless the stock fulfills all 
the other requirements of a preferred stocl- set forth in section 
24 ' (b) (2) and in this paragraph. 

() 1. 248 ST%TUTOR% PHOYISIOXS; ORGANIZATIONAL Ex' xDI. rt-nE;. . 
SEC. 218. ORG XXIZXTIOXXL EXPKXDITERES. 

(a) EcEcrrox To AMonrrzx. — The organizational expen&liturc. of 
corporation may, at the electiou of the corporation (made iu accord- 
ance with regulations prescribed bv the Secretarv or his delegate), be 
treated as deferred expeuses. Iu computing taxable iueome, such de- 
ferred expenses shall be allowed as a deduction ratably over such period 
of not less than 60 months as may be selected by the corporation (be- 
ginning with the month iu which the corporation bc in. lrosiness). 

(b) OBGAEIzxTroxxn EXPEKDITT. RES DEFIvxu. — The term "iirganizo- 
tional expenditures" means nuy experuliture whieb— 

(1) Is iueideut to the creation of the corporation; 
(2) Is chargeable to capital accouut; and 
(3) Is of a character which, if expended iucident to the creation 

of a corporation bavin a limited life, would be amortizable over 
such life. 

(e) Trxrs Fox &xu Scorz or Er. ucTIox. — The election provided by sub- 
section (a) mav be made for any taxable year. beginning after December 
31, lfiog, but only if macle not later than the time prescribed by law for 
filing the return for such taxable vear (including extensions thereof). 
The period so elected shall be adhered to in cou&putin, the taxable in- 
come of the corporation for the taxable year for which the election is 
made and all subsequent taxable years. The election shall applv only 
with respect to expenclitures paid or incurred on or after the date of 
enactment of this title. 

$ 1. 248 — 1 ELECTION To AEIORTIZE ORGANIZATIONAL EXPEi& DI TLRES. — 
[(a) En generaL — (1) Section 248(a) provicles that a corporation may 
elect for any taxable year beginning after December . "~1, 105'3, to treat 
its organizational expenditures, as dered in subsection (b) of section 
248 a7xd in paragraph (b) of this section, as cleferred expenses. A 
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corporation which exercises such election must, at the time it makes 
tlie election, select a period of not less than 60 months, beginning with 
tlie month in ivhich it began busi»ess) over w]iich it ivi]1 amortize its 
orga»izatio»al exi&enditu~res. The peiiod se]ected by tlie corporation 
m;iy be equa. l to or greater, but not less, than 60 month. -, but in any 
event it must begin with tlie month in w]iich the corporation begaii 
business. The oiganizational expenditures of the corpoiation w]i~ich 

are treated as def'erred expenses under t]ie provisions of section 248 
a»el this section shall then be a]]owed as a deduction in computing 
taxab]c income ratab]y over the period se]ected bv the taxpayer. The 
period s&]ecteilby the taxpaver in ma]-i»g its selection niay not be 
sll])sei]ilpllt]y c]1:lllgecl but s]»i]] bp. ad]le»ed to 111 colllputi;ig t;ixable 
income for the t;ixable year for which the election is made and all 
subsequent taxable years. 

('&) If a cor]&oration exercises the election provided in section 
2&48(a), such election shall apply to all of its expenditures which are 
organizational expe»ditures within the meaning of subsection (b) 
cf section 248 and paragraph (b) of this section. The election shall 
app]y, however, only ~. ith respect to expenditures incurred before 
the end of the taxable year in which the corporation begins business 
(without regarcl to whether the corporation files its returns on the 
accrual or ciish method of accounting or whether the expenditures 
are paid in the tax;ib]e year in which they are incurred), if such 
expenditures are paid or incurred on or after August 16, 1954 (the 
date of enactment of the Internal Revenue Code of 1054) . 

(8) The deduction a]]owed under section 248 must be spread over 
a period beginning with the month in which the corporation begins 
business. Tlie determination of the date the corporation begins busi- 
ness presents a question of fact which nuist be deterniined in each 
case in light of all the circumstances of the particular case. 

The woi'ds "begins b»siness, " however, do not have the same mean- 
ing as "in existence. " Ordinarily, a corporation begins business 
when it starts t]ie business operations for which it was organized; 
a, corporation comes into existence on the date of its incorporation. 
Mere organizationa] activities, such as tlie obtaining of the corporate 
c]iarter, ~are not, alone s»facie»t to show the begii&ning of business. If the a~ctivities of th, . corporation have advanced to the extent neces- 
sary to estab]is]i the nat»re of its business operations, hov ever, it will 
be cleemed to have begun business. For example, the acquisition of 
operating assets w]iic]i are necessarv to the type of business conteni- 
plated may constitute the be& in»i»g of business. 

(b) Organizational expe&id~'tier'es. defined'. — (1) Section 248(b) de- 
fines the term "organizational expenditures. " Such expenditures, for 
purposes of section 248 and this section, are those expenditures wliich 
are directly incident to the creation of the corporation. An expendi- 
ture. , in order to qualify as a» orga»izational expenditure, must be 
(i) incident to the creation of the corporation, (ii) chargeab]e to the 
capital account of t' he corporation, and (iii) of a character which, if 
expended incident to the creation of a corporation having a, limited 
life, would be amortizable over such ]i&. An expenditure ~vhich fails 
to meet each of these three tests may»ot be considered an organiza- 
tional expendit»re for purposes of section 2&48 and this section. 
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(2) The following are examples of organizational expenclitures 
ivithi» the me;ining of section 248 ancl this section: legal services in- 
cident to tlie orgaiiization of tlie corporation, such as drafting the 
corporate chai te~i, by-laws, minutes of. organixa&tion;il meetings, terms 
of original stock certiticates, and tile lil&e; necessary accounti~ng serv- 
ices; expenses of temporary directors and of orgaiiizational me~etings 
of directors or stockholdeis j alld fees paid to State of i»corporatioii. 

(8) The following ezpenclitures are not organizational expendi- 
tures within the mea~ning of. se& tion 248 and this section: 

(i) Ezpe»ditures connected with issuing or selling sliares of 
stock or otlier securities, such as commissions, professional fees, 
and printing costs. Tliis is so even where tlie particular issue 
of stock to ivhich the expenditures relate is for a fIzed term of 
y ea, l's 

) 

(ii) Expenilitures connectecl lvith the transfer of assets to a 
col'poi"it ion. 

(4) I&:zpenditures connectecl with the reorganization of a corpora- 
tion, unless directly incident to the creation of a corporation, are not 
organizational expenditures ivithin the meaning of section 248 and 
this section. 

(c) Time ann' nianner of 7naÃing election. — The election provided 
by section 248(a) and paragraph (a, ) of this section sliall be inade 
ill a statement attached to the tazpayer's return for tlie tazable year 
in which it begins business. Such taxable year must, be one whicli 
begins after December 31, 1058. The return and statement must be 
filed not later than the d;ite prescribed by law for filing the return 
(including any extensions of. time) for the taxable year in ivhich the 
taxpayer begins business. Tlie statement shall set forth the descrip- 
tion and amount of the expendituies involved, the date such ezpendi- 
tures were. incurrecl, the month in which the corporation began busi- 
ness, and the nuniber of nionths (not less than 60 M1d beginning with 
tlie month in which the taxpayer began business) over whicli such 
expenditures are to be deducted rat;ibly. 

O. GounoN DEI, K, 
Acting Commissioner of ante&na/ Revenue. 

A. pproved June 8, 1956. 
D &&X TIIROOP S31ITEI& 

8pec7'al Assista71 f to the & &earetary 
in Charge of Tar Poiii7gi. 

(Fileil b7 the Division of the Fecleral Re ister Znne l", lf», G, S: 40 a. nn) 

SEC'1'IOX 24"&. DIl, IDFXDS PvFCI'lIVED BY 
COPv VOR. li TIOXS 

Interest receivecl on cei tain certificates of i»debted»ess issued by a 
Iniitual life insura»ce & ompany. See Iiev. Pi»1. 56 — 107, page, &14. 

Special decluction for dividends received ivhere alternative taz is 
applicable. Sce Iiev. Pvul. 5&6 — 15&1, page, "-&82. 

308, -174'— 
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SECTlOX 244. — DIV1DI XDS HECI:IVED OX CER'I'A IX PRE- 
Flr:HH ED STOCI~ 

Special deduction for dividends I I ~ eived on certain lneferred . =tock 
wlIeIe alteI I»Itive tax is;Ipplicable. +ce Rev. Rnl. ;r6 — 151, page . 'r8'&. 

SKCTIOX 245. — DIVIDI'. XDS HI ('. EIVI'. D FROM CEIlT!, IX 
FOREIGX COHPOHATIOXS 

Special ded»ction for certain foreign dividends received where 
aktela»Itive tax is;Ipplicable. See Hev. Hul. 56 — 151. page r82r. 

SECTIOX 247. — DIVIDEXDS PAID OiX CERT%IX PRE- 
FERRED STOCK OI' PI:BLIC I TII ITII:. S 

Spe& ial deduction for & ertain dividends paid v'here alternative tax 
is applicable. See Hev. Hnl. 56 — 15rl, page 882. 

PART IX. — ITEMS ROT DEDECTIRLE 

SE(', TIOX 262r. — PEHSOXAI. . I, IVIX(z, AXD FAAIII Y 
EXI'EX SI:S 

(Also Section 162. ) Rev. Rul. 56r — r5 

The expenses incurred by an en1ployee in using his auton1obile for 
conln1uting between his place of abode and his place of work (prin- 
cipal or regular post of duty or en1ployment), regardless of the dis- 
tance involved, represent noncleductible personal expenses within the 
purview of section 262 of the Internal Revenue Code of 1954, not- 
withstanding the fact that the autoInobile is also used to transport 
tools used by the emplovee in his work. The expenses so incurred 
in going to and fron1 work were not increased br reason of the fact 
that the tools used by the en1ployee in his work were also transported 
in the automobile. Thus, the entire amount of the expense is deemed 
to be comn1uting expense, no part thereof being allocable to the 
transporting of 7he tools. See Conrad P. 8tephan et n. r, v. C"om, - 
DIis&ioner, Tax Co»It lfenIorandunI Opinion, entered February 27, 
19M. For the general and established princik&le that commuting ex- 
penses are not deductible, see section 30. 28(a) — 2(i) of Regulations 
118, applicable to section 162 of the 1954 Code by virtue of Treasury 
Decision 6091, C. B. 1054 — 2, 17; S. AI. 1048, C. B. Xo. 1, 101 (1919); I. T. 1184, C. B. I — 1, 121 (1022); Rev. Hul. r4 — 497, C. B. 1054 — 2, 
75rr IIt page 81; and Rev. Rnl. 55 — 55r5, C. B. 1955 — 2, 20. 

Hev. Rul. 56-$ 
A fireman is not traveling a&ray fron1 ho»1e in the pursuit of his 

tI ade or business wlIile perfor»Iing services at. his principal or regular 
post of duty, even thongh he woI. ks a 24-hour shift dIning which he 
must remain at the firehouse overnight and cannot leave his~station for. 
meals. The tax or business "home" of a firenl'ul& as in the case of other 
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taxpayers, is helcl to be his principal or regulai post, of duty. Scc I&, ev- 
e»ue Ruling 5&4 — 407, C. B. 1054 — 2, 75. I& urtherinorc!, a fireman wlio is 
assigned on difk'erent days to diNercnt locations within thc same city 
or general area is not "away liom home, " because a t:ixpayi i's pri»- 
cipal or regular post of cluty is not limited to;i partic»la& b»ilcli»g or 
property, but includes the entire city or oe»eral locality in whicli lie 
customarily carrIes on his ti", icle or 1&»si»css. See the sixth paragrapli 
in Revenue Ruling 55 — 100, C. B. 1055 — 1, 201. Thus, the ex- 
penses incurred by 0 fireman for meals co»sumecl at;& hrehouse under 
the circumstances referred to herein are iiot deductible as traveli»g 
or business expeiises, but represent iionclecl»ctible livin&r expenses. See D 
Jess FL Taylor et aL v. Co»&»&issio»ir& Tiix Court Mernorancl»i» 
Opinion entered Junc 2-1, 105&2. 

Expenses of business trips a»d of attending coiivcntions of a tax- 
payer's related busi»ess gro»p which are made for botli personal and 
k&»siness reasons. Si e Rev. Rul. 50 — 168, page 0«. 

Costs incurred for "persoiial analysis" by students attending psy- 
choanalytic training institutions. See Rev. Rul. 56 — 268, pa& e 185. 

SECTIOX 200. — CARRYIXG CIIARGES 
(Also Part II, Section 24(a); Regulations 118, Rev. Pvul. 50 — 204 

Section «0. 24 (a) — 0. ) 
Insurance premiums paid or incurred by a taxpayer as the mort- 

gagor on a in«rt'age loan, attributable to the loan durin the 
period of construction of business improvements covered by the 
loan, represent trade or business expenses which are deductil&te 
under section 101 of the Internal Revenue Code of 19«4. Such in- 
surance premiums constitute carryin charges within i, he i»eaning 
of section 200 of the C&&&le and, at the election of the taxpayer, n&ay~ 

be capitalizecl. AVhere such election to capitalize is made, it is 
binding upon the taxpa& er during the period of constructio~ «f the 
particnlar improvements covered by the loan. Ho&vever, &vith re- 
spect to unimproved ancl unproductive real property, the election 
to capitalize taxes, interest and other c;»uying charges n&ust be 
made for each taxable year for which the taxpayer desires to cap- 
italize such items, each year constituting a separate election to be 
exercised by the filing of a tiinely return. 

Advice has been req»ested as to (1) the deductibility of insurance 
premiums incurred by the mortgagor on a. mortgage loan, attributable 
to the loan el»ring the period of coiistruction of improvements coverec'1 
by the loan, and (2) the deductibility of taxes, interest and other 
carrying charges with respect to unimproved ancl unprocluctive real 
property. 

In financing the construction of business improvements, the tax- 
Payer borrowed money eviclenced by a mortgage note secured by a 
mortgage cleed. In order to protect the security of the mortgage, 
the mortgagee contracted for mortgage insurance calling for the 
payment of an annual premium. In the mortgage deccl, the taxpayer, 
as inortgagor, covenanted to provide the mortgagee with funds to pay 
such premiuin. During the period of construction, the taxpayer 
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discliai ged his oblig'ition under the cove)iarit with respect to the mort- 
gage i»s»rance premiuiiis attributable to such period. The taxpayei 
coiiti»ued to make payments pursuant to such covenant after the 
co»struction ivas completed and the improv&ements ivere occupied, 
a»d the payments were cleducted as ordinary business expenses. 

+& etio» 266 of the Internal Revenue Code of 1054 rehiting to carry- 
i i ig chai ges provides: 

iso &lc&lnction shall be all&m-ed for ainounts paid or accrued for such taxes aiid 
«irryin charges as, under regulations prescribed by the Secretary or his dele- 
gate, are chai geable to capital account with respect to property, if the taxpayer 

& lect. , in accor&lance ivith such reguhitions, to treat such taxes or charges as so 
& liai gcable. 

~Section 60. 24(a) — 6 of Regulations 118, applicable by virtue of 
Treasury I)ecision 6091, C. 15. 10or4 — 2, 4t. provi&les that a taxpayer, at 
his election, may capitalize taxes ancl carrying charges with respect to 
the co»struction of iniproveineiits on re il property, ivhetner the prop- 
erty is productive or unproductive up to the time construction is 
con~pleted, notwithstanding that such expenditures are expressly 
de. luctible under section 2 & of the Code of 1030 (now section 161 of the 
Iiitern;il Revenue Code of 1054I. The tenn "carrving charges' as used in the regulations is not defined 
therein, but the illustrations given thereof, in connection with the 
co»struction of improvements on real property, refer to certain tvpes 
of taxes tliereon, interest on;i loan made or continuecl to furnish funds 
for this purpose, "an&a other tieccs, ~at y expenditt!re!t paid in connec- 
tiow therewith np to the tittte tlte Jet'elopntent 0» co!t, . &tructiou t&:orI' 

ha~ iieet&, cottipteted. " Any item properly includible in the term 
"carrying charges" must consist of expenditures i~ hich essentially are 
deductible under section 161 of the Code, as distinguished from 
capital items under section 26«o of the Code. 

The iiisui ance charges, ivith respect to the mortgage loan, incurred 
dui ing the period of construction, bein«. a deductible item under the 
provisions of section 161 of the Internal Revenue Code of 10o4, coine 
ivithin the general concept of the term "carrying charges" as used in 
section 266 of the Code, ' and, at the election of the taxpayer, may be 
capitalized; but, once an election is properly made, it is binding oii 
the taxpayer with respect to the particular project during the period 
of construction. In the case of unproductive and unimproved real 
property, tlie election to capitalize taxes, interest, and other carrying 
cliarges i»ay be exercised for a given sear without regard to any 
election ivith respect to the sanie pi. operty made in a, prio~r year. &ee 
sectioii80. 24(a) — 6(b) (8) of Regulations118. 

In each instance, the electioii must be exercised by filing with the 
original return, or a timely filed aniended return, a statement showing 
the, item or items the taxpayer elects to capitalize. There is no pro- 
vision for an election to be made retroactively. Therefore, if a, tax- 
li;iycr files an original oi amended return for a particular y~ear prioi' 
to the due date without exercising an election to capitalize such 
charges, he may not, after the clue date for filing the return, file an 
aineiidcd return for ~that year to reflect such election. 

"Commitment fees" or "standby charges" capitalized as part of con- 
st: uctioii costs. +ee Rev. Rul. 56 — 136, lia& e 02. 
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SECTION 267. — I OSSES, EXPENS I: S, AND INTEREST iVITII 
RESPECT TO TRAN~S '&i. CTIONS BETI&VEEN I'EI ATL~'D 
TAXPA I'LI&S 

Rev. Rul. 56 — 222 

4Vhere certain stoclr owned by a dececlent's estate is macle the subject 
of a bona fide sale by the executor to an inter vivos trust wlaich the 
decedent, as grantor, created for the benefit of his widow, any loss 
sustained on such sale does not constitute the type of loss disal'lowed 
by section 267(a) of the Internal Pievcnue Code of 1054. Such loss 
constitutes a capital loss and is deductible froln thc gross income of the 
estate to the extent provided in section 1211(b) of the Code. 

SECTION '- 0. — I I &&IITATION OF DF, DUCTIONS ALLOV&r- 
ABLE TO ItWDIVIDUAI, S IN CEP TAIN CASFS 

Pvev. Paul. 56 — 170 

'lVhere, under the provisions of section 268(c) of the Internal 
Revenue Code of 1M' or the corresponding provisions of priior rev- 
enue laIvs& the taxpayer has elected to deduct, rather than defer or 
capitalize, certain intangible drilling and development costs in the 
case of oil and gas wells, which election is binding for all subsequent 
years, such costs constitute specially treated deductions within the 
meaning of section 270(b) of the Code, notwithstanding the fact tlrat 
an election is no longer permissible with respect to sucll costs paid or. 

incurred in years subsequent to the year of election. Accordingly, such 
costs are to be disregarded in determining whether, under section 270 
of the Code, relating to the limitation on deductions allowable to 
inclividuals in certaiII cases, the deductions of the taxpayer attribut- 
able to a trade or business carriecl on by him for five consecutive 
taxable years have, in each of such years (including at least one year 
to which Subtitle A of the Internal Pvevenue Code of 19, &4 relating 
to income taxes applies), exceecled by more than $50&000 the gross 
income derivecl from such trade or business. 

SUBCHAPTER C. — CORPORATE DISTRIBUTTOXS AND ADJUSTME'. && TS 

PART I. — DISTRIBUTIONS BY CORPORATIONS 

SUBPART A. — EFFZCTS ON RECIPIENTS 

SECTION -01. — DISTPIBI TIONS OI' I'ROPEPTY 

26 CFR 1. 801 — 1: P. ules a. pplicable ivith respect 
to distributions of money and otl&er property. 

Rev, Prul. 56 — 211 

% here a taxpayer purchased cumulative preferretl stoclr on which 
there Ivere accun&ulated dividends, the total;&mount reccivesl during 
the current taxable year, Ivhich inclusles an an&ount representing 
the dividend payable for the year and an amount to be ala&lied 
against the accumulated dividemls, constitutes dividend income for 
the year in which received, no part of which may be applied to 
reduce the purch;&se price of the stoclr. 
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A. dvice has been requested as to the proper method of reporting, 
for Federal income tax purposes, payments received during a taxable 
year and applied against accunlulated dividends on preferred stock. 

In 1950 the taxpayer»urchased a certain number of shares of 
cumulative preferred stock of a corporation at 170m dollars per share. 
At that time the accumulated dividends on the preferred stock were 
150m dollars per share. In the taxable year 1054 the corporation paid 
the current dividend of 8x dollars per share on the preferred stock 
and 12x dollars on. account of the accumulated dividends. 

Section 801 of the Internal Revenue Code of 1954, relating to dis- 
tributions of property, provides in part: 

(c) AMQUNT TAZABLE. — + 

(1) AMoUNT coxsrrrunxo Bivinzxn. — That portion of the distribution 
which is a dividend (as defined in section 81(i) shall be included in gross 
lilconie. 

Section 816 of the Code provides in part: 
(a) GENEBXL RUzE. — For purposes of this subtitle, the terni dividend" means 

any distribution of property made by a corporation to its shareholders— 
(1) out of its earnings and profits accumulated after February 28, 1919, or 
(2) out of its earnings and profits of the taxable year (computed as of the 

close of the taxable year without diminuation by reason of any distributions 
made during the taxable year), without regard to the amount of the earn- 
ings and profits at the time the distribution was made. 

Section 80. 22(a) — 1 of Regulations 118, made applicable to section 
601 of the Internal Revenue Code of 1054 by Treasury Decision 60M, 
C. B. 1054 — 2, 47, provides that the amount paid. by the purchaser of 
stock to the seller in contemplation of the next dividend payment is 
an investment of capital and may not be claimed as a deduction from 
gross income. In I. T. 2560, C. B. X — 1, 101 (1M1), it is stated that 
although the purchaser of stock may have every reason to expect the 
full amount of the regular dividend to be paid after the stock is 
purchased, the price paid for the stock is the cost of the stock to him. 

The Internal Revenue Service has consistently held. that dividends 
on stock do not accrue as interest accrues, but represent ordinary in- 
come to the stockholder of record when actually or constructively re- 
ceivecl by him, regarilless of the period for which the dividends are 
paid. See Juliug S. Rippeh et al. , 12 B. T. A. 488, and Nci nw Frt'eder 
et aL, 27 B. T. A. 1280. Compare Estate of Henry IV. Putna&n v. 
Commia8ioneri 824 U. S. 8M, Ct. D. 1688, C. B. 1M5, 345. 

Accordingly, it is held tha~t the entire 20m dollars per share shall 
be treated a~s dividend income in the year received, to the extent it 
was paid out of the corporation's earnings and profits as defined in 
section 616 (a ) of the Code. 

(Also Sections 802, 816; 1. 302 — 1, 1. 316 — 1. ) Rev. Rul. 56 — 265 

The re&lcniption by a corporation of all outstanding preferred 
stock held bv a stockholder, who also held all the outstanding com- 
mon stock of the corporation, is essentially eciuiralent to the distri- 
bution of a dividend and is taxable as a distribution of property 
under sections 201 and 816 of the Internal Revenue Code of 19'. 

Advice has been requested as to the tax consequences, under the 
circumstances described below, of the redemption by a corporation of 
its outstanding preferred stocli. 
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The stock of E corporation consisted of preferred a»d corn&»on, and such stock «as owned by persons not rel;&ted to . 3', a prosp«. tive 
buye&' of the stock of E'. 0 corpor'&tio» o&v»ed all the preferred and 
a portion of the common stock of E . 

3 agreed to purchase all the outstandi»g common stock of ) cor- 
poration after Y corpor«tion had redeemed the outsta»di»g preferred stocl. - at par value plus a premium of +10;& share. 

E corporation v as advised by 0 corporation that u»der the cl «uter 
provisions, in the event; of rede&nption of the E corporation preferred 
stocl. -& the holder of such stock &vould have the rioht to elect to purch«:-« 
at +1&& per share one sha&&e of common stocl' of. Y corporation i» respect of each slrare of preferred stock callecl for redemption. It, &v'&s ex- 
plained that if the preferred stock were redeemed, 0 corporation 
would feel impelled to elect to exercise it. right to b»& an equal n»m- 
ber of shares of common stock of E corporation at 410 a share. The 
issuance of additional common stock by Y corporation to 0 corpo- 
ration would dilute the equity of the other E corpor;&tion commo» 
stockholders and the sale of their stock, at the price offered by E for 
all common stock of E corporation, would not be «ttractive to them. 

Thereupon, X purchased all the outstanding stock of E' corporation, 
both corn»&on and preferred, and E corpor;&tion redee&»ed all its pre- 
ferred stock then held bv cY. 

I. »der the foregoing circumstances, it is held the cancell:&tio» or 
redemption by Y corporation of all its preferred stock is not to be 
treated as an exchange under section 309(a) of the I»ternal Revenue 
Code of 10, i4& the redemption being essentially equivalent to a dividend. 
The amount distributed is includible in the gross income of A' to the 
extent the distribution is a dividend as provided by sections 301 and 
316 of the Code. 

A rede&nption of stock of certain shares of one corporation held by another corporation. See Rev. P&ul. 50 — 1~a. ', belo&v. 

Dividencls by a corporation to its shareholders. See P&ev. Rul. 
56 — 184. , p;&ge 100. 

A di=tribution of stock of a ne«corporation to shareholders of a 
corporation which h&cl transferred son&e of its assets therefor. See 
Rev. Rub 56 — o'&, pa& e ls:l. 

The fair market value of the stock of a new corporation distrIbuted 
to shareholders of the old coipor;&tio». See Hev. P&ul. ;&0 — o00, p;&ge 184. 

&6 CFR l. o0- 1. Pre»e& al. 
(Also Sections 301, 316; Sections 1. 301 — 1, 

1. 316 — 1. ) 
V'here a cornoration p&&rehase&1 and retired certain shares of its 

stool& hei&i by a &najority stoel&hol&ler, who contin«ed to be a n&ajority 

SECTIOX:0~, — DISTRIL~I TIOXS IX P, EDK&IPTIOX OF 
STOCIi 

5 Rev. Rub . '. 0 — 18 ' 



$ 302. ] 

sua kholdcr after the transaction, in order that one of its employees 
could acquire suilicient additional stock to increase his holdings to 
equal a one-third interest in the corporation, the distribution and re- 
demption of the stock was essentially equivalent to a dividend. 
Such redemption under section 802(d) of the Internal Revenue 
Code of 1084 constitutes a distribution of property under section 
801 of the Code and is taxable as a dividend to the extent provided 
in section 816 of the Code. 

The Internal Revenue Service has been requested to state its position 
with respect to the redemption by a certain corporation of a part of- 

its capital stock. 
X is a corporation having 449 shares of capital stock outstanding. 

The stock is held by three individuals and Y corporation, z. e. , 1, 1, 
and 81 shares by 2, B, and 0 (all individuals), respectivelv, and 359 
shares by Y corpo~ration. The stock of Y corporation is entirely 
owned by 8 arrd B. 0 is a key employee of X corporation and is in 
no way related to the shareholders of Y corporation. 

At the time X corporation was incorporated, a stock purchasing 
agreement was entered into between. Y corporation and 0 which pro- 
vided that, 0 could buy at his option up to one-third of the stock of X 
corporation, the price of the stock being set at book value at the time 
of purchase. 

In order that 0 may acquire one-third of X stock, E' corporation 
sold to C nine shares of X' corporation stock which inc~reased his hold- 
ings to ()0 shares. At the same time, X corporation purchased. and 
retired 179 shares of its stock held. by Y corporation. 2 and 8 each 
retained one share of X corporation stock. As a result of the above- 
described transactions, Y corporation now owns 178 shares out of 970 
shares of X corporation, while 0 owns 90 shares or one-third of the 
total. 

The sole purpose of the transaction was to enable 0, a key employee, 
to become a one-third owner of X corporation at aI price he could 
a8ord to pay. 

Section 802 of the Internal Revenue Code of 1054 relating to dis- 
tributions in redemption of stock provides in part: 

(a) GENERAL RULE. — If a corporation redeems its stocl- " * ", and if para- 
graph (1), " " ": of subsection (b) applies, such redemption shall be treated 
as a distribution in part or full payment in exchange for the stock. 

(b) REDEIIPTIONS TREATED AS EXCHANGES. — 
(1) REDEIIPTIoxs NGT EqUITALENT 'To DIvIDENDs. — Subsection (a) shall 

apply if the retlen1ption is not essentially equivalent to a dividend. 

(d) l EDEIIPTIovs TREATED As DIsTRIRUTIoxs ox PRGPERTY. — ExccPt as otllcr" 
wise provided in this subchapter, if a corporation redeems its stock * * ~, and if 
subsection (a) of this section does not apply, such redemption shall be treated 
as a distribution of property to which section 801 applies. 

In the instant case, the redemption of 172 shares of stock of X 
corporation held by Y corporation reduced that corporation's per- 
centage of stock ov nership from 81 to 66 percent; however, it in no 
way impaired Y's control of X. Although the transaction resulted 
in an increase in C's interest in X corporation by 15 percent, it has 
relatively little eA'ect on the status of the stockholdings of the two 
major stockholders. Y corporation still owns considerably nxore than 
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a majority of the outstanding stock of 3. corporation, and 0 continues 
as a, minority shareholder. The net eti'ect of the transaction was a 
distribution of the earnings of X corporation to the controlling 
shareholder without any appreciable change in position of the partie~s 
i»vol veri. 

&&ccordin~&&ly, it is held that the distribution in redemption of a 
part of the ~stock of 4 corporation held by X corporation was essen- 
tially equivalent to a dividend and, consequently, section 809(b) (1) 
of the Code is not applicable. U»der the provisions of section 802(cl) 
of the Code, the recle»&piion is treated as a distribution to which 
section. . &01 applies, a»d is, therefor, taxable as a dividend to the 
extent provided in section ', &10 of the Internal Revenue (". ode of 10M. 

Exchange of first-preference stock for common stock, boncls and 
cash pursuant to a proposed plan of reorganization. See Rev. Rub 
, "&6 — 170, pa&&e 187. 

P&edemption of preferred stock does not constitute an exchange. 
See Rev. Rul. 50 — 20&& page lu0. 

20 CFR 1. 802 — 2: Redemptions not taxable 
as di videncls. 

Rev. Paul. o'0 — 10, & 

AVhere a majoruy slmreholder is also a beneQciary of his father' s 
estate, a redemption by a corporation of that part of its c;&pit:&I stock 
held by the estate constitutes a distribution essentially equivalent to 
a dividend under the prorisions of section 302(d) of the Internal 
Rerenue &'o&le of I!», 4, regardless of the fact th&&t a part of su&h 
redemption is pursu;&nt to &«on!ra& t 1&et&veen the &le& edent and the 
corpol"&tion. 

Advice has been requested relative to the I&'ecleral income tax conse- 
quences of a redemption by a corporation. of a part of its common 
stocl. - held by an estate. 

Corporation A had only common stock outsta»dh&g of vvhich 27 
percent of the shares were owned by the estate of I~, 48 perce»t by the 
decedent, 's son, and the remaining 25 percent by employees of the 
corporation wllo are unrelated to the decedent. The value of the 
estate of J&l is estimated at 2, &l&r dollars, including the "7 percent stock 
interest in corporation A. The sole benehciary of the estate was the 
decedent's son. 

In 1N7 corporation A entered into an agreement with 8& now de- 
ceased, which providecl that the corporation would in the event of 
death p!!rchase from his estate as many sha&es of its stock as could 
he purchased for 75m dolhl&s. The purchase price per share of the 
stock was set at the book value as of the date of death. Under this 
contract the corporation was obligated to purchase 18 percent of the 
stock of corporation A from the estate. 

The estate of L' and the mi»ority slrareholders of corporation A 
desirecl to have the corporation a&q&tire all of its stock owned by the 
estate. Ac&:ordingly& the corporation redeemed 1'& percent of its 
stock from the estate for 7;"&x &h&lh&rs as provided in the contract, and, 
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in addition, redeemed the remaining shares (14 percent) of stock he]d 
by the estate at the same price. 

Section, '-'&02 of the ]nteriia] Revenue Code of 19o4 relating to dis 
tributions in redemption of stock, provides in part: 

(a) GENEDAL RULE. — If a corporation redeems its stork * " ~ and if 
paragraph (I), (2), (3), or (4) of subsection (b) applie~, such redemption 
shall be treated as a distiibution in part or full payment in exchange for the 
stock. 

Section 818(a) of the Code applies in deter»lining t]ie ownership 
of stock for purposes of section, '302(b). Insofar as is pertinent, stock 
owned by a beneficiary of an estate is considered as being owned by the 
estate irithin the purview of section 818(a) (2) (A. ) of the Code. 

ln the instant case, the estate of. B, for the purposes of section 802, 
is considered to ourn all of the stock owned by the sole beneficiary of 
the estate. Therefore, the estate owned 75 percent, (27 percent plus 
48 percent) of the shares of the corporation's stock. Essence, such a 
redemption did not qualify as a termination of a shareholder's interest 
or as a substantia]ly disproportionate reclemption under section 
802(b) (2) and (8) of the Code. 

Section 802(b) (1) of the Code ivith respect to redenrptions treated 
as exchanges reads as follows: 

REDEMPTION6 NOT EQEIVKIE iT To DIrIDEND6. — Subsection (a) shall 
apply if the redemption is not essentially equivalent to a dividend. 

In determining whether a distribution in redeniption is essentially 
equivalent to a dividend, each case must be decided upon its own par- 
ticu]ar circuiss, , ance. The courts have held in many cases that 
whether a redemption of stock is essentia]]y equiv;i]eiit to a dividend 
depends primarily upon the net efFect of the distribution rather than 
the motives and plans of the shareholders or the corporation. See 
3f. A. E&'lanagan et al. v. ti~ 1vering, 116 Fed. (2d ) 087; Zanies 17. Boyle 
v. Coni&missioner', 187 Fed. (2d) 5D7, certiorari denied, 842 U. S. 817; J'ossa E. S~nith~v. United States, 121 Fed. (2d) 692. The absence of a 
plan to avoid. taxation is not coiitro]ling. A. redemption of stock 
which does not as a pra, ctical matter change the essential re]ationship 
between the stockho]deiw and the corporation is generally considered 
equivalent to a dividend. See J'ohn 2'. Pot&e& ts et al. v. Commissioner, 
i208 Fed. (2d) 804. 

As the relative stock interest of the principal share]io]der was not 
materially clianged by the redemption, the 'distribution to him is 
equivalent to a dividend. J. Xattcic1c v. Commissioner. 86 B. T. A. . 866; 
EV. Ik E'. IIolding Co. v. Comnrissioner, 88 B. T. A. . 880. The fact that 
the redemption is pursuant to a contra~ct between the corporation and 
the decedent does not appear to be significant for this purpose. . 

According]y, it is held that (except to the extent that the distribu- 
tion may qualify under the provisions of section 808 of the Code as a 
redemption of stock to pay death taxes) the redemption by (, lie corpora- 
tion ot a part, of its stock from the estate constituted a distribution 
essentially equivalent to a dividend. Such redemption is treated as a 
distribution of property to which section 801 app]ies as provided in 
section 802 (d) of the Code, and is taxable as a dividend to t]ie extent 
of earnings and profits of the coiporation as defi»ed in section 8&16 
of the Code. 
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Piev. I&&d. , '&6-18, & 

4~ here certain members of rehited family groups li&&i&iiiig ll i I& i- 
«cut of the capital stocl- uf a coi'i&oiati&&n sell part of theii' stu&'l tu 
the corp&nation for boiia fill business purposes, the distribution re- 
ceived by tlie stockholders in redeuu&tion of su& h sto& k, to tlic ci&tent 
it is not in «i&«&ss of the fair m:irl&«t value of the sto«k re&lcenie&l, 
shall be treah. d as in iiill i&aynient in er&«liang'e fur the stu«l& uiuler 
the provisions of section go" (a) aii&l ib) (1) of the Eiitcrnal Etevenue 
Code of 1&%4. Tlie &lifferen«betiveen tlie adjusted basis of the siu«k 
re&lecnied and the cuiisi&leratio» re& eive&l tlierei'or, to the e&rtmit th:ii: 
the consideration i e«eived is not greiiter thais the fair market value 
of su& li sto«l& at d&ite of re&lenu&tio», c&mstituics c;ipital gaiuor loss 
sul&je& t to tlie provisions aml liniitatioiis of sub«hal&ter 1' of chapter 1 
of the Curl«. 

Tlie Internal Revenue service i&as been requested to state tlie I&'cd- 
eral inconie tux consequences resulting from the redemption by a cor- 
poration of a portion of its capital stock under section uo02 of tlie 
Internal Iieve»ue Code of 1054. 

Tlie capitalization of corporation 3I consisted solely of one class of 
common stock. Prior to the redemption, 11 percent of the stock ivas 
oivned b & menibers of, and trusts created for the benefit of, four family 
groups descended from one common ancestor. Another five percent 
of tile stock was held by trusts created for the benefit of cousins of tliese 
four families. The remaining 84 percent of the stock was owned by 
strangers to the shareholders described above. A portion of the stoclc 
held by four trusts (one for the benefit of individuals within each of 
the four family groups previously mentioned) was sold to corporation 
. :[I in order that the trusts could diversify their investments. The stock 
so redeemed. constituted about two percent of the outstanding stocl- of 
corporation . 1I. 

The shares of 3I corporation's stock which ivere redeemed at a speci- 
[ied price per share were not at tlie time quoted on any exchange or 
over the counter, an«i there v-as iio ready market for theni. The price 
paid was determined by reference to certain sales in recent years And 
the value accepted in recent estate and gift tax proceedings. The 
redemption of these shares ivas not, niade pursuarit to:iny plan involv- 
ing or in contemplation of other sales of tlie stock to the corporation by 
the selling shareholders or by any other shareholders. 

Tlie four selling shareholders as A, group, together with their bene- 
ficiaries and the families of these beneficiaries, held approximately 11 
percent of the outstancling stock of corporation. ')l prior to the redemp- 
tion and approximately nine percent After the redemption. More titan 
0 percent of . jl's stock was at all times iield by persons not closely 
related to or associated with the selling shareholders& their benefiici- 
aries, or the families of the beneficiaries. 

Oil tile basis of these fa«t», it is held that (1) the rcclemption was 
not essentially equivalent to a dividend and, therefore, the considera- 
tion received by the shareholders in redemption of tlie shares of 3l 
corporation'» stock shall be treated as a distribution in full payment 
in exchange for the stock in accordance with the provisions of section 
302(a) and (b) (1) of the Internal Pievenue Code of. 1'. ), '&1, to the extent 
that the alllount i cce[ved is not greater tlian the fair marl-et value of 
fhe sto& k redeemed, and (2) the shareholders re:ilized a gain or loss 
equal to tlie a111ount of tlie dif['erence betiveen tile Adjusted basis of 



the stock redeemed and the consideration received therefor, to the 
extent that the consideration received was not greater than the fair 
mtrket value of such stock at the date of redemption. Such gain or 
loss constitutes a capital gain or loss subject to the provisions and 
limitations of subchapter P of chapter 1 of the Code. 

SECTION 806. — I) I SPOSITIOX S OF ( ERTA IX STOCK 

Pev. Rul. 56-22:; 26 CFPi, l. o&06 — 1: General. 
(Also Sections i)54. M8; 1. 654 — 1, 1, 668 — 2. ) 

I'ursuant to a plau of recapitalization, 41 corporation issued new 
preferred stock and common stock in exchange- for its outstanding 
commou stock. The transaction constituted a reorganization under 
section 308(a) (1) (E) of the Internal Revenue Code of 1054, and 
the exchanges were nontaxable under the provisions of section 
334(a) (1). The preferred stock is section 300 stock within the 
meaning of section 300(c)(1)(B). Prior to the reorganization 
an employeea' trust created by dl corporation had entered into an 
agreement with certain retiring employees to purchase their stock 
of the corporation over a six-year period. Under the terms of the 
agreement the new common anrl preferred shares received in the 
reorgauization will be substituted for the old shares and sold to the 
employees' trust. Field, such sales of uew preferred stock by the 
retiring employees are not withiu the purview of section 300(a), 
and the resultant gain or loss will be treated as capital gain or loss. 

The Internal revenue Service has been requested to state its posi- 
tion vvith respect to the tax e8ect of a proposed sale of preferred stock 
received in a nontaxable exchange in pursuance of a plan of reor- 
ganization of a corporation. 

Prior to the reorganization described below, the outstanding capital 
stock of 3f corpora~tion consisted of shares of no-par common stock. 
Such stock was owned by approximately 100 stockholders, approxi- 
»mately 80 percent being owned by employees of the corporation. Au 
employees' trust createcl by 31 corporation as a qualified profit sharing 
trust under the provisions of the Internal Revenue Code v. as also a 
stockhoMer. 

In order that the e»employees of the corporation might continue in 
the future to ovvn substantially all of . )l's voting stock, it was desired 
to recapitalize the corporation in such a, way as to reduce the value 
of the voting stock to a price at which the employees 7-ould be able 
to purchase it. Accordinglv, a plan of recapitalization was adopted 
under which . V corporation issued shares of new preferred. and com- 
mon stock to its stockhoMers in exchange for their old common shares 
on the basis of one share of preferred stocl. - and three shares of common 
stock for each share of old comnlon stock exchanged. The transac- 
tion qualified as a, reorganization under the provisions of section 
868(a) (1) (K) of the Internal Revenue Code of 1954, and the ex- 
changes of stock made pursuant to the plan ~ere nontaxable to the 
stockholders under section 854(a) (1). The preferred stock received 
by the stockholders under the plan constituted section 806 stocl 
vvithin the meaning of section 306(c) (1) (8). 

Prior to the reorganization, a certain. corporation had expressed a 
desire to purchase the common stock of 3J corporation at a price not 
less than its book value. Certain older employees who were to be 
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retired over the followi»g six y«:rs, ivith a, vie!v to liquidati»o their 
holdings of common stock of 3l co! poration upon being no longer 
connected !vith the corporation, indIcated a desire to sell their stock 
to sucll othel. ' corporation. These employees owned almost lralf of 
3I's outstanding shares. If the s;!les were carried out, PIC corporation 
would lose its identity, a»d the employees' trust would likely be ter- 
minated or the corporation's contribution thereto greatly reduced. 
To meet this threat, the trust en(ered into an agreement with the re- 
tIring employees u»der ivhicl& it agreed to purchase all of the stock of 
3I corporation owned by the retiri~ng employees over a six-year period. 
Pursuant to tlie terms of the agreement, one-sixtli of the sliares of 
each retiring employee was to be purcliased by the trust in each year. 
Under the agreenient, all stock of the retiring employees was placed 
in escrow. 

The agreement was form»lated on the basis of a single class of 
capital stock but conta, ined a provision that, , in the event 3I corpora- 
tion changed its capital structure by iss»ing new shares in exchange 
for the sliares then o»tstanding, the new sliares ~vould be subject to 
the agreement. Accordingly, the»ew preferred shares and the new 
corn!non shares received by the retiring employees in the reorganiza- 
tion will be substituted for the old sliaies and held in escrow. There- 
after, in carrying out each sale to the trust called for by the agree- 
ment, the escrow agent, on behalf of each retiring employee, will 
transfer to the trust sha~res of both classes of new stock ln the same 
ratio in which they were issued in the reorganization. 

A ruling has been requested to the eRect that the sale of preferred 
shares of 3l corporation to the trust by the retiring employees under 
the terms of the agreement is not in p»rsuance of a plan having as 
one of its princip;11 purposes the avoidance of Federal income tax 
within the meani»«of section 806 (b) (4) of the Internal Revenue 
Code of 1954. 

As to dispositions of section 806 stock, section 006 provides in part 
as follows: 

(a) GENERAL BvEE. — If a shareholder sells or otherwise disposes of section 
306 stock (as defined in subsection (c) )— 

(I) DrsPosITIoxs oTHER THAN REDE'&PT&oxs. — If such disposition is not 
a redemption 

(A) The amount realized shall be treat'ed;&s "ain from the s;&le 
of property whicl& is not a capital asset. 

(b) ExcEPTTONS. — Subsection (a) shall not apply— 

(4) TRANsACT&QNs NOT IN Avo&DANCE. — If it is established to the satis- 
faction of the Secretary or his delegate— 

(B) in the case of a prior or simultaneous disposition * ~ " of 
the stock with respe& t to !vhich the section 306 stock disposed of 

was issued, that the disposition " " * of the section 306 
stock, 

was not in pursuance of a plan bavin' as one of its principal purposes the 
avoid(an& e of Federal income tax. 

In the instant case, the disposition of section &06 stock is not in 
purs»a»ce of a plan havin«as one of its principal purposes the avoid- 
ance of Federal income tax. Inasmuch;!s the re( iri»g c!»ployees, pur- 
suant. to the terms of the aoreenie»'t& al'e selli»g;!11 of their stock, both 
pl'eferred and common, of Al corporatIo»& the result of the sale to 



theln will be exactly the same as it would have been if the reor- 
ganization had never taken place and their old conuuon stock had been 
so]d un&]or the agreement, I &y virtue of the provisions of section 
806 (b) (4), section 806 (a) will not apply to the sale of their. preferred 
shares to the ti ust. 

Accort]iugly, under the facts in this case, the gain or loss realized 
by each of the retiring employees upon each sale of shares of his pre- 
ferred stock and comutou stock to the trust will constitute capital 
gain or loss, subject to the provisions of Subchapter P of Chapter 1 
of the 1054 Code. U»der section 12o ~ ( 1) of the Code, in deter- 
mining the period for which a retiring employee has held the new 
prefer~red and common shares, there wil] be inclucled the period for 
which he held the o]d common shares exchanged therefor. - 

Rev. Rul. 56 — 116 26 CFR 1. 806 — 6: Section 806 stock defined. 
(Also Sections 854, M8, 1. 854 — 1, 1. 868 — 1. ) 

In a proposed statutory merger of two corporations shares of 
connnon aud preferred stocks in the surviving corporation are to be 
received in exchange for the sun ender of comuton stock in the 
corporatiou to be absorbed. HeM, no gain or loss will be recog- 
uised to the corporations tuerged or their stockholders under sections 
308 and 3 &4 of the Internal Revenue Code of 1034, and the provi- 
sions of section 300 ta) (1) shall not be applicable to the proceeds 
of the disposition of the preferred stock which will be issued in 
the tuerger, unless such dispo, itiou is in anticipatiou of a rederaption 
after the issuance of the stock. 

Advice has been requested with respect to the tax consequences, 
for Federal income tax purposes. , of a proposed transaction herein- 
after described. 

Under a plan providing for the merger of I' corporation into X 
corporation, both preferred stock and voting common stock of X wi]] 
be issued in exchange for the common stock of E'. 

The common stocks of both ] and . 7 are widelyheld, and these cor- 
porations are uot re]atet] t]trough the ownet ship of their comluon 
stocks. 

After the merger, the total percent of common stock in X beld by 
the former Y's stockholders wi]] be ]ess than o0 percent. 

The reasons for issuing both preferred aud contusion stocl-s of X 
in exc]tange for stock of I' are tlutt the business of X has showu more 
dynamic growth over the period of the last several years than has that 
of E and it is therefore desired to limit the extent to which the, foruier 
X's stockholders may share in the future growth of the co&nnion 
equity. IIy limiting the anlount of X's common stock issued to the 
f ormer J"s stockholders, there will be less dilution of the votiug 
power of the present X's common stockholders. 

The management of X has no intention of redeeming any of the 
preferred stock v hich would be issued in the merger, except as re- 
quired under the provisions of the purchase fund and the sinking 
fund agreements, the ternts of which are not here relevant. 

Section 868(a) (1) (A) of the Internal Revenue Code of 1954 pro- 
vides that the term "reorganization" includes a statutory merger or 
consolidation; section. 668 (b) provitles that the term "a party to a, 

reorganization" includes both corporations, in the case of a reorgani- 
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zation resultin&r from the acquisitio» by one corporation of stoclc or 
properties of another;;&nd section 3&r&-t(a) provides that no gain or 
loss shall be recognized if stock or se&»& itics in a, corporation ~a party 
to n reor&&", &nization are, in pursua»ce of the plan of reo&ganizntion, 
exch uiged solely for sto& ic or se& urities in such corporntio» or in an- 
othe& corporation. I'ursun»t to the afore-nle»tioned sections of the 
Code, it is held that no gnin oi loss will be reco&&grnized to X& X or their 
stockholders from the propose&l statutory rnei «cr of Y into X. 

The terln "sectio» '&06 stock" me;&ns stock which meets the require- 
ments of subpnrngraph (A), (B), or (C) of se& tion 306(c) (1), Sub- 
paragraph (8), vvhich is applicable to tile i»stunt case, provides ns 
follolvs: 

(B) Recei;ed iu a corp&»;&ie reo& ", »&iz;&tion or separation. — Stock ivhich 
is not commou sto«lr aud- 

(i) which &v;&s received, by the shareholder selling or other&vise &lis- 
posing of such st«&k, iu pure»;&uce of a plauof reorganization (within 
the meaning of section, '&&is(a) ), or in a distribution or er«. hange to 
which section, 'l, », (nr so much of section g, &&i as relates to section 360) 
applied, and 

(ii) with respect to the receipt of ~vl&ich g»in or loss to the share- 
holder v&as to any e&&tent not recognized by reason of part III, but only 
to the extent that either the effect of the transaction vvas substantially 
the same as the receipt of a stock dividend, &&r the stock was received 
in exchange for section 306 stock. 

For purposes of this section, a receipt of stool& to which the foregoing pro- 
visions of this subparagraph apply shall be treated as a distribution of 
stock. 

Section 1. 306 — 3(d) of the regulntions uncler Sllbchapter C, as pub- 
lished in Trensury Decision 61;»', C. B. 1055 — 

9& 61, provicles, in 
part, as follows: 

Ordinarily, section 306 stock includes stocl- &vhich is not common stock 
received in pursuance of a plan of reorganization (&vithin the meaning of 
section 368(a) ) or received in a distributiou or e&&change to which section 
35«, (or so much of section 33&6 as relates to section, '3;&;&) applies if cash 
received in lieu of such stock v&ould h;&ve beeu treated as:& divide»&1 uuder 
section 3»6(a) (2) or would have been treated as a distribution to which 
section 301 applies by virtue of section 3, &6(b) or section 30'&(d). 

As to dispositions of "section 3&06 stocl', " section 306 provides, in 
part, as follows: 

(a) Gsxzn. u. Runs. — If a shareholder sells or otherwise disposes of section 
306 stock (as define in subsection (e) )— 

(1) Drsvosrr&or. s orr&z«TH. &v «E&&sz&rT&otvs. — If such disposition is not 
a redemption "' 

(A) The &n&ount realized shall be treated as gain from the sale of 
property whicl& is not a &apital asset. &' ~ 

(b) Exczrrroxs. — Subsection (a) shall not apply— 

(4) TR&&vs'&'TI«Ns NOT I&a& AvoIDAr&cz. — If it is established to the satis- 
faction of the Sec& etary or his delegate— 

(A) that the distril&ution, aud the disposition ": &' * or 

was not in pursuance of a plan having as one of its principal purposes the 
avoidance of. Federal in&ome tax. " 

It is held tlrat the preferred. stock received in connection with the 
merger is "section 306 stock" as provided by section ?&06(c) (1) (B) 
of the 1954 Code. It is further held that the provisions of section 
306(a) (1) of the 1954 Code shall not be applicable to the proceeds of 



the disposition of the preferred stock of Z which will be issued in the 

Energel, unless such disposition is in anticipation oi a redemption after 
the issuance of tl. e stock. See sectioE! 1. 806 — 2(b) (8) of the regula- 
tions under Subchapter C, Treasmy Decision 6152, sup»:u. 

SUBPART C. — OKFENETIONS; CONSTRUCTEVK OwNKRSRIP OF STOCK 

", I&;CTIOX 316. — DIVIDF. XD DKFIÃED 

Ilev. Rul 56 — 158 26 CFR 1. 316 — 1: Dividends. 
(Also Sections 458, 1221. ) 
(Also Part II, Sections 44(b), 115 (0), 117(a); 

Regulations 118, Sections '0. 44 — 1, 69. 115 (a) — 1, 
89. 117 (a ) -1. ) 

A&nounts received by a taxpayer (vendor) representing dividends 
paid on shares of stock whi«h he sold and ho!ds in trust to secure 
payment of a promissory note given by the vendee for the purchase 
price of the stock, whi«h dividends from su«h stock he!d in trust are 
applied against payuEent of interest aud principal on the note until 
it is fully paid, do not coustitute dividends to the taxpayer (vendor) 
within the meaning of section gN(a) of the Iuternal Revenue Code 
of 1004. Such dividemls constitute taxable income to the vendee. 

The shares of stock soul under such circun&stances constitute a 
capital asset as defined in so& tion 1221 of the Code, and on the 
fa«ts stated the sale of the stock &Eualifies uuder the provisions of 
section 4&8(b) nf the Code as an installment sale of personalty, the 
gain on which is reportable on the instann&eut basis as provided in 
section 00. 44 — 1 of Regulations 11S, urade applicable by Treasury 
IE«&:!sion 0001, (". B. 10. &4 — 2, 47. 

I. T, 1008, C. B. III — 1, 111 (1024), revol. -ed. 

Aclvice has been requested ivhether amounts received by an indi- 
vidual, such amounts rep!esentin& dividends paicl on shares of stock 
which he sold and holds in trust to secure paynlent of a promissory 
note given for the purchase price of the stock, the dividends to be 

applied as payment of. inte! est:!ncl principal on the note until fully 
paid, constitute dividends to him ivithin the meaning of section 316 (a) 
of the Internal Here»ue Code of 1054. Advice has also been requested 
whether such shares of stock represented a, capital asset as de6ned in 
section 1221 of the Code, and whether the payments received on the 
principal of the note may be reported, for Fecleral income tax pur- 
poses, on the installment b'asis as provided in section 458(b) of the 
Code. 

Taxpayer, together with another individual and a separate corpora- 
tion, none o~f iv~hom are dealers in securities, ownecl all of the issued 
and outstanding stock of 3l coulpany. The three stockholders, after 
l~aving held their shares of stock in 3X company for nlore tllan. six 
months, sold such shares of stock to X corporation for a sum of 3, 000m 

dollars, payable 1, &00m dollars to the taxpayer and the balance to the 
second individual a»d the separate corporation. An initial cash pay- 
ment of 735@ clollars vE as macle to the sellers at the time of the sale, of 
~rhich 186m dollars was paid to the taxpayer, the balance to the other 
two sellers. Taxpayer receivecl, in adclition to the cas'h, a negotiable 
promissory note made by ~Y corporation, payable to his order, for the 
balance of his share of the purchase pErice. The note and interest 
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thereon are payable in qu;!rter-a»»ual iustalhnents, with a fi»al liay- 
nle»t p'lyable ten years after the date of the note. 2L colpolation, 
nraker of the»ote, is unco»ditio»al]y liable for payme»t of the note 
a»d interest. At the time of the sate e»tries were macle on the book» 
of . V conrpany indic;! ting the transfer of the stock to X corporatio». 

Both corporat lo» X:tnd corpol"! ti on 3l 'lre act! vely eng!! ged I» 
retail merchandisi»g. Prior to the co»sunrnmtiou of the;!bove- 
described sale, none of the stockholclers of . U' company owned, directly 
pr indirectly, any stocl. - of I. corporatio»; »either did any of the 
stockholclers of X corpor!tion ow», directly or indirectly, any stock 
of 3f company. 

Concurrently with the sale of the shares of stock of ill company, 
a, collateral trust agree!»e»t was e»tered into between t;!xp;!yer and . 7 corporation whereby X corporation tra»sferred to taxpayer, as 
trustee, to hold and possess for the security and. be»efit of the holders 
of the notes until f!dly paid, all of the shares of the stock of 3l com- 
pany as well as all the shares of stock of a, wholly-ow»ed subsidiary 
company previously acquirecl by 2 corporation. The trust agree- 
ment grants to the t! ustee the power to vote the shares of both 3I 
company and the subsidiary company provided, i&iter ah'u, that the 
shares be votecl so as to elect designees of . U corporation to the boards 
of directors of both. JI co»spa»y and the subsicliary co»!pa»y as speci- 
fied therein. It further provides that the trustee, having voting rights 
of all the common stock, shall use his best efforts to cause the directors 
of the two companies to declare and pay out of earnings as dividenc1s 
on common stock such amounts as shall be desig»ated by l. corpora- 
tion to provicle fu»cls for quarterly payme»ts o» the p! omissory note, 
but not for any other purpose unless with writte» co»sent of 3. cor- 
poration. The trustee is to collect all dividends so paid by . 1I co&u- 
pany and the subsidiary company, and apply them to principal and 
interest ou the note. If the cash receivecl by the trustee is not s!!K- 
cient to mal. -e such quarter-annual payments, payment of interest 
and principal is to be deferred, and ~Y corporatio» is required to make 
out of its funds, other than those held by the trustee, payments up to 
the amount, required for an annual payment on the note. The trustee 
will not deliver the shares of 3f company's stock to . V corporation 
until the note is paid in full, 

Section 816(a) of the Code defines dividends as any distribution 
nrade by a corporation to its shareholcIers, whether in money or iu 
other property. Section 89. 115(a) — 1 of Regulations 118, made appli- 
cable herein by virtue of Treasury Decision 6001, C. B. 195&4 —. &, 47, 
states that a taxable distribution made by a corpoI. "ation to its share- 
holders shall be includecl in gross income of the distributees when the 
cash or other property is unqualified)y made subject, to their demanrls. 

In the case of Estate of Arthur L. Hobson rt ol. v. Comm~ssio»~i. 
' l7 T. C. 854, acquiescence, C. B. 1952 — 1, o, Hobson agreed to sell ce&- 
tain slrares of stock. The total consideration invohcd was payable 
over a designated period of time el»ring which Hobson, the ve»dor, 
was to ! emain record o~ner and in possession of the shares until 
the purchase price was fully paid. Hobson was to credit any and all 
dividends paid to him by reason thereof against the purchase p! ice. 
The court held that the amounts received by IIobson by reason of 
ret;!ini»g title to the stock, but applied by him against the purchase 

a&&gg74' — 5a — & '2 



1&rice thereof, were not orcl Inary inc'ome to I Iobson but svere diviclencls 
svhicl& belong~ed to the venclee and vvere t;ix;ible to him. 

To similnr elfei t are tlie cases of GhuI/es F&. Long v. U»ited 4'totem', 

66 Ct. Cl. 475, nncl 1&'& ederieFe cV. Lee v. Commi ssi or&er, 143 Fed. (2d) 4, 
ivhere the legal title to the stock sold wns held by a trustee in trust 
for the sole purpose of securiiig the payment of the purchase price; 
;ind the cases of Fray FFaruey &1foore v. Gomnusssioner, 124 Fed. (2d) 
001, helen A. DeGuire, F&'xecut& iz u»cler u&ill of George 2V, DeGuire v. 
Hiygire, 150 I&'ecl. (2cl) 021, certiorari denied, 331 IT. S. 858, nnd 
FVorthern Erust Go. of Chicago. Lxeeutor under uill of A/eta 3S. 
Go»ioQ v, United States, 103 Iced. (2d) 127, certiorari denied, 343 
U. S. 056, where stock certificates nncl purchase inoney notes were 
placed in escrow pending payment of the purcliase price and legal 
title to the stock solcl svas retainecl 1&y the vendor for the sole purpose 
of securing payment of the purchase price. 

Tlie priiiciple of the cases referrecl to above is considered applicable 
to the instant case where legal title to the stock sold is held by the 
vendor, as trustee, pending payment of the notes of the vendee issued 
in part payment therefor, for the sole purpose of securing payment of 
the purchase price. 

Section 1221 of the Code, so fnr as here pertinent, defines the term 
"capital asset" as meaning property hei&1 by the taxpayer, whether or 
not connected with his trade or business, which is not stock in trade, 
property which is properly to be included in inventory, or property 
held primarily for snle to customers in the ordinary course of business, 
nnd ivhich is not property used in tracle or business svhich is subject 
to the allowance for depreciation. 

Section 453 (b) of the Code provides that income from a casual sale 
or other casual clisposition of personal property, other than property 
of a kind which should properly be included in inventory, may be 
reported on the installment basis as provided in section 4. &3(a) if 
the sale price exceecls $1, 000 and the payments made during the tax- 
able year in which the sale wns nude, exclusive of eviclence of in- 
c1el&tedness of the piirchaser, do not ex~ceed 30 percent, of the selling 
price. Section 30. 44 — 1(b) of Regulations 118, made applicable hereiii 
by Treasury Decision 6001, C. B. 1054 — 2, 47, provides that if a tax- 
pnyer makes n proper election pursuant to section 44 of the Internal 
Revenue Code of 1030 to report income on the installment basis, there 
is reportable as income in nny tnx;ible year only tliat proportion of 
the installment payments actually received in that year svhich the 
gross profit realized or to be renlizecl when paynient is completed 
bears to the total contract price. 

Accordingly, in viesv of the foregoing, it is held: 
1. That the amounts representing dividends on the 3F compnny's 

stock received by tlie instant taxi&nyer (vendor) in his capacity 
ns trustee of the stock to secure tlie pnyment of principal and 
interest on the note of X' corporation svhich he holds for the bal- 
ance of the sale price of such stock, svhich amounts are applied 
against instnllments falling dne under the note, do not constitute 
dividends to him within the meaning of section 316(a) of the 
Code. Such dividends constitute ordinary income to the X 
corporation, the vendee. 

2. Since this taxpaver is not, n, dealer in securities, nnd his sliares 
of stock in F&F corn pciny were not held for sale to customers in the 



ordinary course of business, his shares of stock in . 1I coInpany 
constit»ted a capital asset, and since such shares &reve he1cl fov 
IiIove than six months, a»y g~ain on the sale of the slvares constitutes 
long-term capital gain subject to the provisions of section 1202 
of the Code. 

3. Inasmuch as the initial pay»re»ts for the purchase of the 
stock of ill company, received by the taxpayer cl»I ing the taxable 
peIiod in Ivhich the s:Ile divas made breve less than '. 0 percent of a 
selling price exceeding $1, 000, the sale qualities as an install»Ient 
sale of personalty, the g~ain froIn v. hich may be rcportecl for 
Federal income tax purposes on the installment basis as proviclecl 
in section 80. 44 — 1 of Reguhctions 118, »vade applicab1e hevei» by 
Treasury Decision 6001, C. B. 10, ~4 — 2, 47. 

I. T. 1058, C. B. III — 1, 111 (1024), Iv]Ii«h held that diviclends I e- 
ceived by a bank «s depositary of shaves of stock sold by a taxpayer 
(vendor) and cveditecl to his account, but, subsequently appliecl to 
reduce the purchaser's (vendee's) liability for the unpaid balance of 
the purchase price of the stocl-, constituted taxable income to the 
vendor, is hereby revolved. 

Under the provisions of section 7805(b) of the Internal Revenue 
Code of 10o4, the Service ivill not require the provisions of this 
Revenue RuliIIg to be applied retroactively, in the case of a vendee, 
to taxable years beginning prior to July 1, 195', the beginning of the 
month following the annoImcenIent in the Internal Rei enue bulletin 
of the ConInIissionev's acquiescence in the decision of the Tax CouI t 
of the United States in Fitote of ArthnI j. Hobson et v1. v. Cor»RIi~- 
sioner, sv pI a. 

A clistvibution by one covporation to a corporate stockholcler of 
another corporation in redemption of such stock. See Hev. Rul. 
56 — 182, page 1:~7. 

Stock of a net corporation distI ibnted by the corporation ~vhich hacl 
transferrecl part of its assets therefor. See Rev. Hul. 56 — 227. page 188. 

A clistvibution by subsidiaiy corporation to its parent. See Rev. 
Rul. 56 — 265, page 156. 

A distribution of stock of controlled corporation. See Rev. Rul. 
56 — 266, page 184. 

PART 11. — CORPORATE EIQUIDATPONS 

SUBPART A. — EFVECTS ON RECIPIENTS 

SKCTIOX 3:)'&. — C(NIPLETE LIQUIDATIONS OF 
SUHSIDIAHILPS 

26 CFH 1. '& "&2 — 1: Distributions in liquidation 
of subsicliary corporation. 

Distribution by a liquiclating corporation of 80 percent or more of 
its assets to a neIv corporation. See Hev, Hul. IG — 212, page 170. 
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SKCTIOX ";, . — EI, ECTIOX AS TO RECOGXITIOX OF 
GAIX EX CLRTAIX LIQI IDATIOXS 

26 CFR 1. MB — 1: Corporate liquiclation in 
some one calendar month. 

(Also Sections 8M, oo34, 866, 881; 1. 662 — 1, 
1. 884 — 1) 1. 886 — 1. ) 

ivineteen percent of the outstanding stock of a corporation is 
owned by an individual and the remaining outstanding stocl- is 
owned by another corporation. The liquidation of the former cor- 
poration will, under the facts, meet the requirements of section 333 
of the Code, thereby eutitling the minority stocl-holcler to the bene- 
fits of such section and at the same time it will meet the require- 
ments of section 332 of the Cocle with respect to the distribution of 
the remaining assets to the majority stoclcholder. 

Advice has been requested with respect to the tax consequences of 
a proposed liquidation of 3I corporation under the circumstances set 
forth below. 

3I corporation is a personal holding company as defined in section 
542 of the Internal Revenue Cocle of. 1954. Its balance sheet reflects 
assets having a book value of 0, 000m dollars, accrued liabilities amount- 
ing to 8x dollars, and capital stock and surplus of 8, c)0ia' dollars. The 
assets include investments in stock of . U and E corporations and other 
niarketable securities amounting to 6, 000m dollars, 200@ dollars and 
2, 000m dollars, respectively. The investments in 3. and E' corporations 
are substantially in excess of 80 percent of tlie outstanding stocl- of 
each of the said corporations. 

The 3I corporation has only common stocl- outstanding, of which 
19 percent is held by 8, an individual, ancl tlie remaining 81 percent 
is held by E corporation. 

Within recent years B, the niinority stocl-hoMer, determined, be- 
cause of age and poor health, to withdraw from the active pursuit of 
business. As an essential par~t of liis retireinent program, he decided 
to dispose of his stock holdings in 3I corporation. The B corpora- 
tion also desired to acquire the investnient assets of 1I corporation. In 
order to obtain the desired results, E corporation and 8 agreed. on 
a program of liquidating the . 1I corporation. The progi-, im con- 
templates the complete liquidation of the said corporation withui 
some one calendar month of 1055. Pursuant to the adopted plan, 19 
percent of the assets of 3l corporation wi11 be distributed to 8 and 
the remaining 81 percent will be distributed to E corporation. 

It is the present intention. of the parties owning the stock of Pi 
corporation to continue the corporate existence of that corporation 
for an indefinite period as a family investment corporation and to 
utilize it from time to time as an appropiiate corporate vehicle into 
which to liquidate various other corporations owned in whole or in 
part by the same intei ests. 

Sections o &2 and 383 of tile Internal Revenue Code of 1054. , which 
cover the primary issues involvecl in the above-described transactions, 
provide, in pa. rt, as follows: 
SEC. 382. COIIPLETE LIQUIDATIONS OF SIJBSIDI. XRIES. 

Rev. I'ul. 56 — 212 

(a) GsxEaAc. Runs. — Xo gain or loss shall be recognized on the receipt by a 
corporation of property clistributecl in complete liquiclation of another corporation. 
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(b) LiqUm ITioss To IVIIICII SEU'IIolv APPI IES. — Foi' pill'poses of subsec(ion (a), a &listribuiion shall be cousi&lered to be iu coniplete liquidation only if— (1) the corporatiou receiviug such prol&erty was, ou the &late of the adop- 
tion ot the plan of liquidation, aml has continue&1 to be at all tiiues until 
the receilit of the property, the o&vuer of stock (iu such other corporation) 
possessing at least 80 perceut of the total coiubined voting power of an 
eh&sees of stock eutitled to vote aud the oivner of at lea. st So percent of tbe 
total number of shares of all other classes of stock, (except nonvoting stock 
which is liniitecl and preferred as to divi&lemls); and &: . " 

(2) the clistribution is by such other corporation in complete cancellation 
or redemption of all its stock, and the transfer of all the property occurs 
ivithin the taxable year; in such case the adolition by tbe shareholders nf 
the resolution uuder which is authorize&1 the distribution of all the assets 
of such corporation iu couiplete cancellation or redemption of all its stoclc 
shall be considered an adoptiou of a plan of liquidatiou, even though no 
tinie for the completiou of the transfer of the property is specified in sucli 
resolutiou; "' "' *. 

SKC. 'Mg. ELECTION AS TO RECOGNITION OF GAIN IV CERTAIN 
LIQUIDATIONS. 

(a) GENERAL RULE. — In the case of property distributed in complete liqui- 
dation of a doiucstic corporatiou (other than a collapsible corporation to ivbicli 
section 841(a) applies), if— 

(1) the liquidation is made iu pursuance of a plan of liquidatiou adopted 
on or after June "', 1054, and 

(2) the distribution is in complete cancellation or redemption of all the 
stock, ;ind the transfer of all the property under the liquidation occurs 
withiu some one calendar month, 

theu in the case of each qualified electing shareholder (as defined. iu subsectio» 
(c) gaia on the shares owned by him at the time of the adoption of the plan 
of liquidation shall be recognized only to the extent provided in subsections 
(e) and (f). 

(b) Exci. uuEn CoEPoa, cTiov. — For purposes of this section, the term "excluded 
corporation" means a co&~oration which at any time between January 1, 10fi4, and 
the date of the adoption of tbe plan of liquidation, both dates inclusive was the 
owner of stock possessing fi0 percent or more of the total corubined roti«g poiver 
nf all classes of stock entitled to vote ou the adoption of such plau. 

&C 

(e) Nor&coi&Poa+TE SII. &EEIIoLnEus. — In the case of a qualifiie&l electing share- 
holder other than a corporatiou— 

(1) there shall be recogiiized, and treated as a divideud, so much of the 
gain as is not in excess of his ratable share of the earuings aud profits of 
the corporation accumulated after February 28, 1013, such earnings aud 
profits to be determined as of the close of the mouth in which the transfer 
in liquidatiou occurred under subsection (a) (2), but without diminution 
by reason of distriliutions made duriug such m&mth; bnt by iucluding iii the 
computation thereof all amounts accrued up to the date on which the transfer 
of all the property under the liquidation is coiupleted; and 

(2) there shall be recognized, and treated as short-tenn or. long-terni 
capital gain, as the case may be, so much of the reniainder of tbe gaiuas 
is not in excess of the amount by which the value of that portion of tbe 
assets received by him ivhich consists of monev, or of stock or securities 
acquired by the corporation after December 01, 1053, exceeds his ratable shor&. 
of such carr iugs aud profits. 

Based upon the foregoing facts and circumstances, it is held as 
follows: 

(1) The minority stockholder, 8, will be entitled to the benefits 
of section 888 of the Code, provided the requirements of that section 
are met. JI, ' corporation, being an excluded corporation within the 
meaning of subsection (b) of section M3 of. the Code, will not, be 
entitled to the benehts of that section. As proviclecl by section 884(& ) 
of tile Code, the basis of the assets acquired by 8 will be the same as 
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the cost or other basis of the stock of 3X corporation owned by him, 
decreased in the amouiit of aiiy money received, and increased iii 
tile aniouiit, of ally gaiil recognized. 

(2) The distribution by 3l coiporation of 81 percent of its assets 
to E corporation, in complete cancellation or redemption of the stock 
of 3f corporation held by Ji, ' corporation, will result in no gain or loss 
to E corporation upon the receipt of the assets from 31 corporation 
under section 332 of the Code, provided all the provisions of that sec- 
tion are met. The basis of such assets in the hand» of Pc corporation 
will be the same as it would be in the hands of the lI corporation, under 
section 334(b) (1) of the Code. 

(3) No gain or loss v-ill be recognized to zV corporation upon the 
complete liquidation tliereof within some one calendar month of 1955, 
under section 336 of the Code. 

(4) The earnings and profits of. 3X corporation at the time of the 
liquidation, which are properly applic:ible to the assets distributed 
to E corporation, vill become ear»ings and profits of the latter cor- 
poration, under section 381 of the Code. 

Hev. Rul. 56 — 286 

Tax treatment of the liquidation, under section 333 of the Internal 
Revenue Code of 1054, of a personal holding company whose assets 
consist of cash and stocks in 24 different corporations and where ac- 
tual distributions of those assets to its shareholders within any one 
calendar month is physically impossible. 

Advice has been requested as to the method of complying v, it!i sec- 
tion 333 of the Internal Revenue Code of 1954 with respect to certain 
investment stocks transferred by a personal holding company upon 
complete liquidation to its qualified electing shareliolders. Section 
333 of the Code requires, alilong other things, that "the transfer of all 
the property under the liquidation" shall occur within some one 
calendar month. 

The corporation's assets consist of cash and common stocks of 
twenty-four different corporations. Fiy reason of the number of 
stocks and transfer agents involved, it is possible that the actual is- 
suance of new certificates by one or~ more of tlie transfer age»ts or 
the actual physical delivery of new certificates to the transfere~e share- 
holders may not take place until after the expiration of the c;ile»dar 
month selected for the distribution. A pro rata, distribution among 
the corporation's shareholders involves fractional shares which may' 
not be procurable. Furtliermore, there will be cash and stocl- divi- 
dends payable after the end of the calendar month to shareholders of 
a record date prior to the issuance by the tra»sfer agent of new cer- 
tiAcates to the transferee shareholders. 

In view of the problems involvecl, the Internal Revenue Service 
holds as follows: 

(1) For the purposes of section 333 of the Internal Revenue Code 
of 1954, the transfer to the shareholders of the corporation of their 
respective interests in stock oivned by the corporation will occtir on 
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the date of mailing the original certihcates to the transfer agent 
thereof, accompanied by assionments thereof and instructions diie& t- 
ing the issuance of new ce~tificates in the name of the transferee 
shareholders. 

(2) The provisions of section 888 of the Code will be met if, during 
the calendar month of liquidation, certiiicates for the aggregate of 
any fractional shares involved are issued to a, desig»ated noniiiiee and 
irrevocable instructions are oiven by the corporation to the noininee 
(a) to sell the certi6cates for the account of the corporation's share- 
holders and (b) to distribute the proceeds among the shareholders in 
accordance with their respective interests in such fractional shares. 

(8) If any corporation, in which the instant corporation owns 
stock declares a cash or stock dividend payable or issuable after the 
end, of the calendar month selected for. distribution to shareholders 
of record determined as of a recorcl elate, prior to the date of issuance 
by the tr;msfer agent of new certificates in the name of the transferee 
shareholders, and within such calendar month the corporation executes 
and delivers to the respective transferee shareholders irrevocable as- 
si«nnaents of any interest in such diviclends, it will be considered a 
satisfactory compliance with the provisions of section 888(a) (2) of 
the Code relative to the distribution of all of the property under the 
liquidation within one calendar month. 

(4) The requirements of section 888(a) (2) of the Code will be con. — 

sidered to have been complied with if the corporation sets aside a 
reserve fund, consisting of cash and cash dividends payable after the 
end of the calendar month selected for distribution, to provide for. 
the paynaent after the close of such calendar month of any unpaid at- 
torneys' fees, accountants' fees, and other expenses of liquidation and 
dissolution, as well as of unascertained and contingent liabilities and 
expenses, if such reserve is set aside in good faith and the amount 
thereof is reasonable. 

SECTIOX 834. — BA. SIS OF PROPERTY RKCKIVZD IX 
LIQUIDLY. TIONS 

26 C'FR 1. :384 — 1: Basis of property received in 
liquidation. 

Basis of the assets acquired by a minority stockholder. See Rev. 
Rul. 56 — 212, page 1«&. 

SUBPART B. — EFFECTS ON CORPORAT?ON 

SKCTIOX 886. — GKXKRAL RUI. K 

26 CFR 1. 886 — 1: General rule on liquidation of 
corporation. 

Recognition of gain or loss upon liquidation of corporation within 
souse OPie calendar month. See Rev. R«h 56 — 212. page 1&0. 
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SUBPART C. — COLLAPSIBLE CORPORATIONS; FOREIGN PERSONAL HOLDING 
COMPANIES 

SECTION 841. — COLLAPSIBLE CORI'ORATIOXS 

Rev. Rul. 56 — 50 20 CFR 1. 841 — 1: Collapsible Corporations- 
In general. 

Where a corporation holding stock in a collapsible subsidiary cor- 
poration sells all of its stock in such subsidiary corporation and the 
gain on the sale of the stocl- is taxable as provided for in section 
341(a) of the Internal Revenue Code of 1054, the gain realized by the 
shareholders of the holding corporation upon liquidation of the 
holding corporation is not taxable in the manner provided for in 
section 341(a) of the Code. 

Advice has been requested as to the application of the provisions of 
section 841 of the IIIternal Revenue Code of 1954, relating to collapsible 
corporations, to a gain realized by stockholders of a corporation upon 
liquidation under the circumstances described below. 

Two individuals, engaged in the construction business, undertook 
in 1951 to construct and operate five separate apartment buildings as 
a joint venture through corporations which they would conti'ol. Ac- 
cordingly, they organized one corporation, issuing shares of stock 
therein to themselves equally, and five additional corporations, trans- 
ferring to each of the five corporations one-fifth of a tract of land 
owned by one of the individuals, one F. H, A. mortgage commitment, 
and other items in exchange for all of the capital stock of each addi- 
tional corporation. The shares of the five corporations were then 
transferred to the original corporation by the two shareholders as a 
contribution to capital. Construction of the first of the apartment 
buildings was begun in September, 1951, and the fifth and last, building 
was completed in October, 1958. The stock in the five subsidiaries 
comprised virtually all of the assets of the parent corporation. Due 
to a dispute between the stockliolders of the parent corporation, v-hich 
resulted in court action, the court entered a judgment in 1954 ordering 
the dissolution of the joint venture, appointed trustees to take posses'- 
sion of the outstanding stock of the parent corporation, and directed. 
that the assets of the corporation, consisting of the stock of the five 
subsidiaries, be liquidated and the proceeds of such liquidation be 
distributed by the trustees at such time and in such manner as the court 
should direct. The trustees did not cause any of the corporations, 
parent or subsidiaries, to aclopt any resolution with respect to liquida- 
tion. Later in 1954, an individual not related in any way to either of 
the two shareliolclers purchased from the parent corporation, in a 
transaction to which section 337 of the Code does not apply, all of the 
outstanding shares of stock of the five subsidiaries for cash and promis 
sory notes. At the time of the sale, all five apartment buildings were 
substantially occupied by tenants. The proceeds of the sale are to be 
distributed in liquidation of the parent corporation and, after payment 
of expenses and claims, are to be held by the trustees pending court 
determination of the conflicting ri&&hts and obligations of the two 
sliareholders. 

Under the provisions of section rod41(b) of the Code, a, "collapsible 
corporation" is defined as follows: 
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(b) DErxxxrxozs. — 
(1) Coxx-xrsxuLs Coarouxexxoz, — For the purposes of this scctiou, tlie 

term "collapsible corpor;itiou' means a corporatiou formed or availed of 
principally for the manufacture, construction, or production of property, for 
the purchase of property which (in the h;imls of the corporation) is proi&erty 
described in paragraph (3), or tor the holding of sto lr iu a corporation so 
forxue&l or availed of, ivith a ( iexv io— 

( ~) the sale or exchange of stocl; by its sharehohlers (whether in 
li&inidation or otherxvise), or a &distribution to its shareholders, before 
the realization by the eorpoxatiou m;iunfictnriu . 

, constructing, prodn&- 
iug, or purchasing the property of a snbstautial part of tlie t&ixable 
income to be derived from su& h property, anil 

(Ii) the realizatiou by snch sliareholders of g;iiu attributable to sin h 
property. 

Whether the five subsidiary coi por;itioiis fall within the defnxition 
of a collapsible corporiition is prix»;irily a question of fact and hence 
is for determination upon the audit of the i»conic tax return of the 
parent corporation for the year iii ivhicli the stocl- of the subsidiaries 
was sold, rather than for issuance of;i rulirig, u»der tlie policy stated 
in section 6 of Revenue Ruling 54 — 1& 2, C. Il. 1054 — 1, 304, at 308. 

The question has nevertheless been raised whether tile parent cor- 
poration is a collapsible corporation on the assumption that the sub- 
sidiary corporations fall within the definition contained in section 
341(b) of the Code. On tlrat assumption, the «', iin of the parent, cor- 
poration from its sale of the stocl- of the subsidiary corporations is 
required by section 341(a) (1) of the Code to be considered as g;iin 
from the sale or exchange of property which is not a capital asset, 
so that the corporate tax on the re;iliz;ition of ordinary income attrib- 
utable to the construction of property by the subsidiaries is not, 
avoided. 

It will be noted that section 341(b), s«prr&& defines a collapsible cor- 
poration so as to include not only a corporation formed or availed of 
with a view to the realization by its shareholders of gain attributable 
to property produced by the corporation, as more fully set out thereiii, 
but also to include a corporation formed or availed of "for the holdino 
of stock in a corporation so formed or availed of. " It will be furtive'r 
noted that section 341(b) (1) (A) of the Code refers only to the realiza- 
tion of income by the corporation producing tlxe property. If, prior to 
such realization, the parent and subsidiary corporations are both 
liquids. ted or the stock of the parent corporation is sold, section 341 
of the Code is automatically applicable to the parent corporation. 

A literal reading of the statute would seem to produce the same 
result even though the parent corporation had first, realized ordinary 
income by virtue of its sale of the entire stock of the collapsible sub- 
sidiary. Since the statute refeis only to the realization of taxable 
income by the corporation producing the property, and not to any 
realization by the corporation holding its stock, it xvould appear under 
the literal language of tlie statute th~at the corporation hoMing stocl. - 

of a collapsible corporation would still be a collapsible corporation 
even though it had been taxed as the shareholder of a collapsible 
corporation. 

Hoax ever, to impose the tax treatment provided for in section 341 (a ) 
of the Code twice as to the same underlying collapsible property would 
extend the statute beyoiid its intended pxxrpose. The legislative his- 
tory of section 117(m) of the Internal Revenue Code of 1030, as 
arne»ded by sectioix ) '6 of the Revenue Act, of ) 050, froxn which section 
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341 of the 1054 Code originally stems, makes it clear that the objective 
was to prevent the successful use of a device for converting ordinary 
income into long-term cal&ital gain through the medium of a corpora- 
tion. See II. R. Report, l&&'o. 2319 and Senate Report Ao. 2375, Eighty- 
first Congress, C. 8, 1050 — 2, pages 380 and 483, respectively, at pages 
422& 440, 516, and 546. )%here orclinary income is realized at the cor- 
por&ate level by the sale of the stock of a collapsible subsidiary, the 
evil at which the statute was aimed is not present and the effect of the 
literal interpretation suggested earlier would be to impose what would 
amount to a penalty tax a~t the sha. reholder level through requiring the 
gain attributable to l&roperty produced by a collapsible subsicliary to 
be taxed at both levels as ordinary income. There is no evidence in the 
legislative history that Congress intended such a result. Thus, it 
would be unreasonable to adopt the suggested literal interpretation. 
See Holy Trinity Church v. United 8tutes, 143 U. S. 457, at 450; 
Helt'ering v. Nero J'orle Trust Company, 202 U. S. 455, at 464, Ct. D. 
840, C. B. XIII — 1, 188, at 190 (1034); Haggler Company v. Heft ering, 
308 U. S. 389, at 304, Ct. D. 1433, C. B. 1040 — 1, 237, at 239; and Z'nifed 
8totes v. Americun 2'& ueEing Associations& Inc. 

& 
et al, 

& 
310 U. S. 534, 

at 543. 
Accordingly, it is held that where a corporation holding stock in a 

collapsible subsidiary corporation sells all of its stock in such sub- 
sidiary corporation a»d the gain on the sale of the stock is taxable as 
provided in section 341(a) of the Code, the gain realized by the share- 
holders of the holding corporation upon liquidation of the holding cor- 
poration is not taxable in the manner provided for in section 341(a) 
of the Code. 

Rev. Rul. 5&6 — 244 

lyhere a corporation is con&pletcly liquidated for bona fide business 
reasons before the realization by the corporation of gain attributable 
to inventory, the gain realized by the shareholders upon such liqui- 
dation is not taxable as ordinary incon&e under section 841 of the 
Internal Revenue Code of 1054 in a situation in v hich the inventory 
of the corporation at the tin&e of liquidation is normal for the volun&e 
of sales a&ul is no more than the average inventory over the past 
several years. 

Advice has been requested whether the gain realized by the share- 
holders on the complete liquidation of a corporation engaged in selling 
for its own accou»t is taxable as ordinary income in the lnanner pro- 
vided in section 341 of the Internal Revenue Code of 1954. At the 
time of. liquiclation, each slrareholcler owned more than five percent of 
the outstanding stock. 

From 1045 until the da, te of ii s liquidation in 1955, the corporation 
was actively engaged in the business of selling oil drilling equipment 
out of inventor~y in a particular state. Th. e corporation originally 
sold directly to customers, but for the two years immediately prior to 
the liquidation it sold its products largely through supply companies. 
The corporation owned no real estate a~nd had only a moderate amount 
of fixed assets which consisted of trucl-s, lnachine shop equipment, 
f urniture, and fixtures. 

In the past, the corporation did a large amount of business, but 
during the year preceding liquidation its sales declined sharply due to 



a great increase in competition. A survey made at, the ti1ne indicaterl 
th~at the number of oil fieM supply houses in the state was erorbita»tly 
out of proportion to the nu1»ber of d& illing rigs in operation. It also 
. 1ppeared. that the amount of oil already available was sufhcient to dis- couragee 

new exploration. 
I»11»ediately prior to the liquidation, the corporation abolished the 

posltlou of 1ts salPs »la»ager& affected a 1'Pcluctlon ln lents fol' lts qual- 
ters, reduced the salaries of its oQkprs& and curtailed its new inventorv 
purchases. 

Because of the business conditions described, the corporation was 
liquidated in 1055, and the i»vP»tory re»1ainin~~ on hand Ivas trans- 
ferred to a partnership (co»1posed of the former stocl-holders) which 
continued the business on a. small scale. For several years preceding 
liquidation, inventory purchases were generally no larger than those 
required to replace inventory sold, so that at the time of liquidation the 
inventory was normal for the amount of busi»ess done and no greater 
than the average inventory for the same period. 

Section 841, ~relating to collapsible corporations, in pa1t providP. : 

(a) TaEATMENT oF GAIN To SHAREHoLDERs. — Gain from— 
(1) The sale or exchange of stocl, -of a collapsible corporation, 
{«) a distribution in partial or complete liquidation of a collapsible cor- 

poration, which distribution is treated under this part as in part or full 1&ay- 

ent in exchange for stock, and 
(8) a distribution made by a collapsible corporation which, under section 

301 (c) (3) (A), is treated, to the extent it exceerls the basis of the stocl. -, in 
the sanie manner as a gain from the sale or exchange of propertr, 

to the extent that it would be considered (but for the prorisions of this section) 
as gain from the sale or exchange of a capital asset held for more than q nIonths 
shall, except as provided in subsection {d), be considered as gain fr«m the sale 
or exchange of property which is not a capital asset. 

(b) DEEINITIoxs. — 
(1) C«LL~SIBI. E coRPQRATIoN. — For purposes of this section, the term 

"collapsible corporation" means a corporation formed or availed of pr incipally 
for the manufacture, construction, or production of property, for the purcha. & 

of property which (in the hands of the corporation) is property described 
in paragraph (8), or for the holding of stock in a corporation so fornIed or 
availed of, with a view to— 

(A) the sale or exchange of stock by its shareholders (whether in 
liquidation or otherwise), or a distribution to its shareholder, before 
the realization by the corporation manufacturing, constructing, pro- 
ducing, or purchasing the property of a substantial part of the taxable 
income to be derived from such property, and 

(B) the realization by such shareholders of gain attributable to sucl& 

property. 
A 

(8) S cTIox S41 sssETs. — Fnr purposes of this section, the term "section 
841 assets" means property held for a period of less than 3 rears which is— 

(A) stock in trade of the corporation, or other property of a kind 
which would properly be included in the inrentory of the corporation 
if on hand at the close of the taxable year; 

(B) propertv held by the corporation primarily for sale to customers 
in the ordinary course of its trade or business; * * * 

Section 1. 341 — 2 (a) (3) of the Income Tax regulations provides that: 

(3) A corporation is formed or availed of with a view to the action described 
in section 841(b) if the requisite view existed at any time during the manu- 

facture, production, construction, or purchase referred to in that section. 
Thus, if the sale, exchange, or distribution is attributable solelv to circumstances 
which arose after the manufacture, construction, production, or purchase (other 
than circumstances which reasonably could be anticipate&1 at the time of such 

manufacture, & &mstrurtinn. production. «r purchase), the cori&oration sbal . ll, 
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in the absence of compelling facts to the contrary, be considered not to have 
been so formed or availed of. However, if the sale, exchange or distribution 
is attributable to circumstances present at the time of the manufacture, con- 
struction, production, or purchase, the corporation shall, in the absence of 
compellin facts to the contrarv, be considered to have been so formed or availed 
of. 

Section 1. 841 — 5(c) (1) of tile Income Tax Regulations provides as 
follows: 

(c) The absence of any of the facts set forth in paragraph (b) of this section 
or the presence of the following facts will ordinarily be considered suillcient 
(except as otherwise provided in paragraph (a) of this section) to establish 
that a corporation is not a collapsible corporation: 

(1) In the case of a corporation subject to the rules of paragraph (b) 
of this section only by reason of the manufacture, construction, production, 
or purchase (either by the corporation or by another corporation the stock 
of which is held by the corporation) of property which is property described 
in section 841(b) (S) (A) and (B), the amount (both in quantity and value) 
of such property is not in excess of the aruount which is normal- 

(i) For the purpose of the business activities of the corporation 
which manufactured, constructed, produced, or purchased the property 
if such corporation has a substantial prior business history involving 
the use of such property and continues in business, or 

(ii) For the purpose of an orderly liquidation of the business if 
the corporation which nmnufactured, constructed, produced, or pur- 
chasecl such property has a substantial prior business history involving 
the use of such property and is in the process of liquidation. 

In view of the foregoing facts and circumstances and since tile 
inventory was normal for the purpose of an orderly liquidation of 
the business, it is accordingly held that the gain realized by the 
ha1eholders upon liquidation of the corporation is not taxable as 

ordinary income within tile purview of section 341 of the 1054 Code. 

26 CFR 1. 841 — 2: Definitions. 
(Also Part II, Section 117 (m); Regulations 

118, Section 80. 117 (m) — 1. ) 
A corporation, tlte capital stock of wl1ich is owned by a United 

States citizen& wllicll corporation is organized and operated in a 
foreign country and realizes substantially all of the income to be 
deriv~ed from its property prior to its liquidation or the sale of its 
capital stock, does not constitute a, collapsible corporation within the 
meaning of ~section Ml(b) of the Internal Revenue Code of 1054, 
The mere fact that a corporation is a foreign corporation deriving 
all of its income from sources without the United States, and there- 
fore i1as no "taxable income" for Federal income tax pur~poses does 
not in and of itself cause it to be considered a collapsible corporation 
as defined in section Ml(b) of the Code. Fo opinion is expressed as 
to wllether the corporation is a, foreion personal holding con1pany 
for the purposes of Part III, Subchapter 6, Chapter 1 of the 1054 
Code. 

26 CFR 1. 841-4: Limitations on application 
of section. 

Rev. Rul. 56 — loo7 

In 10, "i2 a corporation purchased a tract of land for the purpose of 
constructing a shopping center thereon and operating the sllopping 
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ce»ter ivhen it was conipleted. As a, step iu the construction, the 
corporii. tio» petitioned the local board of coiu»iissio»ers to rezoiie 
the la»cl from residential to commerci;il, which petition ivas granted. 
. However, complaiuts filed by various par~ties objecting to the r~ezoning&. 

resultecl in litigation over a, periocl of. years, aud in 1954 the right to 
proceecl with the develop»lent in accordance with the zoning ordi- 
nance was tulally declared valicl and e/I'ective. IIelc/, for the purposes 
of section 841 of the Interual Revenue Co~le of 1054, relating to 
coll;ipsible corporations, the rezoiiing constitutes a» integral step 
in the constr»etio» of the shopping center an!i, if the co~rporation 
has no other construction activity with rehitio» to the land subseque»t 
to the elate the rezoning became fina], the three-year period, foi tlie 
purposes of section, '&41(b) (6) and section 641(cl) (8) of the Code, 
begins on the clay folloiving the date the rezoning becaine final. Com- 
pare I. T. 8287, C. Il. 1930 — 1 (P;Irt 1), 188& a»el I. T. 6705, C. B. 1945, 
174. 

PART III. — CORPORATE ORGANIZATIONS AND REORGANIZATIONS 

SUBPART B. — EFrECTS ON SHAREHOLDERS AND SECURITY HOLDERS 

. 'ECTIOX 654. — EXCIIAXGK. 3 OF &TOCI&&. Xi%13 &ECURITIEH 
IX CERVIX REORGAXIZATIOibi~) 

Rev. Rul. 56 — 171 26 CIPR 1. i5&4 — 1: Exchanges of stock aiicl 
secill'1ties in eel'ta ill reol~ga»izatio»s. 

1Vhere stock is acquired in the surviviug corporation by certain 
corporate st&&cl. -holders of a iuergecl corporatiou, the acquisition date 
of the stock of the surviviug corporation, for purposes of section 
333(f) (1) of the luternal Revenue Cocle of 19&I, is the date of ac- 
quisi!ion of tl'e stocl- of the u&erged corporation surrendered in the 
ex& hau, e. 

Advice has been requested as to the acquisitio» elate of stocl- acquired 
in connection with a, statutory 11ierger. 

Both ilI ancl E corporations v eic e»gagecl in the business of supply- 
ing similar equip»ie»t tlirouoh subsidiaries and aSliates. all's out- 
standing capital stock consisted of participatin&&' common stock and 
common stock. s'V's outstancling capital stock consistecl of convertible 
preferred stock, cu»iulative preferrecl, and common stock. 

. U cori&or!!tion mergecl ivitli and into 1V coi poration believing that tlie 
combined operations of the two corporatio»s would etfect e7ono!indies 

of operation and substantial savin &'s in overall operating costs. The 
nierger ivas cari'ied out as a statutory i»erger under the laivs of the 
states in v-hich tlie two corporations ivere organizecl. Under tlie plan, 
the holclers of pai ticipating common stock and common stock of . 11 

col'poi'ation receive&1 two shares of voting common stock of 1V corpor;I- 
tion in exchange for eacli share of . 1I's stocl- held. The holders of tlie 
preferiecl and common stock of E v;ere not afFected by the cxchanoe. 
The nierger presented an adequate corporate business purpose and 
constituted a "reorganization" ivithin the meaning of sectio» 
'l68(a) (1) (A) of the Internal Revenue Cocle of 1054. The exchange 
by the stockholclers of . 1l corporatioii ivas nontaxable under section 
654 of th( Cocle. 
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At issue in the instant case is the date of acquisition of N corpora- 
tion's stock received in tlie merger by certain corporate stockhoMers of 
3I « u poration ivhich acquired their stock of Ilf corporation prior to 
December 31, 1953, a»d which may wish to liquidate under section 333 
of the Code. 

Based upon the facts in the instant case, it is held that, for the pur- 
pose of section 333(a) (2) and 333(f) (1) of the Code, the acquisition 
date of N corporation's stock acquired by a corporate stockholder of 3I 
corporation m exchange for I)I corporation's stock pursuant to the 
merger is the date of acquisition of 3I c&irporation's stock surrendered 
in the exchange. 

An exchange of preferred and common stock between two corpora- 
tions pursuant to a merger. See Piev. Paul. 56 — 116, page 161. 

Exchange of first preference stock for bonds and common stock 
pursuant to a plan of reorganization. See Piev. Rul. 56 — 170, page 187. 

The treatment of stockholclers in exchange pursuant to a reorgani- 
zation. See Pvev. Rul. 56 — 184, page 100. 

Exchanges made by a, corporation to its shareholders for new pre- 
ferred and common shares in lieu of old common stock now out- 
standing. See Rev. Rul. 56 — 223, page 162. 

SECTION 355. — DISTRIBUTION OF STOCI& AXD SECURI- 
TIES OY A. CONTROLLED CORPORATION 

26 CFP&, 1. 355 — 1: Distribution of stock and 
securities of a, controHed corporation. 

(Also Section 368, 1, 368 — 1. ) 

P&. ev. Pvul. 56 — 117 

Corporation M owned all of the coinmon stock and 12 percent of 
the preferred stock of corporation N and had owned all of such 
shares for over five years. Because of differences of opinion exist- 
ing in management, a group of stocl-holders of corporation . )I desired 
to terminate their stock interest in corporation 3I aud acquire 
control of corporation N. A plan was evolved and put into effect 
vvhereby (1) corporation N, pursuant to a plan of reorganization, 
issued additional shares of its conuuon stock in exchange for the 
shares of its preferred stock owned by stockholders other thau 
corporation ilI, and (2) corporation jI then distributed all of the 
common stock and preferred stock of corporation iV held by it (then 
constitutiug 93 percent of the couimon stock and 100 percent of the 
preferred stock) to the stockholders of the dissatisfied group in 
exchange for all of their stock of corporation 3I. Held, no gain or 
loss is recognized to such stockholders on the receipt of the sto«1- 
of corporation iV, in view of the provisious of section 855 of the Code. 

A. dvice has been requested. ~vhether the distribution by a corpora- 
tion of its shares of the colnmon stock and preferred stock of. another 



corporifioii to;i group of if. -: sfoc]eh@](]& rs i» ex&lian«e for their sio(k 
of t]le. cllsfrl])uf illg col'pol il'tloil collstitute&1;i noiitiix;ib]e ti aiis;ictio». 

('orporafion, ]I, a clo»1estic corporation e»gaged i» the h;irdivare 
b«si»css, owned a]l of tlie con»»on stock a»cl I i percent of t]ie ]iiv- 
ferred stock of corpor;ition . 'V, a domestic corporatiou e»g&aged in the 
appliance business at a cli/Ye~re»t location. 11ofh corpor;itio»s had 
bee» e»gaged in t]ie;ictive coii&!uct, of tlieir respectiv&. * businesses for 
i»ore than five years, and a]l of the stock of coi por:itio» . V oiviied by 
corpor;ition ll ]i»el been os»ed by it, for»iore th:i» five yc;iis. The 
preferrecl stock of coipor;ition . 'V h;i&1 no voti»g poivm, sole voting 
i iglits being ve. ted in t]ie «onu»on sto&. k. T]ie oufsf;i»ding stock of 
corpol"iifioll 1I ('o»sl~f('&1 s()]('lv of c&»nnlo» sfock. 

DiNere»ces of opi»io» had arise» a»io»g the stockhol&]ers a»&]. di- 
rectors of cor]horatio» . 1I;is to t]ie b;isi& po]ici&s of nia»:igeme»t, ii»&1 

operation of the corporations. The cliffere»& es bec;i»ie so j&ro»ou»c& d 
that the stockholders co»c]»decl they could not, continne the»»ite&l 
ownership and manageme»t of the tivo corporations. A. group of dis- 
satisfiecl stockholders, who oiv»ed approximately one-lia]t of the stock 
of corporation 3I and who ivere primarily coucer»ecl with the busi- 
ness of corporiition X, o]fered to surrender:i]1 of their 1l stock to cor- 
poration 3I in exchange for the cou»»o» stock and preferred stock of 
corporation iV ownec] by corporation 3I. The proposal ivas accepted 
by the other stoclcholc]er, . and, in oi der to equalize the value of the 
stocks bei»g excha»g&(]. corporation i1I tra»sferre&1 an amount. of 
cash to coi 1)or;ition V;is;i capital conti ibution. 

Prior to the sep;iration, iu puisu;ince of. a plan of recapita]ization, 
corporation V issuecl;i&]clif ional sh;ires of. its comnion stock in exchange 
for the outstancling shares of its preferred stock ow»ed by stoc 
holders other than corporation . ]I, the exchange ratio being basecl 
upon the respective values of the preferre&1 and common shares. The 
additional common shares so issued constituted seveu percent of the 
common sliares then. outstancling. As a result, the shares of corpo- 
ration &V owned. by corporation . II after the recapita]ization consti- 
tuted 0'3 percent of the outstanding coinmon sto& k;iiid 100 percent of 
the outstancling ]ireferred stock. 

Corporatio» . ]I dis]iibuted all of f]ie con»non stock ancl preferred 
stock of corporation &V oivned by it to the group of diss'itisfied stock- 
holders in exchange for a]1 of their stock of corporation 3I. Such 
group thereby acquirecl control of corporation sV an&1 co»tinued the 
operation of its business uncler their management. C'orporation jf 
continued the active conduct. of its business under the, separate os»er- 
ship ancl management of it;; remaining shareho]dens. 

Section, ']'&;i(a) of the Internal Revenue ('ocle of 10, &4 pi ovicles, iii 
part, that if a corporation clistributes to its s]iareho]ders, with res]iect 
to its stock, solely the stock of a corporation i&hich it controlled im- 
mediately before the clistribution, and the transaction is not use&1 

principally as a clevice for the clistrib»tion of earnings a»d ]irofits an&1 

the requirements of subsection (b) (relating to acti~. e businesses') are 
satisfiecl, then no gain or loss sha]I be recognized to such shareholcler. 
Snbsection (b) provides that the controlled corpor:ition ancl the dis- 
tributing corporation ni»st be;ictive]y e»gagecl in a tra&]e or business 
for a five-year period ending o» the c]ate of &]isti ihufio». It i, . f«i'ther 
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provicled the& cin that the trade or business cannot have been acquirecl 
within the five-yc;ii period and that tlie control of the corporation 
which conducts the trade or business cannot have been acquired within 
the five-year period uliless the provisions of subparagraph (D) of 
sul&sectio» 3&5»; (b) are co»&plied with. 

+e& tion 355 (b) (2) (D) provides as folloivs: 

(3) DErrsirroN. — For purposes of paragraph (1), a corporation shall 
be treated as engaged in the active conduct of a trade or business if and 
only if— 

(D) t'&&nt&ol of a corporation ivhich (at the time of acquisition of 
control) ivas conducting such trade or business —. 

(i) WV:&s not acquired directly (or through one or more corpora- 
tions) by anni. lier corporatiou ivithin the period described in sub- 
paragr:iph (B), or 

(ii) XVas so acquired by another corporation within such period, 
but such control was so ac&piired only by reason of transactions in 
v& hich gain or loss was not recognized in ivhole or in part, or only by 
reason of such transa&tions corn)&ined with acquisitions before the 
beginning of such period. 

Eor purposes of sectio» ooo55, the term "control, " as dehned in section 
0(&8(c), "means the ownersliip of stock possessing at least 80 percent 
of the total combined voting power of all classes of. stock entitled to 
vote ancl at. least 80 percent of the total number of shares of all other 
chisses of stock of the corporation. " 

Altlio»gh corpor;ition!!I ow»ed over 80 percent of the voting com- 
i»on stock of corporation N thro«ghout the entire 5-year period ending 
on the date of the distribution of the N stock, it owned only 12 percent 
of the nonvoting preferred stocl. - of. corporation N from the beginning 
of such period until tlie consummation of the recapitalization of corpo- 
ration N, when the preferrecl shares owned by it became the only 
nonvoting shares of corporation N outstanding. Thus, corporation 
2II acquired control of corporation N during the said 5-year period, but 
only by reason of such recapitalization& combined with acquisitions of 
N stock before tlie begi»ning of tlie 5 — year period. However, since 
the recapitahzation of corporation N constit«ted a reorganization 
within the meaning of section -&68(a, ) (1) (E) of the Code, and the 
exchanges made by the preferred stockholders in pursuance of such 
reorganization were nontaxable exchanges under the provisions of 
section 8&54(a) (1), control of coi poration N was acquired by corp&)ra- 
tion 3I in a manner»eii»ittecl 1&y section o55(b) (2) (D) (ii). 

Accordingly, it is iield that, by reason of the provisions of section 
, "&55 (a) (1) of. the Code, no g&ain or loss is recognized. to those stock- 
holders, who received the common stock and preferred. stock of corpo- 
ration N& as a result of the distribution of such stock to tliein in ex- 
change for their stock of corporation N. The basis of the common 
stock and »ref& i led stock of corporation N received by such stock- 
holders is the same in their hands as their adjusted basis for the stock 
of corporation &'!I exchanged tlieiefor (section 358(a) (1) of the 
Code). No gain or loss is recogn&zed to the stockholders of corpora- 
tion!1I who co»ti»ued to hold their stock of that corporation, or to 
either corpoi', ition 3I or corporation N as a result of the distribution, 



(Also Sections 301, 316; 1. 801 — 1, 1. 816 — 1. ) Rev. Rul. 56 — 997 
domestic corporation whirh is in the construction business 

transferred part of its assets to a newly formed foreign corporation 
in exchan e for all of the stock of the latter and, in return, distrib- 
uted such stock to iis shareholders. Held„such distribution to the 
shareholders is not within the purview of the nontaxable provisions 
of section 855 of the Internal Revenue Code of 1054, since there is no 
separation of existing businesses, but rather ihe commencement of a 
new venture. Accordingly, the activities of the new corporation did 
not constitute a trade or business throughout the five-year period 
ending on the date of the distribution. 

Advice has been requested as to the tax consequences of a distribution 
of stock of a new foreign corporation to the stockholders of a domestic 
corporation under the following circumstances: 

The domestic corporation is engaged in the general contracting and 
construction business. Its capital stock consists of preferred and com- 
mon stock. The corporation has operated, and is operating, in various 
locations throughout the United States. For valid, business reasons, 
the domestic corporation organized a new foreign corporation and 
transferred to the latter a portion of its assets in exchange for all of the 
latter's capital stock, which was distributed pro rata to its shareholders. 
This' transaction was not in pursuance of a plan having as one of its 
principal purposes the avoidance of Federal income taxes under sec- 
tion 867 of the Internal Revenue Code of 1054, and it resu]ted in no gain 
or loss to the domestic corporation under section 851 of such Code. 

The specific question presented is the treatment of the distribution 
by the domestic corporation of the stock of the new corporation to its 
stockholders. 

Section M5 of the Code provides that under certain conditions a 
corporation may distribute to its shareholders the stock of a corpora- 
tion which it controls immediately before the distribution without the 
recognition of gain or loss to the shareholders. One of the conditions 
is that the requirements of section 855(b) of the Code, relating to 
"active businesses, " are satisfied. It is provided (section 855 
(b) (1) (A) ) that where the distributing corporation has assets other 
than stock of the controlled corporation, then both the distributing 
corporation and the controlled corporation must be engaged immedi- 
ately after the distribution in the active conduct of a trade or business. 
Under section 855 (b) (2) (B), before a corporation can be considered 
to be engaged in the active conduct of a trade or business after the 
distribution, such trade or business must have been actively conducted 
throughout the five-year period ending on the date of the distribution. 
See section 1. 355 — 4 of the Income Tax Regulations. 

The above section contemplates the separation, without the recogni- 
tion of gain or loss to the shareholders and security holders, of two or 
more existing businesses formerly operated by a single corporation. 
See section 1. 855 — 1(a) of the Income Tax Regulations. In the instant 
case there was no separation of. existing businesses. Rather, a new 
venture was undertaken by a new corporation in a new territory and 
iu a different country. Therefore, the business operation of the new 

foreign corporation did not constitute a trade or business prior to the 

898474' — 56 — 13 
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time the business activities were begun by such corporation. See 
example 9, section 1. 855 — 1(d) of the Income Tax Regulations. As a 

result, the activities of the new corporation did not constitute such 

trade or business actively conducted throughout the five-year period 
ending on the date of the distribution. 

Accordingly, the distribution by the domestic corporation of all 
of the stock of the new corporation to its stockholders constituted a 

distribution within the meaning of section 801 of the Code. The fair 
market value of the stock distributed is taxable as an ordinary divi- 
dend to the extent provided in section 816 of. the 1954 Code. 

Rev. Rul. 56 — 266 26 CFR 1, 855 — 4: Active conduct of a trade 
or business. 

(Also Sections 801, 816, 861, 868; 1. 801 — 1, 
1. 816 — 1, 1. 861 — 1, 1. 868 — 2. ) 

Corporation A was engaged iu the operation of a grocery business, 
a bakery busiuess, and a creamery products business. It owned real 
estate, all of which was used in connection with the grocery business. 
Corporation A transferred the assets of the bakery business to new 
corporation B, transferred the assets of the creamery products busi- 
ness to new corporation C, and transferred the real estate to new 
corporation R, the transfer, in each case, being in exchange for all 
of the stock of the transferee corporation. The stocks of the new 
corporations were distributed to the stockholders of corporation A. 
Held, under section 355 of the Internal Revenue Code of 1M4, no 
gain or loss is recognized to (and no amount is includible in the 
income of) the stockholders of corporation A as the result of the 
receipt by them of the stocks of corporations B and C. Held further, 
the distribution by corporation A of the stock of corporation R con- 
stituted a distribution of property to which section 301 applies. 

The Internal Revenue Service has been requested to explain the 
application of section 855 of the Internal Revenue Code of 1954 in 
connection with the transaction herein set forth. 

Corporation A had been engaged for over five years in the opera- 
tion ol a retail grocery chain, the manufacture and distribution of 
bakery products, and the production and distribution of creamery 
products. 

Corporation A had also owned various parcels of real estate for 
over five years. It had no lease contracts with outside tenants. With 
the exception of two vacant lots, the real estate omned consisted of 
land with buildings thereon which mere used for stores and oSces 
connected with the grocery business. For these properties, corpora- 
tion A had consistently charged itself rental in the sum of a certain 
percent of gross sales, The bakery and creamery products were man- 
ufactui'ed and processed in plants separate from one another and 
from the real estate of the corporation. 

Corporation A organized three new corporation (corporations B, 
0, and E). It, transferred the assets of the bakery business to corpo- 
ration B, transferred the assets of the creaniery products business to 
corporation 0, and transferred the real estate to corporation E, the 
transfer, in each case, being in exchange for all of the stock of the 
transferee corporatioii. The stocks issued by the new corporations 



were distributed to the stockholders of. corporation A, without the 
surrender of any of their stock of corporation A. The purpose of the 
transaction was to separate the various unrelated activities of corpo- 
ration A, as it was believed, for a number of business reasons, that the 
activities could be operated more profitably separately. It is not con- 
templated that either corporation A or any of the new corporations 
will be liquidated or that the stockholders will sell their stock of any 
of the corporations. 

The specific question presented is whether the receipt of the stocks 
of corporations B. C, and Pi resulted in the recognition of any gain to 
the stockholders of corporation A. 

In general, the distribution of stock in a controlled. corporation is 
nontaxable only if the specific requirements of section 355 of the In- 
ternal Revenue Code of 1954 are met. Among the requirements con- 
tained in section 355 is the requirement of section 355(b) that both 
the distributing corporation and the controlled corporation must be 
engaged in the active conduct of a trade or business after the distri- 
bution. This means that the trade or business must have been actively 
conducted throughout the five-year period ending on the distribution 
date, and that neither the trade or business nor the control of the 
controlled corporation was acquired within such five-year period by a 
purchase or other wholly or partly taxable transaction. The term 
"the active conduct of a trade or business" requires that there be a 
specific existing group of activities being carried on for the purpose of' 

earning income or profit, from such activities. In the instant case, the 
ownership of land and buildings which were used by the owner in the 
operation of a grocery chain did not reliresent the operation of a 
trade or business separate and apart from the grocery business. More- 
over, see section 1. 355 — 1(c) of the Income Tax Regulations. 

Accordingly, it is held that the distribution of the stock of corpo- 
ration E is a distribution to which section 301 of the Code applies. 
However, no gain or loss is recognized to corporation A as the result 
of the transfer of its real estate to corporation E in exchange for all 
of the stock of corporation E, and the basis of the assets acquired by 
corporation E is the same as it was in the hands of corporation A, 
under the provisions of sections 351 and 369 of the Code. 

Xo gain or loss is recognized to corporation A as the result oi the 
transfer of the assets of tlie bakery business and the creamery products 
business to corporations B and C, respectively, in exchange, in each 
case, for all the stock of the transferee (sections 368(a) (F) (D) and 
361(a) of the Code), and the basis of the assets acquired by each new 
corporation is the same as it was in the hands of corporation A (sec- 
tion 369 of the Code). Under section 355 of. the Code, no gain or loss 
is recognized to, and no amount is includible in the income of, the 
stockholders of corporation A as the result of the receipt by them of 
the stocks of corporations B and C. Proper allocation of the earnings 
and profits of corporation A should be made among it and corpora- 
tions B and 0 under the provisions of section 319(i) of the Code for 
the purpose of determining the earnings and profits of each corpora- 
tion available for distribution to its stockholders. 



$' 355. ] 186 

Rev. Rub 56 — 987 

A corporation, owning and operating a bus service, organized a 

new corporation and transferred, solely in exchange for stock of the 
latter corporation, all its buses and other transportation equip- 

ment. Immediately, the original corporation distributed to its share- 

holders, without surrender of their stock, the stock of the new 
corporation. HeN, such distribution does not qualify as a tax-free 
distribution within the purview of section 855 of the Internal 
Revenue Code of 1954, since the activities of the original corpora- 
tion constituted an integral part of only one enterprise. Hence, the 
distribution of such new stock is treated as a dividend under the 
provisions of section 801 of the Code. 

Advice has been requested as to the tax e6'ects of a transfer by a 
corporation of certain commercial vehicles to a new corporation in 

exchange for all the capital stock of the new corporation, the new 

stock being distributed. to the stockholders of the original corporation, 
A. certam corporation had been engaged in the active coiiduct of 

operating a bus service within a certain state. It also operates terminal 
facilities which are located upon real estate which it owns or rents. 
'I'he corporation is subject to the Public Service Commission in that 
state. Occassionally, it leased buses on a charter basis to other bus 

operators for various periods of time. 
The corporation desired to engage extensively in the general busi- 

ness of leasing buses and other transportation equipment to various 
independent, small bus operators. From a banking standpoint, a 
divorce is essential to this type of business because of accident haz- 
ards of an operating company. 

Accordingly, the corporation formed. a new corporation transfer- 
ring all buses and other transportation equipment, together with its 
cash depreciation fund and life insurance on the lives of its officers, 
solely in exchange for shares of the new corporation. Immediately 
following such exchange, the original corporation distributed to its 
shareholders on a share for share basis, without surrender of their 
stock, the stock of the new corporation. Assets retained by the orig- 
inal corporation consisted principally of cash, accounts receivable, 
materials and supplies, real estate, and equipment other than buses. 

Following the transaction, the new corporation leased to the original 
corporation, and to various other small bus operators, buses and other 
transportation equipment. Developments in the bus business in recent 
years have made it, economically desirable to furnish this type of equip- 
ment for rental service. Many small bus operators, by reason of the 
general decrease in bus business, are finding it diftcult to purchase 
equipment outright or even on a time-payment basis. 

Section N5 ot the Internal Revenue Code of 1954 provides for the 
separation, without recognition of gain or loss to the shareholders and 
security holders, or two or more existing businesses formerly operated 
by a single corporation. This section applies only to the separation 
of existing businesses wliich have been in active operation for at least 
five years immediately prior to the distribution. 

It appears, however, that prior to tlie formation of the new corpora- 
tion in the instant case, the activities of the original corporation con- 
stituted integral parts of only one business and not two separate and 
distinct enterprises. Pursuant to the plan, the neiv corporation wiH 
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own buses and will lease them to the first corporation and others, and 
the first corporation will operate the buses it leases from the new 
corporation in connection with the conduct of its regular bus service. 

It is recognized by the Internal Revenue Service that the owning 
and leasing of buses to others for operation and the operation of a bus 
service by the use of leased lines could constitute separate and distinct 
businesses. However, in the instant case, in order for the distribution 
of the stock of the new corporation to qualify as a transaction coming 
under the provisions of section 855 of the Code, it must be shown that 
the origina, l corporation was, and had been during the past five years, 
engaged in the two types of businesses described. 

In view of. the foregoing, it is held that the distribution of the stock 
of the new corporation to the stockholders of. the original corporation 
does not qualify as a transaction within the purview of section 855 of 
the Code. 

The transfer of assets to the new corporation did not constitute a 
reorganization within the meaning of section 868(a) (1) (D) of the 
Code because the transaction did not qualify under section 855, for the 
reasons explained above, or under section 854(a) (1) because of the 
provisions of section 854(b). However, there is no recognizable gain 
or loss to either of the corporations involved because the transaction 
comes within the meaning of section 851 of the Code. The distribu- 
tion of the stock of the new corporation constituted a dividend to the 
recipients under the provisions of section 801 of the Code to the extent 
provided in section 816 thereof. 

SECTION 856. — RECEIPT OF ADDITIONAL 
CONSIDERATION 

M CFR 1. 356 — 1: Receipt of additional consid- Rev. Rul. 56 — 179 
eration in connection with an exchange. 

(Also Sections 809, 854, 858, 868; 1. 809 — 1, 
1. 854 — 1, 1. 858 — 1, 1. 868 — 1. ) 

Where a corporation gives its first preference stockholders an 
option to exchange their shares for common stock, debenture bonds, 
and accrued dividends in cash, in preference to converting such 
preference stock into common stock or to receiving a stated redemp- 
tion price plus accrued dividends, the gain will be recognized 
to the extent of the fair market value of the bonds and the cash. 
Such gains will be taxable as a dividend to the extent of the amount 
of the accrued dividends, and the balance of the gain so recognized 
will be treated as a distribution in exchange for the stock under 
section 356 of the Internal Revenue Code of 1954. 

Advice has been requested as to the Federal income tax conse- 
quences of a proposed recapitalization of a corporation in which 
certain amounts of first preference stock will be converted into com- 
mon stock, certain amounts exchanged for common stock, bonds and 
accrued dividends in cash, and certain amounts redeemed for 9100 
per share plus accrued dividends. 

Following a bankruptcy proceeding in 1941, the corporation issued 
certain preferred stock to its bondholders and general creditors. In 
1951, at a time when unpaid and cumulative dividends had accrued 
on the preferred stock, the stock was replaced with two new issues, 
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z. e. , first, preference stock alod second preference stock. For each 
share of the old preferred stock plus dividend arrearages, the shaie- 
holders received one share of first and one share of second preference 
stock. Fo]lowing this recapitalization, the financial condition of the 
corporation improved and early in 1955 the corporation redeemed its 
second preference stock for cash. 

The first preference stock is callable under the terms of its issuance 
at $100 per share plus accrued dividends. Each first preference share- 
holder has the right to convert each share of his first preference stock 
into seven shares of common stock at any time up to the close of business 
on the second day before the redemption date. Dividends are not in 
arrears on the first preference stock. On a cei tain date the preference 
stock was quoted at 109% dollars and the common stock at 15% dollars 
on the American Stock Exchange. 

It is now proposed to redeem all the first preference stock. How- 
ever, it is believed that many shareholders would convert their first 
preference shares into common shares rather than accept the cash 
redemption price. In order to avoid the issuance of a large number 
of new common shares, the preference shareholders will be given an 
additional option. Each shareholder who does not convert his first 
preference stock into common stock will receive for each share not 
so converi, ed, in addition to cash of $100 plus accrued dividends, a non- 
transferable right to purchase from the corporation, during a specified 
period after the date of redemption, a unit consisting of a $100 
debenture and one share of common stock, at a. price of $100 per unit. 
The shareholder may exercise this right either by paying $100 cash 
or by assigning to the corporation the right to receive the $100 redemp- 
tioii price. 

Prior to the redemption, 56 percent of the preference stock was held 
by persons who held no coinmon stock, and 8'& percent of the common 
stock was held by persons who held no preference stock. Only one 
of the shareholders holding over 0. 4 percent of the preference stock 
held over one percent of the common stock, and no substantial amount 
of preference stock was held by record holders who held substantially 
proportionate amounts of common stock. 

Section 354 of the Internal Revenue Code of 1954 provides in part: 
(a) GENEEAI, RCLE. — 

(I) IN GENKEAL. — No gain or loss shall be recognized if stock or securities 
in a corporation a party to a reorganization are, in pursuance of the plan of 
reorganization, cxchan, cd solely for stock or securities in such corporation 
or in auother corporation a party to the reorganization. 

Pertaining to the receipt of additional consideration, section 856 of 
the Code states in part: 

(a) GAIN GN ExcHANGE8. — 
(I) REOOGNITICN oF GAIN. — If- 

"(A) section 354 ~ ~ * would apply to an exchange but for the fact 
that 

(B) the property received in the exchange consists not only of 
property permitted by section 354 ' ~ * to be received without the 
recognition of gain but also of other property or money, 

then the gain, if any, to the recipient shall be recognized, but in an amount 
not in excess of the sum of such money and the fair market value of such 
other property. 
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(2) T&&EATMK'vT As DIYIDKN». — If an exchange is described in para raph 
(1) but has the effect of the distribution of a dividend, then there shall b: 
treated as a dividend to each distributee such an amount of the gain 
recognized under paragraph (1) as is not in excess of his ratable share of 
the undistributed earnings and profits of the corporation accumulated after 
February 2S, li)13. The remainder, if any, of the gain reco 'nized under para- 
graph (1) shall be treated as gain from the exch»»ge of property. 

Defining a corporate reorganization, section 368 of the Code pro- 
vides in p~art: 

(a) REORGAKIZATION. — 
(1) IN oENE&iwn. — ~ ~ ~ the term "reorganization" means— 

(E) a recapitalization; ' & &:. 

Accordingly, it is held as follows: 
(1) 9'here the shareholder exercises his right to convert his first 

preference stock into common sto& k, no gain or loss will be recognized 
under sections 368(a) (1) (K) and 354 of the Code, and under the 
provisions of section 35&8 of the Code, tlie basis of the common stock 
received will be the same as the cost or other basis of the first prefer- 
ence exchaliged therefor. 

(2) Gain realized by the slrareholder ivho exchanges first preter— 
ence stock for bonds and common stock, plus cash equivalent to t. he 
amount of accrued dividends on the first preference stock, will be 
recognized but will be limited to the amount of money and the fair 
market value of the bonds received, and no loss will be recognized 
(sections 368(a) (1) (E) and 356 of the Code). The gain ic& ognized 
will be treated as a dividend to the extent of the accrued dividen&1 in 
such alnount as is not in excess of the shareholder's ratable share ot 
the undistributed earnings and profits of the corporation accumulated 
after February 28, 1913, under the provisions of section356(a, ) (2) 
cf the Code. The remainder of the gain recognized will be treated as 
a gain from the exchange of proper~ty& subject to the applicable pro- 
visions of subchapter P of Chapter 1 of the Code. l. 'ii&ler section 358 
of the Code, the basis of the common stock receIved ivill be the sai;ie 
as the basis of the first preference stock exclianged therefor, decreased 
by the f, ir market value of the bonds and the amount of money re- 
ceived and increased by the amount of gain recognized. Tl!& i&&:. sis 
of the bonds ivi]1 be their fair inarkei value. The e(Feet &&. 

' thc ex- 
cliange will be the same whether the slrareholder acquires tlie bonds 
and common stock by a cash payment or by assignment of tlie %100 
per share redemptioi& price of his first preference stock. 

(3) The total amount received bv a sliareliolder whose first prefer- 
ence stock is redeemed at!I&100 per share plus accrued dividends v:. ill 
be treated as having been received in redemption of the stork uiidcr 
section 317 of the Code. Such redemption, which will not bc a dis- 
tribution equivalent to a dividend, will be treated as a distribution in 
payment in exchange for the stock under sections 302(b) (1) and 
302(a) of the Code. Gain or loss will be realized by the shareholders 
(o the extent of the difference between the cost or other basis. , for 
Federal income tax purposes, of each share of the first preferen& e stock 
surrendered and the total amount received therefor. Such raii! &r 

loss will be subject to the provisions of Part I of subchapter 0 and of 
subchapter P of Chapter 1 of the Code. 
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Rev. Rul. 56 — 184 

(a) RKORGANIZATION. — 
(1) IN GENERAI . — " + " the term "reorganization" nieans— 

(B) the acquisition by one corporation, in exchange solely for all or 
part of its voting stock, of stock of another corporation if, immediatelv 
after the acquisition, the acquiring corporation has control of such other 
corporation * * *. 

As (o the eB'ect on shareholders in a reorganization, section 354 of 
the Code reads in part: 

(a) GENKRAI. RvLE. — 
(1) IN GENERAL. — No gain or loss shall be recognized if stock or securities 

in a corporation a party to a reorganization are, in pursuance of the plan of 
reorganization, exchanged solely for stock or securities in such corporation 
or in another corporation a party to the reorganization. 

The exchanges of the Y stocks solely for voting stock of Z fulfills the 
requirements of these sections of the Code. 

Therefore, the only specific question is whether the receipt of. cash 
dividends by the stockholders of Y corporation is within the purview 
of. section 356 of the Code which provides in part: 

(a) GAIN oN KxoaANGEB. — 
(1) RKCGGNITIGN oF GAIN. — If- 

(A) section 364 * * * would apply to an exchange but for the fact 
that 

(B) the property received in the exchange consists not only of prop- 
erty permitted by section 364 * * ~ to be received without the recogiii- 
tion of gain but also of other property or money, 

(Also Sections 301, 354, 358, 368; 1. 301 — 1, 
1. 354-1i 1. 358 — 1, 1. 368 — 1. 

Where an agreement between two corporations in connection with 
a nontaxable reorganization under sections 368(a) (1) (B) and 
354(a) (1) of the Internal Revenue Code of 1964, provides that the 
corporation, whose stock is being acquired, may pay cash dividends 
to its stockholders to the extent of the net earnings of such corpo- 
ration for a specified period of time prior to the exchange, the entire 
amount of any cash distribution to such shareholders is taxable 
as a dividend under section 301 of such Code and not as cash received 
as a part of the reorganization under Rection 356 of the 19M Code. 

Advice has been requested as to the Federal income tax consequences 
of. an acquisition by one corporation of all the outstanding stock of 
another corporation under the circumstances described below. 

X' corporation is engaged in the business of manufacturing metal 
products. It has outstanding special preferred participating stock, 
first and second preferred stock, and common stock. Only the special 
preferred participating stock is non-voting. 

Z corporation desired to control Y corporation inasmuch as the 
business of the latter complemented Z's light industrial machinery 
business;ind geographically fitted its entire system. To that end, 
Z, pursuant to a plan of reorganization, acquired all of the outstand- 
in~g stocks of Y' by issuing in exchange therefor certain shares of 
voting common stock of Z. The number of shares of Z stock issued 
in the exchange was based on the value of Y's assets as of a specified 
date. The earnings of Y from that date to the date of closing were 
distributed to the share holders of Y as dividends prior to the exchange. 

Section 368 of the Internal Revenue Code of 1054 provides, in part, 
as follows: 



191 [$ 356. 

then the gain, if any, to the recipient shall be recognized, but in an amount 
not in excess of the sum of such money and the fair market value of such 
other property. 

In the dividend transaction here involved, section 356 of such Code 
is not applicable because the cash distributed is not cash received 
in connection with an exchange of stock. If it were, section 
668(a) (1) (B) of the Code, quoted above, would not apply because 
that section is applicable only if voting stock of the acquiring corpora- 
tion is the sole consideration given for the stock acquired. 

Accordingly, no gain or loss is recognized to the shareholders of Y 
corporation upon the exchange of the stock held by them solely for 
voting common stock of Z co~rporation; and the basis of the Z stock 
acquired by the former shareholders of Y is the same as the basis of Y 
stock exchanged therefor. The entire ainount of the cash distribution 
by Y to its sliareholders is treated as taxable dividends. 

Rev. Rul. 56 — 290 

Where a statutory merger was effectuated under section 
368(s) (1) (4) of the Internal Revenue Code of 1954, the amount 
distributed in cash to the shareholder of the absorbed corporation in 
the exchange had the effect of a distribution of a dividend within the 
purview of section 356(a) (2) of the Code. 

Advice has been requested with respect to the tax effect of cash dis- 
tributed in connection with a statutory merger (reorganization) under 
section 868 (a) (1) (A) of the Internal Revenue Code of 19M involving 
two banks. 

Pursuant to a plan of reorganization, Y bank merged into Z bank. 
In consideration for the net assets of the absorbed bank, the acquiring 
bank made available to the stockholders of the former shares of its 
capital stock plus cash. The stockholders of Y bank surrendered the 
stock of their corporation in excliange for stock of Z bank and cash, 

The cash was paid by Z bank from a special trust set up by it for 
that purpose in its trust department. Such money was paid directly 
to the individual stockholders of Y bank and did not pass through the 
Y corporation. It was not part of the assets which were transferred 
to Z bank. 

When the negotiations for the merger first began, it was the intention 
of the overs of both banks that the assets of Y' be acquired by Z solely 
in exchange for stock of the latter bank. However, after determining 
the relative values of the stock of the two banks, it was found that the 
exchange of stock of the Y bank for stock of the Z bank on the basis of 
the values agreed upon would result in odd fractional shares of stock 
which would not be practicable to issue. The Z bank would not con- 
sent to issue fractional shares on any basis, but insisted on whole 
shares, plus cash. Moreover, Z bank did not desire to give the stock- 
holders of Y such a large common stock ownership in the surviving 
corporation. Finally, the ofiicers of both banks agreed to the exchang~e 
of stock of the Y bank for stock of the Z bank on a whole share basis, 
plus cash. 
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Section 854 of the Internal Revenue Code of 1954 provides in part: 
(a) GENERAL RvLE. — 

(1) IN GEvERAI, . — iXO gain or loss shall be recognized if stock or securities 
in a corporation a party to a reorganization are, in pursuance of the plan of 
reorganization, exchanged solely for stock or securities in such corporation or 
in another corporation a party to the reorganization. 

Also, section 356 of such Code states in part: 
(a) GAIN oN ExcEIANGEs. — 

(1) RECOGNITION OF GAIN. — If- 
(A) section 354 * ~ * would apply to an exchange but for the 

fact that 
(B) the property received in the exchange consists not only of property 

permitted by section 354 * * ~ to be received without the recogni- 
tion of gain but also of other property or money, 

then the gain, if any, to the recipient shall be recognized, but in an amount 
not in excess of the sum of such money and the fair market value of such 
other property. 

(2) TREATMENT As mvIOEvn. — If an exchange is described in paragraph (1) 
but has the effect of the distribution of a dividend, then there shall be 
treated as a dividend to each distributee such an amount of the gain recog- 
nized under paragraph (1) as is not in excess of his ratable share of the undis- 
tributed earnings and profits of the corporation accmnulated after February 
28, 1913. The remainder, if any, of the gain recognized under paragraph (1) 
shall be treated as gain from the exchan e of property. 

The question at issue is whether the distribution of cash had the 
efFect of the distribution of. a dividend within the meaning of section 
856(a) (9) of the Code. In Commissioner v. Edtcard T. Bedford 
estates, et aL, M5 U. S. 983, Ct. D. 1641, C. B. 1945, 357, the Supreme 
Court of the United States took the position that where preferred stock 
is exchanged for new preferred stock, common stock and cash, the cash 
received was taxable as an ordinary dividend under the provisions of 
section 119(c) (2) of the Revenue Act of 1M6. That provision corre- 
sponds to section 356(a) (9) of the 1954 Code. It is stated in the 
Bedford opinion that under section 115(a) (section 801 of the 1954 
Code) a distribution out of accumulated earnings and profits is a 
"dividend, " thus confirming the conclusion that a distribution of earn- 
ings and profits has the "efi'ect of the distribution of a taxable dividend" 
under section 112(c) (9). It is specifically stated in the opinion that: 

It has been ruled in a series of cases that where the stock of one corporation was 
exchanged for the stock of another and cash then distributed, such distributions 
out of earnings and profits had the effect of a distribution of a taxable dividend 
under section 112(c) (2). (Commissioner v. Otee»s, 69 Fed. (2d) 597; Contnw's- 
sioner v. Forhan Reatttt Corporation, 75 Fed. (2d) 268; Rose v. Little Investraent 
Contpantt, 86 Fed. (2d) 50; Lone v. Commissioner, 113 Fed. (2d) 236; Cantpbet/ v. 
United States, 144 Fed. (2d) 177). 
To the same e6ect is the United States Board of Tax Appeals decision 
in the case of George Woodyard v. Corrtmissioner, o8 B. T. A. 1259. 

Accordingly, it is held that the cash received in the exchange had the 
efFect of the distribution of a dividend under the provisions of section 
856(a) (9) of the Code. Therefore, the portion of the gain recognized 
which was not in excess of each distributee's ratable share of the undis- 
tributed earnings and profits of the I" bank accumulated after Feb- 
ruary 98, 1913, is treated as a dividend to I" s stockholders. The 
remainder, if any, of the gain recognized is treated as gain from the 
excha, nge of property. 



193 [$ 368. 

SECTION 358 BASIS TO DISTRIBUTEFS 
26 CFR 1. 358 — 1: Basis to distributees. 

Common stock and debenture bonds received in an exchange for 
first preference stock. See Rev. Rul. 50 — 170, page 187. 

The basis to stockholders in exchange pursuant to a reorganization. 
See Rev. Rul. 56 — 184, page 100. 

SUBPART C. — EFFECTS ON CORPORATION 

SECTION 861. — NONRECOGXITIOX OF GAIN OH, IiOSS TO 
CORPORATIONS 

26 CFR 1. 801 — 1: Nonrecognition of gain or 
loss to corporations. 

The transfer by a corporation of assets of two new corporations in 
exchange for stock of such new corporations. See Rev. Rul. 56 — 266, 
page 184. 

SUBPART II. — SPECIAL RULE; DEFINITIONS 

SECTION 368. — DEFINITIOXS REI ATIXG TO CORPORATE 
REORGANIZATIONS 

26 CFR 1. 808 — 1: Purpose and scope of excep- 
tion of reorganization exchanges. 

A merger between two corporations under certain circumstances. 
See Rev. Rul. 50 — 116, page 164. 

Exchanges of new stock for old stock in the same corporation. See 
Rev. Rul. 50 — 117, page 180. 

A recapitalization of a corporation. See Rev. Rul. 56 — 170, page 187. 

An acquisition by one corpoI ation in exchange for stock of another 
corporation. See Rev. Rul. 56 — 184, page 190. 

26 CFR 1. 868 — 2: Definition of terms. 

A change of capital structure by a corporation pursuant to a plan 
of reorganization. See Rev. Rul. 56-228, page 162. 

"Spin-ofrs" from grocery chain. See Rev. Ru]. 56-266, page 184. 
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PART V. — CARRYOVERS 

SECTION 381. — CARRYOVERS IN CERTAIN CORPORATE 
ACQUISITIONS 

Earnings and profits of an old corporation transferred to a new 

corporation. See Rev. Rul. 56 — 912, page 170. 

SUBCHAPTER D. — DEFERRED COMPENSATION, ETC. 

PART I. — PENSION, PROFIT-SHARING, STOCK BONUS PLANS, ETC. 

SECTION 401. ~UAI~IFIED PENSION, PROFIT-SHARIXG, 
AX1) STOCIZ HOXUS I'I. ANS 

Rev. Rul. 56 — 218 

The qualitication of an employees' retirement plan, under section 
401 (a ) of the Internal Revenue Code of 1054, and the exemption from 
tax, under section;01(a) of the Code, of the trust forming a part 
thereof, will not be adversely affected when participants, who are 
separated from the plan because of not meeting minimum work 
period requirements or termination of emplovment, are granted an 
anuuity or a ca, sh settlement under the terms of the plan and later 
meet the miniiuum work period requirements or are re-employed aud, 
as a result, are reinstated as participants in the plan, provided the 
terms of the plan are uuiformly applied and the full actuarial equiva- 
lent of the amount already vested in the participants is deducted 
from the amount of the pension or other settlement to be paid under 
the plan as a result of the service Iendered after the reinstatement 
of the participauts. 

Advice has been requested whether the quali6cation of an em- 
ployees' retirement plan, under section 401(a) of the Internal Revenue 
Code of 1%4, and the exemption from tax, under section 501(a) of 
the Code, of the trust forming a part thereof, ivill be adversely a6'ected 
if a participant, who has been separated from the plan because of not 
meeting minimum ivor period requirements or termination of service, 
has been granted an annuity or cash settlement under the plan and 
later meets such requirements, or is re-employed and, as a result, is 
reinstated as a participant in the plan. 

The sly company established an employees' retirement plan the 
entire costs of ivhich are paid by the company. Any regular full- 
time employee ivho has been in the employ of the company for five 
years is eligible for participation in the plan if he is under the norinal 
retirement age of 65 years. The plan is held to qualify under section 
401(a) of the Code and the trust forming a part thereof is exempt 
from tax under section 501(a) of the Code, 

Under the terms of the plan if, for any reason other than death or 
disability, an employee terminates his employment before he has com- 
pleted five years as a, member of the plan, he shall have no rights under 
the plan. After five or more years as a participant, if (1) at the time 
his employment is terminated the employee is not more than ten years 
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from his normal retirement date, he shall be vested with only the 
company's payment allocated for his benefit for each prior year of 
participation, or, if (2) the employee is more than ten years from his 
normal retirement date, he shall be vested with an amount equal to the 
lesser of (a) the sum of the company's payments allocated for his ben- 
efit for each prior year of participation or (b) a percentage of his 
average basic earnings, which percentage shall be the sum of (i) one 
percent f or each year of employment prior to becoming a yarticipant in 
the plan plus (ii) four percent for each year of participation as a 
member of the plan. Amounts so vested are payable as retirement 
income beginning on his normal retirement date or, at the option of the 
employee, he may elect to receive a cash payment in lieu of all or any 
part of his retirement income. 

The plan also provides that if a terminated employee is subsequently 
re-employed prior to normal retirement date, he shall be considered a 
new employee for purposes of the plan except that his retirement ben- 
efits as a new member shall be reduced by any benefits vested in him on 
account of his previous participation in the plan. 

The question is raised whether the plan would continue to meet the 
requirements of section 401(a) of the Code if employees were subse- 
quently reinstated to membership in the plan after their eligibility for 
participation had terminated in the following circumstances: 

1. The employee's eligibility for participation had been termi- 
nated under the rules relating to minimum work periods and the 
employee had elected and been granted either an immediate 
annuity or a cash payment in lieu thereof. 

2. The employee's eligibility was similarly terminated and, af ter 
re-employment, he requested and was granted either an immediate 
annuity or a cash payment in lieu of an annuity with respect to his 
period of prior service. 

3. The employee's service was fully terminated by resignation or 
by discharge (as compared to the case where under the rules relat- 
ing to minimum work periods he was no longer eligible) and he 
requested and was granted either an immediate annuity or cash in 
lieu thereof. 

It is held, that, if the terms of the plan are uniformly applied and 
the full actuarial equivalent of the amount already vested in the partici- 
pant is deducted from the amount of the pension to be paid as a result 
of service rendered after the reinstatment of the employee, the qualifi- 
cation of the plan, under section 401(a) of the Code, and the exemption 
from tax, under section 501(a) of the Code, of the trust forming a part 
thereof, will not be adversely a8ected by any reinstatements to active 
participation in the plan. 

Requirements to be met when a pension trust is established for an 
association of doctors. See Rev. Rul. 56 — 23, page 598. 

Qualification of a group trust created for the purpose of investment 
of funds of various employee benefit trusts forming a part of qualified 
eniployee pension or profit-sharing plans. See Rev. Rul. 56 — 267, 
page 206. 



Authority delegated to District Directors to issue determination 
letters. See Rev. Proc. 56 — 8, page 1024. 

Procedure as to determinations of the qualification of pension, an- 
nuity. profit-sharing, and stock bonus plans and the status for exemp- 
tion of related trusts. See Rev. Proc. 56 — 12, page 1029. 

SECTION 402. — TAXABILITY OF BENEFICIARY OF 
EMPLOYEES' TRUST 

Rev. Rul. 56 — 214 

An employee who, for any reason, terminates his participation 
in an employees' profit-sharing plan and trust, qualified under sec- 
tion 401(a) of the Internal Revenue Code of 1904 for exemption from 
tax under section 501(a) of the 1954 Code, but who continues his em- 
ployment with his employer, is not deemed to have been separated 
from the service within the purview of section 402(a) (2) of the 19M 
Code. Therefore, long-term capital gain treatment ivill not be ac- 
corded a lump-sum distribution of the total amount standing to the 
employee's credit in the trust. 

Advice has been requested whether continuation in the service of the 
employer by employees who no longer participate in the profits of the 
employer, under the employer's profit-sharing plan, precludes such 
employees from availing themselves of the long-term capital gain pro- 
visions of section 402(a) (2) of the Internal Revenue Code of 1954 
(section 165 (b) of the 1939 Code), with respect to lump-sum distribu- 
tions made at the time of discontinuance of participation in the plan, 

A profit-sharing plan and trust established by an employer, for the 
benefit of his employees, covers all employees with a stated minimum 
number of years of service. The plan provides that at the close of the 
year in which an employee reaches age 60, the employee retires from the 
plan or terminates his profit-sharing employment and is eligible for a 
1»mp-s»m distribution of the total amount standing to his credit in the 
trust. Should the employee continue to work for the employer, aAer 
retiring from the plan at age 60, the employee's records indicate that he 
is no longer eligible for profit-sharing. The profit-sharing plan and 
trust have been held to be qualified, under section 401(a) of the 1954 
Code (section 165(a) of the 1939 Code), for exemption from Federal 
income tax under section 501(a) of the 1954 Code (section 165(a) 
of the 1969 Code) . 

Section 402(a) (2) of the 1954 Code provides that in the case of an 
employees' trust described in section 401( a), which is exempt from tax 
under section 501(a), if the total distributions payable with respect 
to any employee are paid to the distributee within one taxable year of 
the distributee on account of the employee's death or other separation 
from the service, or on account of the employee's death after separation 
from service, the amount of such distribution, to the extent exceeding 
the amounts contributed by the employee, shall be considered a gain 
from the sale or exchange of a capital asset held for more than six 
months. 

Section 402(a) (3) (C) defines the term "total distributions payable" 
as meaning the balance to the credit of an employee which becomes 
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payable to a distributee on account of the employee's death or other 
separation from the service, or on account of his death after separation 
from the service. 

An employee, in order to obtain the benefit of the long-term capital 
gain provision of section 402(a) (2) of the 1954 Code, must have com- 
pletely severed his employment relationship with the employer at the 
time the distributions are received by him, for otherwise the distribu- 
tions cannot be said to have been received on account of the employee's 
separation from the service. See Frank B. Fry et a/. v. Gomnugsioner, 
19, T. C. 461, a%rmed, 205 Fed. (2d) 517, in which it was held that the 
taxpayer's continued receipt of his regular salary required the conclu- 
sion that he had not severed his connection with his employer and, 
therefore, was not entitled to the benefit of the capital gain treatment. 

Accordingly, it is held that an employee who, for any reason, termi- 
nates his participation in an employees' profit-sharing plan and trust, 
qualified under section 401(a) of the 1954 Code for exemption from 
tax under section 501(a) of the 1954 Code, but who continues his em- 
ployment with his employer whether under his previous employment 
agreement or another employment agreement, is not deemed to have 
been separated from the service, within the purview of section 
402(a) (2) of the 1954 Code. Therefore, the benefit, of long-term 
capital gain treatment will not be accorded a lump-sum distribution 
of the total amount standing to the employee's credit in the trust in 
such a case. 

Determination of amounts distributed, under a trusteed employees' 
pension plan, which were not includible in gross income in the case of 
a resident citizen of the United States who had been employed as a 
bona fide resident of a foreign country and who had retired prior to 
January 1, 1951. See Rev. Rul. 56-128, page 60. 

SECTION 408. — TAXATION OF EMPLOYEE ANNUITIES 

Determination of amounts paid, under an employees' annuity con- 
tract, which were not includible in gross income of a resident citizen 
of the United States who had been employed as a bona fide resident 
of a foreign country and who retired prior to January 1, 1951. See 
Rev. Rul. 56 — 128, page 60. 

SUBCHAPTER E. — ACCOUNTING PERIODS AND METHODS OF 
ACCOUNTING 

PART II. — METHODS OF ACCOUNTING 

SUBPART B. — TAXABLE YEAR FOR WHICH ITEMS OF GROSS INCOME INCLUDED 

SECTION 458. — INSTALLMENT METHOD 

Rev. Rul. 56 — 20 

Under the provisions of a contract of sale, the taxpayer agreed 
to sell certain real estate for x dollars, a portion of which was payable 
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upon execution of the agreement and the balance payable in cash 
upon closing of the transaction, with an option reserved by the seller 
of requiring the buyer to pay a portion in cash and executing notes 
for the balance. The full amount of the unpaid balance in cash was 
accepted by the seller at the time the sale was consummated. Held, 
the acceptance of the full balance in cash determined the manner in 
which the sale was consummated for Federal income tax purposes. 
Therefore, since the entire proceeds were paid in cash, the seller may 
not alter the form of the sale so as to permit him to report the gain 
realized from the sale of the realty on the installment methocL 

Dividends paid on shares of stock sold and held in trust applied 
as payments against interest and principal of a promissory note 
given for the purchase of the stock. See Rev. Rul. 56 — 153, page 166. 

Installment gain from collections on promissory note sold to sub- 
sidiary by parent corporation. See Rev. Rul. 56 — 186, page 441. 

SUBCHAPTER F. — EXEMPT ORGANIZATIONS 

PART L — GENERAL RULE 

SECTION 501. — ZXZMPTION FROM TAX ON CORPORA- 
TIONS, CERTAIN TRUSTS, KTC. 

Rev. Rul. 56 — 13 
4. n organization which raises funds to be used in travel and other 

activities to interview and persuade prospective students with out- 
standing athletic ability to attend a particular university, and which 
is not an inte "ral part of such institution, is not exempt from Fed- 
eral income tax under section 501(c) (3) of the Internal Revenue 
Code of 19M as an educational organization, 

Advice has been requested whether an organization which raises 
funds to be used principally in travel and other activities necessary to 
interview and persuade prospective students with outstanding athletic 
ability to attend a particular university, and which is not an integral 
part of such institution, is exempt from Federal income tax u&&der 
section 501(c) (3) of the Internal Revenue Code of 1954 as an educa- 
tional organization. 

The instant organization was incorporated as a nonprofit, charitable 
and educational organization for the purpose of promotin~ the edu- O cation of young men and women interested in college athletics and in 
receiving a college education. Members of the organization hold meet- 
ings in their respective towns to which interested athletes are invited 
to hear addresses and discussions by university coaches and oScials, 
During the year, representatives of the university make trips through- 
out the area to interview prospective students and to endeavor to 
induce them to attend the university. 
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The travel expenses of these individuals, including train and air- 
plane tickets, hotel accommodations, meals, entertainment, etc. , and 
the travel expenses of prospective athletes when brought to the uni- 
versity, and other iteins incident to travel and entertainment, are paid. 
by the organization. The university does not in any way finance or 
supervise the activities of the organization. 

Section 501(c) (8) of the Code of 1954& which corresponds to section 
101(6) of the Code of 1MB, provides for the exemption of: 

Corporations * ~ " or foundations, organized and operated exclu- 
sively for religious ~ ~ ~ or educational purposes ~ ~ ~ no part of 
the nct earnings of which inures to the benefit of any private shareholder 
or individual 

The instant organization is not an integral part, of the university 
and is not financed or supervised by such institution. Its principal 
activity is to persuade students of outstanding athletic ability to 
attend the university. These activities are not properly classifiable 
as exclusively educational within the purview of section 501(c) (6), 
8 &jPt'Q. 

Accordingly, it is heM that an organization which raises funds to 
be used in travel and other activities to interview and persuade pro- 
spective students with outstanding athletic ability to attend a par- 
ticular university, and which is not an integral part of such institution, 
is not exempt from Federal income tax under section 501(c) (8) of 
the Internal Revenue Code of 1954 as an educational organization. 

Rev. Rul. 56 — 65 

A local organization whose principal activity cousists of furnish- 
ing particular information and specialized individual service to its 
individual members engaged in a particular industry, through pub- 
lications and other means to effect economies in the operation of 
their individual businesses is performing particular services for 
individual persons. Such organization, therefore, is not entitled to 
exemption from Federal income tax under section f01(c) (6) of 
the Internal Revenue Code of 1954 as a business league even though 
it performs functions which are of benefit to the particular industry 
and the public generally. 

Advice has been requested whether a local organization, whose prin- 
cipal activity consists of furnishing information to and advertasing 
the products of its members engaged in a particular industry through 
publications and other means, qualifies for exemption from Federal 
income tax under section 501(c) (6) of the Internal Revenue Code, 
of 1954 as a business league under the circumstances set forth below. 

The instant organization, whose membership is restricted to in- 
dividuals engaged in the building engineering construction business, 
was incorporated for the purpose of promoting, by educational means, 
better relations between private owners and public bodies; maintain- 
ing, by educational means, high professional standards; combating 
unfair practices; promoting efficiency among contractors; supporting 
contractors in efForts to rectify conditions of unsatisfactory character; 
encouraging the use of methods of contracting for work which relieve 
the contractor of improper risks; and encouraging sound business 
methods tending to raise the standing of contractors generally in the 

333474' — 56 14 
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business world. Activities consist of the maintenance of plan rooms 
for the convenience of members. Plans and specifications for local 
construction projects, together with the names of general contractors 
bidding on specific projects, are filed in the plan rooms by various 
governmental construction agencies. Plans and specifications are also 
filed by leading architects and engineers. Rooms are open daily for 
the use of members and the members may reserve plans and speci- 
fications for use overnight or over the week-end. A publication is 
issued to members twice weekly containing in formation obtained direct 
from governmental agencies, and from architects and engineers, with 
respect to projects available for bids and correct lists of bidders, 
together with their addresses and telephone numbers. The publica- 
tion contains reports on contract awards and materials purchased 
by general contractors and serves as the spokesman for the local con- 
struction industry. It also serves as an advertising medium for 
the products and services being made available to the industry. 
Copies of the publication are mailed to cooperating architects, engi- 
neers, and Federal agencies without charge. At frequent intervals, 
corrected and revised lists of all buyers in general contracting organ- 
izations in the local area are published. A. labor committee is main- 
tained within the organization to settle labor disputes by arbitration, 
to prevent strikes and lockouts, promote steadiness of employment 
in the skilled building trades, and to assure just and equitable treat- 
ment in relations with employers in the building trades. In connec- 
tion with this activity, a handbook on working rules and wage rates is 
published with supplementary pages and replacements necessitated 
by changes in working rules or wage rates. As a further service, 
lists of sub-contractors and material vendors are furnished members 
showing specific projects and from whom bids and quotations may be 
obtained. An ofiicial directory and guide lists members, cooperating 
architects and engineers, giving addresses and telephone numbers. 

Income is derived by the organization principally from member- 
ship dues and advertising, and funds are expended for salaries and 
operating expenses. 

Section 501(c) of the Internal Revenue Code of 1954 describes cer- 
tain organizations exempt, from income tax under section 501(a) and 
reads, in part, as follows: 

(6) Business leagues, chambers of commcrce, real-estate boards, or boards 
of trade, not organized for profit and no part of the net earnings of which 
inures to the benefit of any private shareholder or individual. 

Section 39. 101(7) — 1 of Regulations 118, made applicable hereto 
by virtue of Treasury Decision 6091, C. B. 1954 — 2, 47, provides that: 

A business league is an association of persons having some common business 
interest, the purpose of which is to promote such common interest and not to 
engage in a regular business of a kind ordinarily carried on for profit. It is 
an organization of the same general class as a chamber of commerce or board 
of trade. Thus, its activities should be directed to the improvement of busi- 
ness conditions of one or more lines of business as distinguished from the 
performance of particular services for individual persons. ~ * *. 

The organization in the instant case has established that it per- 
forms functions which are of benefit to the building industry, the 
general public, State and Federal Governments, and their agencies. 
Also, the facts indicate that its purposes and activities carry many 
of the attributes normally found in business leagues entitled to ex- 
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» under section 501(c). However, they do not support, a con- 
c u»on that, the principal activity of this organization is directed 

rovement of business conditronsof tire building indust 
as such, but indicate that the organization has been created and is 
primal ily operated as a, service to its individual members. For these 
reasons, consideration of all the facts in the case require the con- 
clusion that the organization is primarily engaged in the perform- 
ance of particular services for individual persons within the ambit 
of section 89. 101(7) — 1 of Regulation 118. 

Accordingly, it is held that the instant organization is not en- 
titled to exemption from Federal income tax under section 501(c) (6) 
of the Internal Revenue Code of 1954 as a business league. 

Compare Revenue Ruling 54 — 442, C. B. 1954-2, 1'81, and Revenue 
Ruling 55-444, C. B. 1955 — 2, 258, in wliich organizations operated 
prima~rily to promote the interests of particular industries were held 
to be exempt from Federal taxation as business leagues, notwithstand 
ing minor activities which resulted in benefits to irrdivIdual members. 

Rev. Rul. 56 — 84 

An organization, operated primarily for the purpose of promoting, 
selling and handling the national advertising in its members' publi- 
cations, is engaged in the perforruance of particular services for indi- 
vidual members as distinguished from activities for the improvemnt 
of the business conditions of its members as a whole and, therefore, is 
not entitled to exemption from Federal inconie tax as a business 
league. 

Advice has been requested whether an organization operated in the 
manner described below is entitled to exemption from Federal income 
tax as a business league. 

In the instant case, the purpose of the organization is to assist in 
the promotion and sale of advertising in publications owned and con- 
trolled by member cooperatives selling a specified product. The 
organization has authority to represent its members in the making of 
contracts or agreements with advertising agencies or advertisers for 
the mutual benefit of such members. The organization also engages 
in the compilation and dissemination of inforination with respect to 
the product of the cooperatives and the furnishing of services to the 
cooperatives and others in connection with the coordination, advance- 
ment and development of the product for the primary and mutual 
benefit of its members and their patrons. 

Section 89. 101(7) — 1 of Regulations 118, made applicable by reason 
of Treasury Decision 6091, C. B. 1954 — 2, 47, provides that a business 
league is an association. of persons having some common business 
interest, the purpose of which is to promote such common interest 
and not to engage in a regular business of a kind ordinarily carried 
on for profit. It is an organization of the same general class as a, 

chamber of commerce or board of trade. Thus, its activities should 
be directed to the improvement of business conditions of one or more 
lines of business as distinguished from the performance of particular 
services for indi vidual persons. 

It js apparent that the instant organization is operated primarily 
for the purpose of promoting, selling and handling the national 
advertising in its members' publications. Such activities constitute 
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the performance of particular services for the individual members 

as distinguished from activities for the improvement of the business 

conditions of its membership as a whole. Accordingly, such an or- 
ganization is not entitled to exemption from Federal income tax as a 
business league under section 501 (c) (6) of the Internal Revenue Code 
of 1954. 

(Also Section 170. ) Rev. Rul. 56 — 188 

A trust is organized and operated by an employer for the primary 
purpose of paying pensions to its retired employees. In addition, the 
trust also provides certain other benefits to selected employees or their 
beneficiaries, the selection of the recipients and the amounts paid being 
based on need and being solely within the discretion of an executive 
committee. iVeld, a trust organized and operated for the primary 
purpose of paying pensions to retired employees is not organized 
exclusively for charitable purposes within the intendment of section 
501(c) (8) of the Internal Revenue Code of 1954 and, therefore, is not 
entitled to exemption from Federal income tax under section 501(a) 
of the Code. Contributions to such a trust are not considered to be 
charitable contributions and, therefore, are not deductible by the 
donors as charitable contributions under section 170 of the Code, 

Rev. Rul. 56 — 185 

Criteria or tests to be met in determining whether a hospital 
qualifies for exemption from Federal income tax under section 
501(a) of the Internal Revenue Code of 1954 as an organization 
described in section 501(c) (5) thereof. 

Advice has been requested concerning the criteria or tests to be 
met in determining whether a hospital can qualify for exemption 
from income tax as a public charitable organization. 

Section 501(c) of the Internal Revenue Code of 1954 describes cer- 
tain organizations exempt froln income tax under section 501(a) and 
reads, in part, as follows: 

(8) Corporations, and any community chest, fund or foundation, organ- 
ized and operated exclusively for religious, charitable, scientific * * * pur- 
poses, * * * and no part of the net earnings of which inures to the benefit 
of any private shareholder or individual, and no substantial part of the 
activities of which is carrying on propaganda, or otherwise attempting to 
influence legislation, and which does not participate in, or intervene in 
(including the publishing or distributing of statements), any political cam- 
paign on behalf of any candidate for public oifice. 

The only ground upon which a hospital may be held to be exempt 
under section 501(c) (8) of the Code is that it is organized and oper- 
ated primarily for educational, scientific or public charitable pur- 
pos'es. Usually, the ground for exemption is that it is organized and 
operated for public charitable purposes. The Supreme Court of the 
United States in Helvering v. Susan D. BRs et al. , 998 U. S. 144, 
Ct. D. 884, C. B. XIII — 2, 191 (1934), held that the provisions of law 
granting exemption of income devoted to charity are liberalizations 
of the law in the taxpayer's favor, were begotten from motives of' 

public policy, and are not to be narrowly construed. Thus, in regard 
to hospitals and similar organizations, the Internal Revenue Service 
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takes the position that tlie term "chai itable" i» its legal sense;iiid as 
it is used in section 501(c) (8) of the Code conteniplates an in&plied 
public trust constituted for some public benefit, tlie income or beneficial 
interest of which may not inure to the benefit of any private share- 
holder or individual. 

In order for a hospital to establish that it, is exenipt as;i piiblic 
charitable organization within the contemplation of section 50l (c) (:1), 
it must, among other things, show th;it it meets the f&&11owing general 
requirements: 

1. It must be organized as a nonprofit charii'iible orgaiiization 
for the purpose of operating a hospital for the care of the sick. A. 
nonprofit hospital chartered only in general terms as a charitable 
corporation can meet the test as being organized exclusively for 
charitable purposes. See Com~is~ioner v. Battle Cv"eel, Inc. 1, &0& 

Fed. (Qd) 405. 
9. It must be operated to the extent of its financial ability for 

those not able to pay for the services rendered and not exclusively 
for those who;ire able and expected to pay. It is normal for 1K&s- 

pitals to chiirge those able to pay for services rendered in ordei to 
meet the oper~ating expenses of the institution, without denying 
medical care or treatment to others unable to pay. The fact that 
its charity record is relatively low is not conclusive that. a hospital 
is not operated for charitable purposes to the full extent of its 
financial ability. It may furnish services at reduced rates which 
are below cost, and thereby render charity in that nianner. It m iy 
also set aside earnings which it uses for improvements and addI- 
tions to hospital facilities. It must, not, however, refuse to accc1&t 
patients in need of hospital care who cannot pay for such services. 
Furthermore, if it operates with the expectation of full payment 
from all those to whom it renders services, it does not dispense 
charity merely because some of its patients fa&il to pay for the serv- 
ices rendered. 

It must, not restrict the use of. its facilities to a pai ticulai 
group of physicians and surgeons, such as a medical partnership 
or association, to the exclusion of all other qualified doctors. Such 
limitation on the use of hospital facilities is inconsistent with the 
public service concept inherent in section 501(c) (8) and the pro- 
hibition against the inurement of benefits to private shareholders 
or individuals. It is recognized, however, that in the operation of 
a hospital there must of necessity be some discretionary authorIty 
in the management to approve the qualifications of those «pplyiiig 
for the use of the medical facilities. The size and nature of facili- 
ties may a, iso make it necessary to impose limitations on the exteiit 
to which they may be made available to all reputable and coin- 
petent physicians in the area. 

4. Its net earnings must not inure directly or indirectly to t1&e 

benefit of any private shareholder or individual. This includes 
the use by or benefit to its members of its earnings by way of a dIs- 
tribution of profits, the payment of excessive rents or excessivi 
salaries, or the use of its facilities to serve their private interest». 
If provision is made in the bylaws for dividends, exemption will 
not, be allowed even though no dividends have been declared. Ex- 
emption will not be defeated, lu&wever, merely because the share- 
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holders or members might possib)y at some future date share in 
the assets upon dissolution in the absence of a case of mala fides 
where there appears to be a plan on the part of the shareholder or 
individual to acquire assets on the dissolution of the corporation. 

A. community hospital of the type supported partly by contributions 
from the general public and/or public grants from a city, county or 
state, normally meets the requirements of section 501(c) (8) as a public 
charitable organization, It is formed for the purpose of furnishing 
hospital facilities to all persons in the community at the lowest possible 
cost and necessarily accepts patients who are unable to pay for hospital 
facilities in order to retain the support of the community. A nominal 
charity record for a given period of time, in the absence of charitable 
demands of. the community, will not afi'ect its right to continued ex- 

emption. On the other hand, a hospital formed by one or more physi- 
cians in a community who may own the capital stock thereof or rent 
the hospital facilities to a corporation which they control requires 
careful study to determine whether it is being operated in part to serve 
their interest, directly or indirectly. See I. T. 9491, C. B. VII — 2, 
150 (1998). 

A hospital formed to operate on a membership basis to provide. at 
fixed rates, prepaid hospitalization to its members is not a charitable 
organization within the meaning of section 501(c) (8) of the Code. 
Compare G. C. M. 2o554, C. B. 1941 — 1, 243. But exemption will not be 
denied merely because the hospital maintains a prepayment plan. so 
long as such plan is available to all persons living in the area and so 
long as the hospital makes available its facilities to the indigent as well 
as to pay patients to the same extent as any other hospital not operated 
for profit. 

A hospital which is organized as required by section 501(c) (8) of 
the Code, but which engages primarily in operations foreign to its 
stated purposes, cannot qualify as a charitable organization under that 
section. Conversely, a hospital, otherwise exempt, will not lose its 
exempt status by reason of engaging in operations unrelated to its 
stated purposes if such operations may be considered as merely inci- 
dental. Such a hospital will, however, be required to file an income 
tax return, Form 990 — T, U. S. Exempt Organization Business Income 
Tax Return, if its gross income (included in computing unrelated 
business taxable income) for the taxable year is $1, 000 or more. 

Rev. Rul. 56 — 245 

hn organization formed to encourage better and more economical 
methods of raising fur bearing animals, to provide an orderly system 
for marketiug the pelts of its members and to create a public demand 
for their products, a. nd which carries out its purposes by furnishing 
members educational material on the breeding and raising of fur 
bearing animals and the m. arketing of pelts, procuring agreements 
from auction companies to market the products of its members and 
furnish them certain beneficial services in connection therewith, 
and conducting advertising to encourage the use of fur products, 
is exempt from I~'ederal income tax under section 501(c) (5) of the 
Internal Revenue Code of 1054 as an agricultural organization. 

Advice has been requested whether an organization composed of 
fur ranchers, which obtains agreements from auction companies for 
the marketing of products of its members and the furnishing of certain 
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services in connection therewith and advertises fur products pro- 
duced by members, under the circunistances set forth below, qualifies 
as an agricultural organization under section 501(c) (5) of the In- 
ternal Revenue Code of 1954. 

The instant organization was incorporated for the purpose of 
encouraging bette~r and more economical methods of raising fur 
bearing animals, educating and protecting the interests of those 
engaged in breeding them, securing better results in grading, advertis- 
ing and marketing breeding stocks and pelts, and engaging. in any 
activity connected therewith. Membership is open to producers of 
certain fur bearing animals who agree to market their pelts through 
designated auction companies with~which the organization has agree- 
ments. Under the agreements, the auction companies market, pelts 
for members and fur~nish them certain services which include visits 
to their farms or ranches, holding pelts in storage, insuring pelts, 
marketing and stamping pelts with identifying marks, providing 
sales rooms, making loans to them under certain conditions, main- 
taining inventories, and announcing auction sales in trade papers. 
The receipts of the organization are derived from a percentage of 
sales of members' pelts which is withheld by the auction company by 
agreement, Its disbursements are for a, dvertising, general educa- 
tional programs and other operating expenses. 

The organization furnishes members information on selling 
methods, marketing problems, consumer demands; and conditions 
and grades of products. It endeavors to create a public demand for 
their products by advertising in newspapers and magazines. The ad- 
vertisements stress the desirable features of the product, but do not 
contain the names of the members. The organization does not engage 
in the marketing of products of its members or assume any responsi- 
bility in connection therewith. It has no net income which will inure 
to the benefit of any member (except upon dissolution of the 
or anization) . 

abor, agricultural, or horticultural organizations contemplated by 
section 501(c) (5) of the Internal Revenue Code of 1954, as being 
entitled to exemption from income taxation, are those which: 

1) Have no net income inuring to the benefit of any member; 
2) Are educational or instructive in character; and 

(3) Have as their objects the betterment of the conditions of those 
engaged in such pursuits, the improvement of the grade of their 
products, and the development of a higher degree of eSciency in their 
respective occupations. 

See Section 89. 101(1) — 1 of Regulations 118, made applicable to 
section 501(c) (5) of the Internal Revenue Code of 1954 by Treasury 
Decision 6091, C. B. 1954 — 2, 47. 

Accordingly, since the instant organization, in obtaining for its 
members certain services for the economical and orderly marketing 
of their products and advertising to increase the public demand for 
their products, is engaged in improving the conditions of. its members 
and the grade of their products and in developing a higher degree of 
eSciency in their occupations, and since it has no net income inuring 
to the benefit of any member, it is held to be exempt from Federal 
income tax under section 501(c) (5) of the Internal Revenue Code of 
1954 as an agricultural organization. 
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(Also Section 401. ) Rev. Rul. 56 — 267 

Where, under certain specified conditions, separate tax-exempt 
trusts, forming parts of employers' qualified pension or profit-sharing 
plans, pool their funds in a group trust created to provide diversifica- 
tion of investments, the group trust may constitute a tax-exempt 
trust and the exempt status of the separate trusts will not be ad- 
verselv affected. 

Advice has been requested whether various individual employee 
benefit trusts, each of which forms a part, of an employer's pension or 
profit-sharing plan for his employees, may, solely for purposes of 
diversifying their investments, pool some or all of their funds in a 
group trust without adversely affecting their status under sections 
401(a) and 501(a) of the Internal Revenue Code of 1954, and whether 
such a group trust will itself be entitled to exemption from tax under 
the 1954 Code. 

Many trusts which individually form a part of an employer's pen- 
sion of profit-sIIaring plan for employees, are "qualified" trusts within 
the meaning of section 401(a) of the 1954 Code, and are exempt from 
tax under section 501(a) thereof, are insuflicient in size to permit a 
satisfactory diversification in the investment of their funds. In order 
to provide such diversification, a number of these trusts have been and 
are interested in pooling some or all of. their funds, solely for invest- 
ment purposes, in a group trust. A group trust or investment trust is 
to be created which, by incorporation, becomes a part of the pension or 
profit-sharing plan of each employer whose "qualified" trust invests 
funds in the group trust. The group trust declaration of trust pro- 
vides (1) that no trust may become a participant therein without the 
consent of the trustee of the group trust, (2) that only funds received 
from a participating trust under an employer's plan which incor- 
porates the group trust as a part thereof may be accepted and invested 
pursuant to the provisions of the declaration of trust, and (6) that 
only those trusts, which are "qualified" trusts within the meaning of 
section 401(a) and are exempt from tax under section 501(a) of the 
1954 Code, shall be eligible to participate in the group trust. 

The group trust declaration contains a provision prohibiting assign- 
ment by a participating trust of all or any part of its interest in the 
group trust, and also contains an aflirmative provision satisfying the 
'requirements of section 401(a) (2) of the 1954 Code. See section 
89. 165 — 2 of Regulations 118, made applicable herein by Treasury 
Decision 6091, C. B. 1954 — 9, 47. 

The trustee of a participating trust may, from time to time, transfer 
to the group trust all or such part of the funds of the participating 
trust as such trustee may deem advisable. Such funds shall be com- 
mingled, for investment purposes, with the funds received from other 
participating trusts. Such trustee also may, from time to time, with- 
draw from the group trust all or such part of its interest in the group 
trust assets as the trustee may deem advisable. 

Section 501(a) of the Code provides, in e8ect, that a trust described 
in section 401(a) shall be exempt from tax. 

Section 401 of the Code provides, in part, as follows: 
"(a) REQUIREMENTS FOII 'QUALIFIcATION. — A trust created or organized in the 

United States and forming a part of a stock bonus, pension, or profit-sharing plan 
of an employer for the exclusive benefit of his employees or their beneficiaries 
shall constitute a qualified trust under this section— 
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(1) ii' contributions are made to the trust, by such employer, or employees, 
or both, or by another employer who is entitled to deduct his contributions 
under section 404(a) (S) (B) (relatin to deduction for contributions to 
profit-sharing and stock bonus plans), for the purpose of distributing to such 
employees or their beneficiaries the corpus and income of the fund accumu- 
lated by the trust in accordance with such plan; 

(2) if under the trust instrument it is impossible, at any time prior to the 
satisfaction of all liabilities with respect to employees and their beneficiaries 
uncler the trust, for any part of the corpus or income to be (within the tax- 
able year or thereafter) used for, or diverted to, purposes other than for the 
exclusive benefit of his employees or their beneiiciaries; 

(5) if the trust, or two or more trusts, or the trust or trusts and annuity 
plan or plans are designated by the employer as c()nstituting parts of a plan 
intended to qualify under this subsection a * ~. " 

By making contributions to a participating trust, which provides 
that from time to time amounts so contributed may be transferred to 
and from a specified group trust, the employer and any participating 
employees, in efi'ect, make contributions to the group trust for pur- 
poses of section 401(a) (1) of the Code. The group trust is declared 
to be a part of the plan and the trust instruments creating both the 
participating and group trusts provide that amounts shall be trans- 
ferred from one trust to the other at the direction of the trustee of the 
participating trust. 

Accordingly, it is held that the status of individual trusts, winch 
form a part of an employer's pension or profit-sharing plan for em- 
ployees, are "qualified" trusts within the meaning of section 401(a) 
of the Internal Revenue Code of 1954, and are exenipt from tax under 
section 501(a) of that Code, will not be afiected by the pooling of their 
funds in a group trust created solely for the purpose of providing a 
satisfactory diversification of investments for the individual paitici- 
pating trusts, provided (1) that such group trust is itself adopted as 
a part of each employer's pension or profit-sharing plan, (2) that the 
group trust instrument expressly limits participation to pension and 
profit-sharing trusts which are exempt under section 501(a) by reason 
of qualifying under section 401(a) of the 1954 Code, (3) that the 
group trust instrument prohibits tliat part of its corpus or income 
which equitably belongs to any participating trust from being used 
for or diverted to any purposes other than for the exclusive benefit 
of the employees or their beneficiaries who are entitled to benefits 
under such participating trust, (4) that the group trust instrument 
prohibits assignment by a participating trust of any part of its equity 
or interest in the group trust, and (5) that the group trust is created or 
organized in the Umted States and is maintained at all times as a 
domestic trust in the United States. Under such circumstances, the 
group trust will also constitute a qualified trust under section 401(a, ) 
of the 1954 Code and will be exempt from tax under section 501(a, ) of 
that Code. 

Status for purposes of the Federal Insurance Contributions Act 
taxes of services performed in connection with the unrelated activities 
of an oriranization exempt from Federal income tax under section 
501(c) (3) of the Internal Revenue Code of 1954. See Rev. Rul. 
56-188, page 485. 
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Acceptable form of statement to be filed by State Chartered credit 
unions claiming exemption from Federal income tax. See Rev. Proc, 
56 — 2, page 1017. 

Authority delegated to District Directors to issue determination 
letters. See Rev. Proc. 56 — 8, page 1024. 

SECTION 511. — IMPOSITION OF TAX ON UNRELATED 
BUSINESS INCOME OF CHARITABLE) ETC, , ORGANI- 
ZATIONS 

Taxability of certain brokerage commissions received and deposited 
to a special fund to be expended fcr public purposes. See Rev. Rul. 
56 — 152, page 56. 

PART In. — FARMERS' COOPERATIvES 

SECTION 521. — EXEMPTION OF IIA. RMERS' 
COOPERATIVES FROM TAX. 

Rev. Rul. 56 — 21 

A farmers cooperative marketing and purchasing association other- 
wise exempt from taxation under section 521 of the Internal Revenue 
Code of 1954 will not be denied such exemption if a substantial part 
of its voting capital stock is held in trust by its membership commit- 
tee for members of the association who are the beneficial owners there- 
of. Capital stock so held qualifies as stock "owned by producers who 
market their products or purchase their supplies and equipment 
through the association" within the intendment of section 521 of the 
1954 Code. 

Authority delegated to District Directors to issue determination 
letters. See Rev. Proc. 56 — 8, page 1024. 

SUBCHAPTER G. — CORPORATIONS USED TO AVOID INCOME TAX ON 
SHAREHOLDERS 

PART I. — CORPORATIONS IMPROPERLY ACCUMULATING SURPLUS 

SECTION 584. — BURDEN OF PROOF 

Procedures for the preparation and mailing of a notification letter 
with respect to the accumulated earnings tax. See Rev. Proc. 56 — 11, 
page 1028. 
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SUBCHAPTER I, — NATURAL RESOURCES 

PART I. — DEDUCTiONS 

SECTION 611. — ALLO'O'"ANCE OF DEDUCTION FOR 
DEPLETION 

Rev. Rul. 56 — 105 
Where the manner in ivhich the deduction for depletion may 

be apportioned and allocated betiveen the incoine beneficiaries and 
the trust is, under the terms of the trust instrument, within the sole 
discretion of the trustees, they may properly allocate all of the 
depletion deduction to the beneficiaries and retain none for the 
trust although a substantial portion of the income from the deplet- 
able assets is retained by the trust. 

Advice has been requested whether a trustee may allocate tile per- 
centage depletion allowance between the trust and the beneficiaries in 
a manner other than on the basis of the trust income allocable to each. 

Section 611(b) (8) of the Internal Revenue Code of 19M with 
respect to the allowance of the deduction for depletion provides as 
follows: 

PRoPERTY HELD LN TRUsT. — In the case of property held in trust, the 
deduction under this section shall be apportioned between the income 
beneficiaries and the trustee in accordance with the pertinent provisions 
of the instrument creating the trust, or, in the absence of such provisions, 
on the basis of the trust income allocable to each. 

Under the terms of the trust in the instant ca. se, the trustees are 
authorized to apportion and allocate between the trust and the bene- 
ficiaries thereof the appropriate tax deductions for depletion and 
depreciation and any other apportionable tax deductions, in such 
manner as the ti ustees see fit. 

In the case of lVVliavn Elevftivtg, Tf ffstee v. Comnussiovier of In- 
ternu/ Revenue, 121 Fed. (2d) 7, which involved the allowance of the 
deduction for depletion from income received from oil wells between 
the income beneficiaries and the trustee, the court held that where the 
trust instrument authorizes' the trustee to distribute or withhold from 
the beneficiary all or part of corpus or income, and did not require 
allocation of any part of income or depletion to the beneficiary, it is 
mandatory that, in the absence of any;ipportionment provision in 
the instrument creating the trust, the deduction for depletion be ap- 
portioned between income beneficiaries and the trustee on the basis 
of trust income allocable to each. 

Inasmuch as the trust instrument in the instant ease authorized 
the trustee to allocate the depletion deduction between the trust and 
t' he beneficiaries in such manner as they may see fiit, the allocation of 
all of the depletion deduction to the beneficiaries would be permissible 
under sectiori 611(b) (8) of the Internal Revenue Code of 1954. 

In view of the foregoing, it is held that where the manner in which 
the deduction for depletion may be apportioned and allocated between 
the income beneficiaries and the trust is, under the terms of the trust 
instrument, within the sole discretion of the trustees, they may prop- 
erly allocate all of the depletion deduction to the beneficiaries and 
retain noiie, for the trust although a substantial poriion of the income 
from the depletable assets is retained by the trust. 
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Rev. Rul. 56 — 252 (Also Part II, Section 28 (m); Regulations, 118, 
Section 89. 28 (m) — 10. ) 

The Internal revenue Service will not further litig'ate the position 
taken in United States v. t. I. Do»paw oI al. , 214 Fed. (2d) 611, and 
Commissio»er v. Robert II. 3flller, 227 Fed, (2d) 626, that first year 
"rental" payments paid in the acquisition of noncompetitive govern- 
ment oil and gas leases are to be treated as nondepletable deductible 
expenditures. This concurrence does not extend to first year 
"rental" payments paid in the acquisition of oil and gas leases from 
private lessors. 

A. dvice has been requested whether the decisions in United Stateg v. 
J. L. Dougan et al. , 214 Fed. (2d) 511, and Comm@8ione~ v. Robert H. 
cViPer, 227 Fed. (2d) 826, will affect the position of the Internal Rev- 
enue Service that first year "rental" payments by lessees of non- 
competitive Government oil and gas leases obtained under the Mineral 
Lands Leasing Act of February 25, 1920, as amended, 60 Stat. 950, 
80 U. S. C. 181, should be capitalized and recovered through depletion 
deductions under section 28(m) of the Internal Revenue Code of 1989 
and section 611 of the Internal Revenue Code of 1954. 

In the Dougam and 3filler cases, the court held that the first year 
"rental" payments were ordinary and necessary expenses paid or 
incurred during the taxable year for the production or collection of 
income, or for the maintenance of property held for the production of 
income, under the provisions of section 28(a) of the Internal Revenue 
Code of 1989. 

This issue will not be further litigated by the Government with 
respect to such noncompetitive Government oil and gas leases. The 
Internal Revenue Service has accordingly substituted an action of 
acquiescence, page 6 this Bulletin, for the outstanding action of non- 
acquiescence in Own F. Eeatherstone v. Comm&gioner, 22 T. C. 768, 
C. B. 1954 — 2) 6. 

Such substitute action, however, does not indicate that these deci- 
sions will be regarded by the Service as controlling in the case of first 
year "rental" payments made by lessees of private, nongovernmental 
oil and gas leases. Such payments will continue to be held to be capital 
investments in mineral property recoverable only through depletion. 

SUBCHAPTER J. — ESTATES, TRUSTS, BENEFICIARIES, AND 
DECEDENTS 

PART I. — ESTATES, TRUSTS, AND BENEFICIARIES 

SUBPART A. — GENERAL RULES FOR TAXATION OF ESTATES AND TRUSTS 

SECTION 642. — SPI"CIAL RULES FOR CREDITS AND 
DF. DUCTIONS 

Rev. Rul. 56 — 48 

Expenses incurred in the sale of property, other than by a dealer, 
are considered as an offset against the sale price and not deductible as 
an ordinary and necessary business expense. See G. C. M. 15480, 
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C. B. XIV — 2) 50 (1035). However, such expenses may not be used as 
an offset against the sale price of property in determining gain or 
loss for Federal income tax puI'poses where they have already been 
allowed as a deduction for Federal estate tax purposes. Such items 
of expense fall within the concept of section 642(g) of the Internal 
Revenue Code of 1954. Although section 642(g) of the Code refers 
to the disallowance of double deductions, it is the position of the 
Infernal Revenue Service that such section contemplates the disallow- 
ance, as a re&juot)'on in computing the taxable income of the estate, 
of such items which have been allowed as a deduction in computing the 
taxable estate. See Rev. Rul. 240, C. H. 1053-2) 70. 

SUBCHAPTER K. — PARTNERS AND PARTNERSHIPS 

PART I. — DETERMINATION OF TAX LIABILITY 

SECTION 701. — I'ARTNERS, NOT PARTNERSHIP, SUB JECT 
TO TAX 

Regulations prescribed under subchapter E of chapter 1 of the 
Internal Revenue Code of 1954. 

DEPARTMENT or THE TREASURY) 
OrrICE OF THE COMMISSIONER OF INTERNAL REVENITE, 

washington P5) D. C. 
To Officers and Employees of the Internal Revenue Service and Others 

Concerned: 
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AUTIroRITv: 8 1. 701 to 1. 771-1, inclusive, issued under secs. 702, 
704, 705) 706, V32, 736, 743, 751, 754, 755, 761, 771, 7805, I. R. C. 1954j 
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On August 12, 1955, notice of proposed rulemaking regarding the 
regulations under subchapter Ik of chapter 1 of the Internal Revenue 
Code of 1954 (Public Law 591, 83d Congress) approved August 16, 
1954, was published in the Federal Register (90 F. R. 5854). After 
consideration of such relevant suggestions as were presented by inter- 
ested persons regarding the proposals, the following regulations are 
hereby adopted: 
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PARTNERS AND PARTNERSHIPS 

Deterinination of. Tax Liability 

$ 1. 701 STATUTORY PROVISIONS; PARTNERS, NOT PARTNERSHII', 
SUE JKCT TO TAX. 

SEC. 701. PARTNERS, NOT PAI(TNERSHII', SUBJECT TO TAX. 
A partnershili as such shall not be subject to the income tax imposed by 

this chapter. Persons carrying on business as partners shall be liable 
for incoine tax ouly in their separate or individual capacities. 

$ 1. 701 — 1 PARTNKRsi NoT I ARTNERsliiPi SURJEGT To TAx. — Partners 
are liable for income tax only in their separate capacities. Partner- 
ships as such are not subject to the income tax imposed by subtitle A 
but are required to make returns of income under the provisions of 
section 6031 and tlie regulations thereunder. For definition of the 
terms "partner" and "pa~rtnership, " see sections 761 and 7701(a) (9), 
and the regulations thereunder. For provisions relating to the elec- 
tion of certain partnerships to be taxed as domestic corporations, see 
section 1361 and the regulations thereunder. 

Ia 1. 709 STATUTORV PROVISIONS; INCOME AND CREDITS OF PARTNER. 

SEC. 702. INCOlilE AND CREDITS OF PARTNER. 

(a) GENERAL RULE. — In determining his income tax, each partner 
shall tal-e into account separately his distributive shart of the partner- 
ship's— 

(1) Gains and losses from sales or exchanges of capital assets 
held for not more than 6 months, 

(2) Gains and losses from sales or exchanges of capital assets 
held for more than 6 months, 

(8) Gains and losses from sales or exchanges of property de- 
scribed in section 1281 (relating to certain property used in a trade 
or business and involuntary conversions), 

(4) Charitable contrilmtions (as defined iu section 170 (c) ), 
(5) Dividends with respect to which there is provided a credit 

uuder section 84, an exclusion under section 116, or a deduction 
under part VIII of subchapter B, 

(6) Taxes, described in section 001, paiii or accrued to foreign 
countries and to possessions of the I. 'nited States, 

(7) Partially tax-exempt interest on obligations of the United 
States or on obligations of instruinentalities of the United States 
as describeil in section 85 or section 242 (but, if the partnership 
elects to amortize the premiums on bonds as provided in section 171, 
the amount received on such obligations shall be reduced by the 
reduction provided under section 171(a) (8) ), 

(8) Other items of income, gain, loss, deduction, or credit, to 
the extent provided by regulations prescribed by the Secretary or 
his delegate, and 

(0) Taxable income or loss, exclusive of items requiring separate 
computation under other paragraphs of this subsection. 

(b) CHARAOTER OF ITEMs CCNBTITUTIÃG DI8TRIBUTIvE SHARE. — The 
character of any itein of incoine, gain, loss, deduction, or credit included 
in a partner's distributive share under paragraphs (1) through (8) of 
subsection (a) shall be determined as if such item were realized di- 
rectly from the source from which realized by the partnership, or in- 
curred in the same manner as incurred by the partnership. 

(c) GRoss INOCME oF A PARTNER. — In any case where it is necessary 
to determine the gross income of a partner for purposes of this title, 
such amount shall include his distributive share of the gross income of 
the partnership. 



$ 1. 702-1 INcoME AND CREDITB OE PARTNER. — (a) General rule. — 
Each partner is required to take into account separately in his return 
his distributive share, whether or not distributed, of each class or item 
of partnership income, gain loss, deduction, or credit described in 
subparagraphs (1) through (9) of this paragraph. (For the taxable 
year in which a partner includes his distributive share of partnership 
taxable income, see section 706(a) and $ 1. 706 — 1(a). Such distribu- 
tive share shall be determined as provided in section 704 and 
$ 1. 704 — 1. ) Accordingly, in determining his income tax: 

(1) Each partner sha]l take into account, as part of his gains 
and losses from sales or exchanges of capital assets held for not 
more than six months, his distributive share of the combined net 
amount of such gains and losses of. the partnership. 

(2) Each partner shall take into account, as part of his gains 
and losses from sales or exchanges of capital assets held for more 
than six months, his distributive share of the combined net amount 
of such gains and losses of the partnership. 

(8) Each partner shall take into account, as part of his gains 
and losses from sales or exchanges of property described in section 
1281 (relating to property used in the trade or business and invol- 
untary conversions), his distributive share of the combined net 
amount of such gains and losses of the partnership. The partner- 
ship shall not combine such items with items set forth in subpara- 
graph (1) or (2) of thisparagraph. 

(4) Each partner shall take into account, as part of the charita- 
ble contributions paid by him, his distributive share of each class 
of charitab]e contributions paid by the partnership within the 
partnership's taxable year. Section 170 determines the extent to 
which such amount may be allowed as a deduction to the partner. 
For the definition of the term "charitable contribution", see section 
170(c). 

(5) Each partner shall take into account, as part of the divi- 
dends received by him from domestic corporations, his distributive 
share of dividends received by the partnership, with respect to 
which the partner is entitled to a credit under section 84, an exclu- 
sion under section 116, or a deduction under part VIII of sub- 
chapter B. 

(6) Each partner shall take into account, as part of his taxes 
described in section 901 which have been paid or accrued to foreign 
countries or to possessions of the United States, his distributive 
share of such taxes which have been paid or accrued by the part- 
nership, according to its method of treating such taxes. A partner 
may elec~t to treat his total amount of such taxes, including his dis- 
tributive share of such taxes of the partnership, as a deduction 
under section 164 or as a credit under section 901, subject to the 
provisions of sections 901 through 905. 

(7) Each partner shall take into account, as part of the parti- 
ally tax-exempt interest received by him on obligations of the 
United States or on obligations of instrumentalities of the United 
States, as described in section 35 or section 242, his distributive 
share of such partially tax-exempt interest received by the part- 
nership. However, if the partnership elects to amortize premi- 
ums on bonds as provided in section 171, the amount received on 
such obligations by the partnership shall be reduced by the amor- 
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tizable bond premium applicable to such obligations as provided in 
section 171(a) (6) . 

(8) (i) Each partner shall take into account separately, as part 
of any class of income, gain, loss, deduction, or credit, his distribu- 
tive share of the following items: recoveries of bad debts, prior 
taxes, and delinquency amounts (section 111); gains and losses 
from wagering transactions (section 165(d)); soil and water 
conservation expeditures (section 175); nonbusiness expenses as 
described in section 212; medical, dental, etc. , expenses (section 
218); expenses for care of certain dependents (section 214); ali- 
mony, etc, , payments (section 215); amounts representing taxes 
and interest paid to cooperative housing corporations (section 
216; intangible drilling and development costs (section 263(c) ); 
exploration expeditures (section 615); income, gain, or loss to the 
partnership under section Y51(b); and any items of income, gain, 
loss, deduction, or credit subject to a special allocation under the 
partnership agreement which differs from the allocation of part- 
nership taxable income or loss generally. 

(ii) Each partner must also take into account separately his 
distributive share of any partnership item which if separately 
taken into account by any partner would result in an income tax 
liability for that partner diff'erent from that which would result if 
that partner did not take the item into account separately. Thus, 
if any partner would qualify for the retirement income credit 
under section 87 if the partnership pensions and annuities, interest, , 
rents, dividends, and earned income were separately stated, such 
items must be separately stated for all partners. Under section 
911(a), if. any partner is a bona fide resident of a foreign country 
who may exclude from his gross income the part of his distributive 
share which qualifies as earxied income as defined in section 911(b), 
the earned income of the partnership for all partners must, be sep- 
arately stated. Similarly, all relevant items of income or deduc- 
tion of the partnership must be separately stated for all pax tners in 
determining the applicability of section 2YO (relating to "hobby 
losses" ) and the recomputation of tax thereunder for any. pa. rtner. 

(iii) Each partner shall aggregate the axnount of his separate 
deductions or exclusions and his distributive share of partnership 
deductions or exclusions separately stated in deterxnining the 
amount allowable to him of any deduction or exclusion under sub- 
title A. as to which a limitation is imposed. For exa, rnple, partner 
A has individual exploration expenditures of $75, 000. He is also 
a member of the AB partnership which has exploration expendi- 
tures of. $120, 000. A. 's distributive share of this item is $60, 000. 
However, the total amount that A can deduct as exploration ex- 
penditures under section 615(a) is limited to $100, 000. There- 
fore, the excess of $85, 000 ($13'5, 000 minus $100, 000) is not deduct- 
ible by A. 

(9) Each partner shall also take into account separately his 
distributive share of the taxable income or loss of the partner- 
ship, exclusive of items requiring separate computations under 
subparagraphs (1) through (8) of this paragraph. For limita- 
tion on allowance of a partner's distx ibutive share of partnership 
losses, see section 704(d) and $ 1. 704 — 1(d). 
39a474' — 5G 15 
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(b) (. 'horacter of items constituting distributive share. — The char- 
acter in the hands of a partner of any item of income, gain, loss, deduc- 
tion. or credit described in section 702(a) (1) through (8) shall be 
determined as if such item were realized directly from the source from 
which realized by the partnership or incurred in the same manner as 
incurred by the partnership. For example, a partner's distributive 
share of gain from the sale of depreciable pi'operty used in the trade 
&. r business of the partnership shall be considered as gain from the 
sale of such depreciable property in the hands of the partner. Simi- 
larly, a partner's distributive share of partnership "hobby losses" 
(section 270) or his distributive share of partnership charitable con. - 
tributions to churches, educational organizations, or hospitals (section 
170(b) (1) (A) ) retains such character in the hands of the partner. 

(c) 6'rossincome of u partner. — (1) AVheie it is necessary to deter- 
mine the amount or character of the gross income of a partner, his 
gross income shall include the partner's distributive share of the gross 
income of the paitnership, that is, the amount of gross income of the 
partnership from which was derived the partner's distributive share of 
partnership taxable income or loss (including items described in sec- 
tion 702(a) (1) through (8) ). For example, a partner is required 
to include his distributive share of partnership gross income: 

(i) In computing his gross income for the purpose of deter- 
mining the necessity of filing a return (section 6012(a) ); 

(ii) In determining the application of the provision permitting 
the spreading of. income for services rendered over a 86-month 
period (section 1801); 

(iii) In computing the amount of gross income received from 
sources within possessions of the United States (section 981); 
ail d 

(iv) In determining a partner's "gross income from farming" 
(sections 175 and 6078). 

(2) In determining the applicability of the 6-year period of limi- 
tation on assessment and collection provided in section 6501(e) (re- 
lating to omission of more than 25 percent of gross income), a partnei's 
gross income includes his distributive share of partnership gross in- 
come (as described in section 6501(e) (1) (A) (i) ). In this respect, 
the amount of partnership gross income from which was derived'the 
partner's distributive share of any item of partnership income, gain, 
loss, deduction, or credit (as included or disclosed in the part&acr's 
return) is considered as an amount of gross income stated in the part- 
ner's return for the purposes of section 6501(e). For example, A, 
who is entitled to one-fourth of the profits of the ABCD partnership, 
which has $10, 000 gross inconie and $2, 000 taxable income, reports 
only $800 as his distributive share of pa~rtnership props. A should 
have shown $500 as his distributive share of profits, which amount 
was derived from $2, 500 of partnership gross income. However, since 
A included only $600 on his return without explaining in the return 
the diAerence of $200, he is regarded as having stated in his return 
only $1, 500 ($300/$500 of $2, 500) as gross income from the partner- 
ship. 

(d) Portners in comniunity property ~S"tates. — If separate returns 
are made by a husband and wife domiciled in a connnunity property 
State, and only one spouse is a member of the partnership, the part of 
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his or her distributive share of any item or items listed in paragraph 
(a) (1) through (9) of this section which is community property, 
or which is derived from community property, should be Ieported 
by the husband and wife in equal proportions. 

Io 1. 702 — 2 NET OPERATING Loss DEUUOTIoN oF PARTNER. — Fol the 
purpose of determining a net operating loss deduction under section 
172, a partner shall take into account his distributive share of items 
of income, gain, loss, deduction, or credit of the partnership, The 
character of any such item shall be determined as if such item were 
realized directly from the source from which realized by the partner- 
ship, or incurred in the same manner as incurred by the partnership. 
See section 702(b) and $ 1, 702 — 1(b). To the extent necessary to 
determine the allowance under section 172(d) (4) of the nonbusiness 
deductions of a partner (arising from both partnership and nonpart, — 

nership sources), the partner shall separately take into account his 
distributive share of the deductions of the partnership which are not 
attributable to a trade or business and combine such amount with his 
nonbusiness deductions from nonpartnership sources. Such partner 
shall also separately take into account his distributive share of the 
gross income of the partnership not derived from a trade or business 
and combine such amount with his non-business income from non- 
partnership sources. See section 172 and the regulations thereunder. 

I) 1. 703 STATUToRY PRovls10NS; PARTNERsHII' CGMI'UTATIoNs. 

SEC. 703. PARTXERSIiIP COMPUTATIONS. 
(a) INcoME ANn DEOI~OTIONs. — The taxable income of a partnership 

shall be computed in the same manner as in the case of an individual 
except that— 

(1) The items described in sectio~ 702(a) shall be separately 
stated, and 

(2) The following deductions shall not be allowed to the part- 
nership: 

(A) The standard deduction provided in section 141, 
(B) The deductions for personal exemptions provided in 

section 161, 
(C) The deduction for taxes provided in section 164 (a) 

with respect to taxes, described in section 901, paid or accrued 
to foreign countries snd to possessions of the United States, 

(D) The deduction for charitable contributions provided 
in section 170, 

(E) The net operating loss deduction provided in section 
172, and 

(F) The additional itemized deductions for individuals pro- 
vided in part VII of subchapter B (sec. 211 and following). 

(b) ELEOTICNS oF TIIE PARTNERsHIP, — ARV election affecting ihe 
computation of taxable income derived from a partnership shall be made 
by the partnership, except that the election under section 901, relating 
to taxes of foreign countries and possessions of the United States, shall 
be made by each partner separately. 

f 1. 708 — 1 PARTNERSHIP COMPUTATIONS. (a) Incom, e and IIIeduc- 
fiona. — (1) The taxable income of a partnership shall be computed 
in the same manner as the taxable income of an individual, except as 
otherwise provided in this section. A partnership is required to state 
separately in its return the items described in section 702(a) (1) 
through (7) and, in addition, to attach to its return a statement 
setting forth those items described in section 702(a) (8) which the 
partner is required to take into account separately in deternIining his 
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income tax. See $ 1. 702 — 1(a) (8). The partnership is further re- 
quired to compute and to state separately in its return: 

(i) As taxable income under section 702(a) (0), the total of 
all other items of gross income (not separately stated) over the 
total of all other allowable deductions (not separately stated), 
or 

(ii) As loss under section 702(a) (0), the total of all other al- 
lowable deductions (not separately stated) over the total of all 
other items of gross income (not separately stated). 

The taxable income or loss so computed shall be accounted for by the 
partners in accordance with their partnership agreement. 

(2) The partnership is not allowed the following deductions: 
(i) The standard deduction provided in section 141. 
(ii) The deduction for personal exemptions provided in sec- 

tion 151. 
(iii) The deduction provided in section 164(a) for taxes, 

described in section 001, paid or accrued to foreign countries or 
possessions of the United States. Each partner's distributive 
share of such taxes shall be accounted for separately by him as 
provided in section 702 (a) (6) . 

(iv) The deduction for charitable contributions provided in 
section 170. Each partner is considered as having paid within 
his taxable year his distributive share of any contribution or gift, 
payment of which was actually made by the partnership within 
its taxable year ending within or with the partner's taxable year. 
This item shall be accounted for separately by the partners as pro- 
vided in section 702(a) (4). See also $ 1. 702 — 1(b). 

(v) The net operating loss deduction provided in section 172. 
See $ 1. 702 — 2. 

(vi) The additional itemized deductions for individuals pro- 
vided in part VII of subchapter B, as follows: expenses for 
production of income (section 212) j medical, dental, etc. , expenses 
(section 213); expenses for care of certain dependents (section 
214); alimony, etc. , payments (section 215); and amounts repre- 
senting taxes and interest paid to cooperative housing corporation 
(section 216). However, see $ 1. 702 — 1(a) (8) (iv). 

(vii) The deduction for capital gains provided by section 1202 
and the deduction for capital loss carryover provided by section 
1212. 

(b) Elections of the partnership. — (1) General nde. — Any elec- 
tions (other than the election with respect to foreign taxes) afFecting 
the computation of income derived from a partnership shall be made 
by the partnership. For example, elections of methods of accounting, 
of computing depreciation, of treating soil and water conservation 
expenditures, of treating exploration expenditures, and the option 
to deduct as expenses intangible drilling and development costs, shall 
be made by the partnership and not by the partners separately. All 
partnership elections are applicable to all partners equally, but any 
election made by a partnership shall not apply to any pa, rtner's non- 
partnership interests. 

(2) Exception. — Each partner shall add his distributive share of 
taxes described in section 901 paid or accrued by the partnership to 
foreign countries or possessions of the United States (according to its 
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method of treating such taxes) to any such taxes paid or accrued by 
him (according to his method of treatmg such taxes), and may elect to 
use the total amount either as a credit against tax or as a deduction 
from income. 

$ 1. Y04 STATUTORY PRovlsloNs l PARTNER s DisTRIBUTIvz SIIARIi:. 
SEC. 704. PARTNKIPS DISTRIBUTIVE SHARE. 

(a) EPFKcT or I'ARTNERsHIP AGREEMENT. — A partner's distributive 
share of income, gain, loss, deduction, or credit shall, except as other- 
wise provided in this section, be determined by the partnership 
agreement. 

(b) DlsTRIBUTIVK SHARE DETERMINED BY INcoME oR Loss RATIo. — 
A partner's distributive share of any item of income, gain, loss, deduc- 
tion, or credit shall be determined in accordance with his distributive 
share of taxable income or loss of the partnership, as described in 
section 702(a) (0), for the taxable year, if— 

(1) The partnership agreement does not provide as to the part- 
ner's distributive share of such item, or 

(2) The principal purpose of any provision in the partnership 
agreelnent with respect to the partner's distributive share of such 
item is the avoidance or evasion of any ta. x imposed by this subtitle. 

(c) CONTRII UTED PROPERTY, — 
(1) GENERAL RULE. — In determining a partner's distributive share 

of items described in sectiou 702(a), depreciation, depletion, or 
gain or loss with respect to property contributed to the partnership 
by a partner shall, except to the extent otherwise provided in para- 
graph (2) or (3), be allocated among the partners in the same man- 
ner as if such property had been purchased by the partnership. 

(2) EFFKOT DF PARTNERsHIP AGREEMKNT. — If the partnership 
agreement so provides, depreciation, depletion, or gain or loss with 
respect to property contributed to the partnership by a partner 
shall, under regulations prescribed by the Secreta. ry or his delegate, 
be shared among the partners so as to take account of the v;lriation 
between the basis of the property to the partnership and its fair 
market value at the time of contribution. 

(8) U~DIvIDED INTEREsrs. — If the partnership agreement does not 
provide otherwise, depreciation, depletion, or gain or loss with 
respect to undivided interests in property contributed to a partner- 
ship shall be determined as though such undivided interests had not 
been contributed to the partnership. This paragraph shall apply 
only if all the partners had undivided interests in such property 
prior to contribution and their interests in the capital and profits 
of the partnership correspond with such undivided interests. 

'. (d) LIMITATICN oN ALLowANcE oF LossEs. — A partner's distributive 
share of partnership loss (including capital loss) shall be allowed only 
to the extent of the adjusted basis of such partner's interest in the 
partnership at the end of the partnership year in which such loss 
occurred. Any excess of such loss over such basis shall be allowed as a 
deduction at the end of the partnership year in which such excess is 
repaid to the partnership. 

(e) FAMILY PARTNKBBHIPs. — 
(1) REcoGNITICN CF INTEREsT cRFATED BY PURcHAsK oR GIFT. — A. 

person shall be recognized as a partner for purposes of this subtitle 
if he owns a capital interest in a partnership in which capital is a 
material income-producing factor, whether or not such interest was 
derived by purchase or gift from any other person. 

(2) DIsTRIBUTIVK sHARE oF DCNKE INGLUDIBLE IN GRoss INcoME. — 
In the case of any partnership interest created by gift, the dis- 
tributive share of the donee under the partnership agreement shall 
be includible in his gross income, except to the extent that such 
share is determined lvithout allowance of reasonable compensation 
for services rendered to the partnership by the donor, and except to 
the extent that the portion of such share attributable to donated 
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capital is proportionately greaier than the share of the donor at- 
tributable to the donor's capital. The distributive share of a part- 
»er in the earnings of the partnership shall not be diminished be- 
cause of absence due to military service. 

(S) PUROIIAsa oF IÃTKBEsT BY 'MEMBER oF FAMILY. — For PurPoses 
of this section, an interest purchased by one member of a family 
from another shall be considered to be created by "ift from the 
seller, and the fair market value of the purchased interest shall be 
considered to be donated capital. The "family" of any individual 
shall inclmle only his spouse, ancestors, and lineal descendants, and 
any trusts for the primary benefit of such persons. 

$ 1. 704 — 1 PARTNER s DisTRIBUTIVE HIIARE. — (a, ) Fleet of partner- 
ship agree»tent. — A partner's distributive share of any item or class 
of items of income, gain, loss, deduction. or credit of the partnership 
shall be deterinined by the partnership a«reement, unless otherwise 
provided by section 704 and paragraphs (b) through (e) of this sec- 
tion. For definition of partnership agreement, see section 761(c). 

(b) Distributive share determined by income or los8 ratio. — (1) 
If the partnership agreement makes no specific provision for the man- 
ner of sharing one or more items or classes of items, a partner's dis- 
tributive share of such items shall be determined in accordance with 
the provisions of the partnership agreement for the division of the 
general profits or losses (that is, the taxable income or loss of the 
partnership as described in section 709(a) (0)). In applying this 
rule, the manner in which the net profit or loss (computed after ex- 
cluding any item subject to a recogiiized special allocation) is actually 
credited on the partnership books to the accounts of the partners will 
generally deterniine each partner's share of. taxable income or loss as 
described in section 702(a) (0). 

(9) If the principal purpose of any provision in the partnership 
agreement determining a partner. 's distributive share of a particular 
item is to avoid or evade the Federal income tax. the provision shall 
be disregarded and the partners' distributive shares of that item shall 
be deter~mined in accordance with the ratio in which the partners 
divide the «eneral profits or losses of the partnership (as described 
in section 702(a) (9)). In determining whether the principal pur- 
pose of any provision in the partnership& agreement, for a special allo- 
cation is the avoidance or evasion of Feder~al income tax, the provision 
must be considered in relation to all the surrounding facts and circum- 
stances. Among the relevant ciicumstances are the following: 
whether the partnership or a partner indiviclually has a business 
purpose for the allocation; whether tlie;illocation has "substantial 
economic eA'ect", that is, whether the allocation may actually a8ect 
the dollar ainount of the partners' shares of the total partnership in- 
come or loss independently of tax consequences; whether related items 
of inconie, gain, loss, deduction, or credit from the saine source are 
subject, to the same allocation; whether the allocation was made with- 
out reco«nition of normal business factors and only after the amount 
of the specia11y allocated item could reasonably be estimated; the dura- 
tion of the:illocation; and the overall tax consequences of the alloca- 
tion. The application of the provisions of this subparagraph may be 
illustrated by the. following examples: 

Encamp/e (1). The provisions of a partnership agreement f' or 
a year in ivhich the partnership incurs losses on the sale of de- 
preciable property used in the trade or business are amended to 
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allocate such losses to one partner who has no such gains individ- 
ually. An equivalent amount of. partnership loss or deduction of 
a difi'erent character is allocated to other partners who individ- 
ually have gains from the sale of depreciable property used in 
the trade or business. Since the purpose and efFect of this alloca- 
tion is solely to reduce the taxes of certain partners without actu- 
ally afFecting their shares of partnership income, such allocation 
will not be recognized. Under section 704(b) (2), those items will 
be allocated to all the partners in accordance with the provisions 
of the partnership agreement for sharing partnership income or 
loss generally. 

Example {~). The provisions of a partnership agreement allo- 
cate to a partner who is a resident of a foreign country a percent- 
age of the profit derived from operations conducted by him within 
such country, which percentage is greater than his distributive 
share of partnership income generally. Such allocation has sub- 
stantial economic e8ect and v ill be recognized in the absence of 
other circumstances showing that the principal purpose was tax 
avoidance or evasion. 

Encamp/e (8). Rather than impair the credit standing of the 
AB partnership by a distribution, the partners agree to invest 
surplus partnership funds in an equal dollar amount of municipal 
bonds and corporate stock. The partners further agree that A. is 
to receive all the interest income and gain or loss from tax-exempt 
bonds and 8 is to receive all the dividend income and gain or loss 
from corporate stock. Such allocation has substantial economic 
efFect and will be recognized in the absence of other circumstances 
showing that, the principal purpose was tax avoidance or evasion. 
On the other hand, under an agreement with respect to partner- 
ship CD, it is provided that C's distributive share of income shall 
be the first $10, 000 of tax-exempt income, and D's distributive 
share of income shall be the first $10, 000 of dividend income, the 
balances to be divided equally. Since the principal purpose of this 
provision is to allocate tax-exempt interest to C, who is in a higher 
income tax bracket than D, it will be disrega~rded. Each part- 
ner's distributive share of such interest and dividends will then 
be allocated in accordance with the provisions of the partnership 
agreement for sharing partnership income or loss generally. 

Example ($). KL is a brokerage partnership with assets con- 
sisting of securities with a basis of $20, 000 and a value of $50, 000. 
M makes a $25, 000 cash contribution to the partnership in order 
to become an equal partner. Subsequently, when the value of the 
securities has appreciated to $74, 000, they are sold. Of the $54, 000 
taxable gain on the sale of the securities, $24, 000 (appreciation in 
value occurring after M became a partner) is allocated in equal 
shares to K, L, and M, in accordance with the ratio for sharing 
profits and losses generally. The $80, 000 balance is allocated to 
K and L in the profit and loss ratio existing before M became a 
partner. This latter allocation attributes to K and L the apprecia- 
tion in value of the secur ities occuring before M became a partner, 
even though the cash proceeds are a partnership asset in which all 
three partners share equally. This allocation has substantial eco- 
nomic efFect and will be recognized in the absence of other circum- 
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stances showing that the principal purpose of the allocation was 
tax avoidance or evasion. 

Exo&np/e (6). G and H enter into a, partnership agreement to 
develop and market an electronic device. H, an electronics engi- 
neer, contributes $2, 500 cash and agrees to devote his full-time 
services to the partnership. G contributes $100, 000 cash and 
agrees to obtain a loan for the partnership of any additional 
capital needed. The partnership agreement provides that the 
full amount of any research and experimental expenditures and 
any interest on partnership loans are to be charged to 6. It also 
provides that 6&s distributive share is to be 90 percent of partner- 
ship income or loss computed without reduction by such research 
and experimental expenditures and such interest, until all loans 
have been repaid and G has received through his 90-percent share 
of income an amount equal to the full amount of' such research 
and experimental expenditures, of such interest, and his share 
of any partnership operating losses. During this time H's dis- 
tributive share will be 10 percent. Thereafter, 6 and H will share 
profits and losses equally. Since all of the research and experi- 
mental expenditures and interest specially allocated to 6 are in 
fact borne by G, the allocation will be recognized in the absence 
of other circumstances showing that its principal purpose was 
tax avoidance or evasion. 

(c) Contributed property. — (1) In general. — Where property has 
actually been contributed by a partner to a partnership (so as to be- 
come partnership property as among the partners and not merely 
property subject to the claims of partnership creditors), section 704(c) 
and this paragraph provide rules for determining a partner's dis- 
tributive share of depreciation, depletion, or gain or loss with respect 
to such contributed property. These rules do not apply to property, 
only the use of which is permitted the partnership by the partner who 
owns it. Section 704 (c) and this paragraph provide certain alterna- 
tives in determining the partners distributive shares of. such items 
in order to account for precontribution appreciation or diminution 
in value of the property contributed. When the partnership agree- 
ment is silent as to the treatment of such items with respect to con- 
tributed property (and if such property is not an undivided interest 
as described in section 704(c) (8) ), depreciation, depletion, or gain or 
loss with. respect to such property shall be treated in the same manner 
as though such items arose with respect to property purchased by the 
partnership. The application of this provision may be illustrated by 
the followmg examples: 

Example (1). A. and B form an equal partnership. A con- 
tributes $1, 000 cash and B contributes inventory with an adjusted 
basis to him of $800 and a fair market value of $1, 000. Under sec- 
tion 728& the basis of the inventory to the partnership is also $800. 
During the year, the inventory is sold for $1, 100. There is no 
provis~ion in the partnership a, greement for treatment of items 
with respect to contributed property. Under section 704(c) (1)& 
the $800 profit on the sale of the inventory is treated as if it were 
gain on property that had been purchased by the partnership and 
subsequently sold. Therefore, each partner's distributive share of 
such profit on the inventory is $150. 
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Example (8). C and D form an equal partnership. C con- 
tributes machinery worth $10, 000 with an adjusted basis to him 
of $4, 000. D contributes $10, 000 cash. Under the provisions of 
section 722, the basis of A's pa~rtnership interest is $4, 000 and the 
basis of H's interest is $10, 000. There is no provision in the part- 
nership agreement relating to contributed property. If the con- 
tributed property depreciates at an annual rate of 10 percent, the 
partnership will have an annual depreciation deduction of $~400, 
which will result in a reduction of $200 in each partner's distribu- 
tive share of partnership income. Thus, at the end of the first 
year, the adjusted basis of the contributed property will be $3, 600. 
If the partnership has no other taxable income or loss for that 
year, each partner will have a deduction of $200, representing his 
distributive share of partnership loss for the year. C's adjusted 
basis for his interest will be $3, 800 ($4, 000, the original basis of 
his interest, reduced by $200); D's adjusted ba, sis will be $9, 800 
($10, 000, reduced by @00) . 

Example (8). Assume that the property in exainple (9) of 
this subparagraph is sold at the beginning of the second year of g 

artnership operation for $9, 000. The partnership gain will be 
5, 400 ($9, 000, the amount realized, less the adjusted basis of 

$3, 600). Each partner's share of the $5, 400 gain will be $9, 700. 
If the partnership has no other taxable income or loss for that 
year, each partner will have a gain from the partnership of $2, 700, 
. representing his distributive share of gain from the sale of prop- 
erty used in the partnership business. C's adjusted basis for his 
interest will then be $6, 500 (the basis of $3, 800, increased by the 
gain of $2, 700). D's adjusted basis will be $12, 500 (the basis of 
$9, 800, increased by the gain of $9, 700). If the partnership is 
then terminated, and its assets consisting of $19, 000 in cash are 
distributed to the partners pro rata in liquidation of their entire 
interests, C will have a capital gain of $3, 000 ($9, 500, the amount 
received, less $6, 500, the adjusted basis of his interest). D will 
have a capital loss of $3, 000 (D's adjusted basis, $19, 500, reduced 
by the amount received, $9, 500) . 

(2) Egect o f partnership agreement. — (i) If the partners so provide 
in the partnership agrement, depreciation, depletion, or gain or loss 
with respect to contributed property may be allocated among the part- 
ners in a manner which takes into account all or any portion of the 
difference between the adjusted. basis and the fair market value of 
contributed property at the time of contribution. The allocation may 
apply to all contributed property or to specific items. The apprecia- 
tion or diminution in value represented by the difference between the 
adjusted basis and the fair market value of contributed property at 
the time of contribution may thus be attributed to the contributing 
partner upon a subsequent sale or exchange of the property by the 
partnersnip. Such appreciation or diminution also may be used in 
allocating the allowable deprec ation or depletion with respect to such 

property among the contributing partner and the noncontributing 
partners. In any case, however, the total depreciation, Hep'ation, or 
gain or loss allocated to the partners is limited to a "ceiling" which 
cannot exceed the amount of gain or loss realized by the partnership 
or the depreciation or depletion allowable to it. The application of 
this subdivision may be illustrated by the following examples: 
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Example (1). Assume that partners C and D, in examples (9) 
and (8) of subparagraph (1) of this paragraph, agree under sec- 
tion 704(c) (2) to attribute to C, the contributor of the machinery, 
the potential gain of $6, 000 represented by the difFerence between 
its adjusted basis of $4, 000 and its fair market value of $10, 000. 
&Vith his contribution of $10, 000 cash, D has, in efFect, purchased 
an undivided one-half interest in the property for $5, 000. Since 
the property depreciates at an annual rate of 10 percent, D would 
have been entitled to a depreciation deduction of $500 per year. 
However, since under the "ceiling" approach the partnership is 
allowed only $400 per year (10 percent of $4, 000), no more than 
$400 may be allocated between the partners, i. e. , the partnership 
cannot allocate $500 of depreciation to D and thereby treat C as if 
C had received an additional $100 of income. Therefore, the 
partners allocated the $400 deduction for depreciation entirely to 
D and none to C, the contributor. At the end of the erst year, the 
adjusted basis of the contributed property will be $8, 600. Since 
the $400 deduction is allocated entirely to D, if the partnership 
has no other taxable income or loss, C will have no income or loss, 
and D will have a deduction of $400. C's basis for his interest 
will remain $4, 000. D's adjusted basis for his interest will be 
$9, 600 ($10, 000, the original basis of his interest, reduced by the 
deduction of $400) . 

Encamp/e (8). A. ssume that the partners in example (1) of this 
subdivision also agree under section 704(c) (2) that, upon a sale 
of the contributed property, the portion of the proceeds attribut- 
able to the excess of the fair market value of the property at 
date of contribution (less accumulated depreciation on such value) 
over its basis at date of contribution (less accumulated deprecia- 
tion on such basis) shall result in gain to the contributing partner 
only. If the property is sold at the beginning of the second year 
of partnership operation for $9, 000, the partnership gain of 
$5, 400 ($9, 000, the amount realized, less the adjusted basis of 
$8, 600) must be allocated to the partners under the terms of the 
agreement. The fair market value of the property as depreciated 
is $9, 000 ($10, 000, the value on contribution, less $1, 000, the 
accumulated depreciation on such value) . Under section 
704(c) (9) and the terms of the partnership agreement, the 
$5, 400 difFerence between $9p000y the fair market value as depre- 
ciated, and $8, 600, the adjusted basis of the property, represents 
the portion of the gain to be allocated to C. None of this gain is 
allocated to D. (If the property were sold for more than $9y000, 
the portion of the gain in excess of $5, 400 would be allocated 
equally between the partners in accordance with their agreement 
for sharing gains. If the property were sold for less than $9, 000& 
the entire gain would be allocated to C and nothing to D. ) If 
the partnership and partners engaged in no other transactions that 
year, C will report a gain of $5, 400, Mid D, no income or loss. C's 
adjusted basis for his interest will then be $9, 400 ($4, 000, his 
origiral basis, increased by the gain of $5, 400). D's adjusted 
basis will be $9, 600 ($10, 000, his original basis, less $400 deprecia- 
tion deduction in the first partnership year). If the partnership 
is then terminated, and its assets consisting of $19, 000 in cash are 
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distributed to the partners pro rata in liquidation of. their inter- 
est, C will have a capital gain of $100 ($9, 500, the amount 
received, less $9, 400, the adjusted basis of his interest). D will 
have a capital loss of $100 (the excess of. D's adjusted basis, $9, 600, 
over the amount received, $9, 500) . 

(ii) For the e8ect of an agreement under section 704(c) (9) on undi- 
vided interests in property contributed to the partnership where the 
partners' interests in the capital and profits of the partnership do not 
correspond with such undivided interests, see subparagraph (3) (ii) 
of this paragraph. 

(8) l'ndividedinterest8. — (i) Section 704(c) (8) provides a special 
rule f' or the allocation of depreciation, depletion, or gain or loss with 
respect to undivided interests in property contributed by the partners 
to a partnership where the partnership agreement does not provide 
otherwise. This provision applies only to property contributed to a 
partnership by all of. its partners and only where the relative undi- 
vided interests of the partners in the property prior to the contribution 
are in the same ratio as their interests in the capital and in the profits 
of the partnership (except for depreciation, depletion, or gain or loss 
with respect to the contributed undivided interest) after the contribu- 
tion. Where these conditions are met, depreciation, depletion, or 
gain or loss with respect to the undivided interests in contributed prop- 
erty shall be determined in the same manner as though such undivided 
interests continued to be held by the partners outside the partnership. 
The rule stated in section 704(c) (8) applies only to the case where 
persons actually contribute undivided interests to a partnership. The 
provisions of this subdivision may be illustrated by the following 
examples: 

Example (1). A. and B are tenants in common owning undi- 
vided one-half interests in improved real estate consisting of land 
on which a factory is situated. They each contribute their respec- 
tive undivided interests in the real estate to a partnership in which 
the profits are to be divided equally and, because the partners 
have equal shares in the capital, the assets will be divided equally 
on dissolution. A. 's basis for his undivided one-half interest is 
$4, 000, of. which $1, 000 is allocable to the land and $8, 000 to the 
factory. B's basis for his undivided one-half interest is $10, 000, 
of which $8, 000 is allocable to the land and $7, 000 to the factory. 
The partnership agreement contains no provisions as to the alloca- 
tion of depreciation or gain or loss on disposition of the property 
by the partnership. The factory depreciates at a rate of 5 percent 
a year. The annual partnership allowance for depreciation of 
$500 (5 percent of $10, 000) will be allocated between the partners 
by allowing A a deduction of $150 (5 percent of $3, 000, his basis 
for his undivided interest in the factory), and by al]owing B 
a deduction of $350 (5 percent of $7, 000, his basis for his undi- 
vided interest in the factory). At the end of the first year of 
partnership operation, A's adjusted basis for his undivided inter- 
est in the factory is $2, 850 ($8, 000 less $150), and B's adjusted 
basis is $6, 650 ($7, 000 less $350) . 

Example (8). If, in example (1) of this subdivision, the part- 
nership at the end of the first year's operation sells the factory and 
land for $1'&, 000, each partner's share of the gain or loss would be 
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determined as follows: Since the undivided interests in the factory 
and the land are to be treated as though held by the partners out- 
side the partnership, A. 's share of the proceeds of the sale is $6, 000. 
IIis adjusted basis in the co»ti ibuted property is $'&, 850 ($1, 000 for 
the land and $2, 850 for the factory). Therefore, his gain from 
the sale is $9, 150. Since B's share of the proceeds is also $6, 000, 
and his adjusted basis in the contributed property is $9, 650 ($8, 000 
for the land and $6, 650 for the factory), his loss is $, i, 650. 

Exanip/e (. 3). Assume the same facts as in examples (1) and 
(2) of tliis subdivision, except that A and B do not enter into a 
partnership agreement. Assume further that they are found to be 
a partnership for income tax purposes because of their joint busi- 
ness activity, but that the factory and the la»d are not actually 
contributed by them to the partnership. Although A and B have 
permitted the partnership to use such properties, they continue to 
own the factory and the land in their individual capacities (as 
tenants in common), and the same tax consequences result as in 
examples (1) and (2) of this subdivision. 

(ii) The allocation illustrated in subdivision (i) of this subpara- 
graph will not be efi'ected by the contribution, either at the time of the 
original contribution or subsequent thereto, of additional property not 
held as undivided interests if the partners' respective interests in the 
capital and in the profits of the partnership (except for depreciation, 
depletion, or gain or loss with respect to the contributed undivided 
interests) rem~ain the same as their undivided interests in the property 
previously contributed to the partnership. If the partners' interests 
in the capital and profits of the partnership are changed from their 
undivided interests in the property previously contributed to the part- 
nership, the method of allocation of depreciation, depletion, or gain or 
loss with respect to such property no longer applies. Such a change 
of the partner's itnerests in capital and profits may result from a modi- 
fication of the agreement, or from a change in a partner's respective 
interest in capit;xl either as a result of a further contribution or as a 
result of a distribution. (However, drawings made throughout the 
year against profits, and loans will be disregarded. ) AVhere such a 
change takes place, the partners niay agree under section. 704(c) (9) 
that depreciation, depletion, or gain or loss with respect to the property 
formerly held as undivided interests shall continue to be allocated in 
the same manner as prior to the change. These provisions may be 
illustrated by the following examples: 

Eral/e (1). C and D are tenants in common, each owning 
an undivided one-half interest in certain unimproved land. Each 
contributes his respective undivided interest in the land to a part- 
nership in which each has an equal itnerest in capital and profits. 
C's basis for his one-half interest is $4, 000; D's basis is $10, 000. 
The fair market value of the land is $20, 000. Subsequently, C 
contributes $5, 000 cash to his share of partnership capital. As a 
result of C's additional contribution, he now has a 60-percent in- 
terest in partnership capital and D, a 40-percent interest, although 
profits and losses still are to be shared equally. Since the interests 
of the partners in the capital and profits of the partnership no 
longer correspond to their undivided interests in the land, the 
method of allocation prescribed by section 704(c) (8) no longer 
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applies. Therefore, if the land is sold for $12, 000, the partnership 
will have a loss of $2, 000 ($14, 000 partnership basis minus 
$12, 000). Since the par~tnership agreement contains no special 
allocation for gain or loss with res~pect to contributed property, 
the $2, 000 loss is allocated as if sucli property had been purchased 
by the partnership, i. e. , $1, 000 to each partner. 

Encamp/e (8). Assume in exaniple (1) of this subdivision that 
the partners agree that, because of C's additional contribution of 
$5, 000 cash, he is to have a 00-percent interest in partnership capi- 
tal. Profits and losses still are to be sliared equally, except that 
gain or loss with respect to thc land is, under section 704(c) (2), to 
continue to be allocated in the same manner as it had been allo- 
cated under section 704 (c) (, ~) prior to the additional contribution. 
The land is sold for $12, 000. C's share of the proceeds is $6, 000. 
His basis for the land is $4, 000. Therefore, he has a $2, 000 gain. 
D's loss is $4, 000 ($10, 000 basis less $6, 000 proceeds) . 

(d) Linuta6on on allowance of loe8e8. (1) a partner's distributive 
share of partnership loss will be allowed only to the extent, of the ad. - 
justed basis (before reduction by current year's losses) of such part- 
ner's interest in the partnership at the end of the partnership taxable 
year in which such loss occurred. A partner's share of loss in excess 
of his adjusted basis at the end of the partnership taxable year will 
not be, allo~ed for that ye ir. However, any loss so disallowed shall 
be allowed as a deduction at the end of the first succeeding partnership 
taxable year, and subsequent partnership taxable years, to the extent 
that the partner's adjusted basis for his partnership interest at the 
end of any such year exceeds zero (before reduction by such loss for 
such vear) . 

(2) In computing the adjusted basis of a partner's interest for the 
purpose of ascertaining the extent to which a partner's distributive 
share of partnership loss shall be allowed as a deduction for the taxable 
year, the basis shall first be increased under section 705 (a) (1) and de- 
creased under section 705(a) (2), except for losses of the taxable year 
and losses previously disallowed. If the partner's distributive share 
of. the aggregate of items of loss specified in section 702(a) (1), (2), 
(3), (8), and (9) exceeds the basis of the partner's interest computed 
under the preceding sentence, the limitation on losses under sectioii 
704(d) must be allocated to his distributive share of each such loss. 
This allocation shall be determined by taking the proportion that each 
loss bears to the total of all such losses. For purposes of the preceding 
sentence, the total losses for the taxable year shall be the sum of his 
distributive share of losses for the current year and his losses dis- 
allowed and carried forward from prior years. 

(8) For the treatment of certain liabilities of the partner or part- 
nership, see section 752 and g 1. 752 — 1. 

(4) The provisions of this paragraph may be illustrated by the 
following examples: 

Example (1). At the end of the partnership taxable year 1955, 
partnership AB has a loss of $20, 000. Partner A's distributive 
share of this loss is $10, 000. At the end of such year, A's adjusted 
basis for his interest in the partnership (not ta, king into account 
his distributive share of. the loss) is $6, 000. Under section 704 
(d), A's distributive share of partnership loss is allowed to him 
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(in his taxable year within or with which the partnership taxable 
year ends) only to the extent'of his adjusted basis of $6, 000. The 
$6, 000 loss allowed for 1955 decreases the adjusted basis of A' s 
interest to zero. Assume that, at the end of partnership taxable 
year 1956, A's share of partnership income has increased the ad- 

justed basis of A's interest in the partnership to $8, 000 (not taking 
into account the $4, 000 loss disallowed in 1955). Of the $4, 000 
loss disallowed for the partnership taxable year 1955, $8, 000 is 
allowed A for the partnership taxable year 1956, thus again de- 

creasing the adjusted basis of his interest to zero. If, at the end of 
partnership taxable year 1957, A has an adjusted basis of his in- 
terest of at least $1, 000 (not taking into account the disallowed loss 
of $1, 000), he will be allowed the $1, 000 loss previously disallowed, 

Encamp/e (8). At the end of partnership taxable year 1955, 
partnership CD has a loss of $20, 000. Partner C's distributive 
share of this loss is $10, 000. The adjusted basis of his interest in 
the partnership (not taking into account his distributive share of 
such loss) is $6, 000. Therefore, $4, 000 of the loss is disallowed. 
At the end of partnership taxable year 1956, the partnership has 
no taxable income or loss, but owes $8, 000 to a bank for money 
borrowed. Since C's share of this liability is $4, 000, the basis of 
his partnership interest is increased from zero to $4, 000. (See 
sections 752 and 722, and $$ 1. 752 — 1 and 1. 722 — 1. ) C is allowed the 
$4, 000 loss, disallowed for the preceding year under section 
704(d), for his taxable year within or with which partnership tax- 
able year 1956 ends. 

Encamp/e (8). At the end of partnership taxable year 1955, 
partner C has the following distributive share of partnership 
items described in section 702(a): long-term capital loss, $4, 000; 
short-term capital loss, $2, 000; income as described in section 
702(a) (9), $4, 000. Partner C's adjusted basis for his partner- 
ship interest at the end of 1955, before adjustment for any of the 
above items& is $1, 000. As adjusted under section 705 (a) (1) (A), 
C's basis is increased from $1, 000 to $5, 000 at the end of the year. 
C's total distributive share of partnership loss is $6, 000. Since 
without regard to losses, C has a basis of only $5, 000, C is allowed 
only $5, 000/$6, 000 of earh loss, that is, $3, 866 of his long-term cap- 
ital loss, and $1, 667 of his short-term capital loss. C must carry 
forward to succeeding taxable years $667 as a long-term capital 
loss and $663 as a short-term capital loss. 

(e) Fauu(y pa~ tnerehipe. — (1) In generaL — (i) Introduction. — 
The production of income by a partnership is attributable to the capital 
or services, or both, contributed by the partners. The provisions of 
subchapter K are to be read in the light of their relationship to section 
61, which requires, inter alia, that income be taxed to the person who 
earns it through his own labor and skill and the utilization of his own 

capital. 
(ii) Recognition of donee ae partner. — YVith respect to partnerships 

in which capital is a material income-producing factor, section 704(e) 
(1) provides that a person shall be recognized as a partner for income 
tax purposes if he owns a capital interest in such a partnership, whether 
or not such interest is derived by purchase or gift from any other per- 
son. If a capital interest in a partnership in which capital is a mate- 
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rial income-producing factor is created by gift, section 704(e) (2) pro- 
vides that the distributive share of the donee under the partners!iip 
agreement shall be includible in his gross income, except to the extent 
that such distributive slrare is determined without, allowance of rea- 
sonable compensation for services rendered to the pa. rtnership by the 
donor, and except to the extent that the portion of such distributive 
share attributable to donated capital is proportionately greater than 
the slrare of the donor attributable to the donor's capital. For rules of 
allocation in such cases, see subparagraph (3) of this paragraph. 

(iii) Eeguirement of complete transfer to donee. — A donee or pur- 
chaser of a capital interest in a partnership is not recognized as a 
partner under the principles of section 704(e) (1) unless such interest 
is acquired in a bona fide transaction, not a mere sham for tax avoidance 
or evasion purposes, and the donee or purchaser is the real owner of 
such interest. To be recognized, a transfer must vest dominion and 
control of the partnership interest in the transferee, The existence of 
such dominion and control in the donee is to be determined from all the 
facts and circumstances. A transfer is not recognized if the trans- 
feror retains such incidents of. ownership that the transferee has not 
acquired full and complete ownership of the partnership interest. 
Transactions between members of a family will be closely scrutinized, 
and the circumstances, not only at the time of the purported transfer 
but also during the periods preceding and following it, will be taken 
into consideration in determining the bona fides or lack of bona, fides 
of the purported gift or sale. A partnership may be recognized for 
income tax purposes as to some partners but not as to others. 

(iv) Capital as a materialincome-producing factor. — For purposes 
of section 704(e) (1), the determination as to whether capital is a 
material income-producing factor must be made by reference to all the 
facts of each case. Capital is a material income-producing factor if a 
substantial portion of the gross income of the business is attributable 
to the employment of capital in the business conducted by the part- 
nership. In general, capItal is not a material income-producing factor 
where the income of the business consists principally of fees, commis- 
sions, or other compensation for personal services performed by mem- 
bers or employees of the partnership. On the other hand, capital is 
ordinarily a material income-producing factor if the operation of the 
business reequires substantial inventories or a substantial investment in 
plant, machinery, or other equipment. 

(v) Capital interest in a partnership. — For purposes of section 
704(e), a capital interest in a partnership means an interest in the as- 
sets of the partnership, which is distributable to the owner of-the 
capital interest upon his withdrawal from the partnership or upon 
liquidation of the partnership. The mere right to participate in the 
earnings and profits of a partnership is not a capital interest in the 
partnership. 

(2) Basic tests as to ownership. — (i) In general. — Whether an al- 
leged partner who is a donee of a capital interest in a partnership is 
the real owner of such capital interest, and whether the donee has 
dominion and control over such interest, must be ascertained from all 
the facts and circumstances of the particular case. Isolated facts are 
not determinative: the reality of the donee's ownership is to be. de- 
termined in the light of the transaction as a whole. The execution of 
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legally sufiicient a»d irrevocable deeds or other instruments of gift 
under State law is a factor to be taken into account but is not deter- 
minative of ownership by the donee for the purposes of section 704(e), 
The reality of the transfer and of the donee's ownership of the prop- 
erty attributed. to him are to be ascertained from the conduct of the 
parties with respect to the alleged gift and not by any mechanical or 
forinal test. Some of the more important factors to be considered in 
determining whether the donee has acquired ownership of the capital 
interest in a partnership are indicated in subdivisions (ii) to (x), in- 
clusive, of this subparagraph. 

(ii) Eetmned controls. — The donor may have retained such controls 
of the interest which he has purported to transfer to the donee that the 
donor should be treated as remaining the substantial owner of the 
interest. Controls of particular significance include, for example, the 
following:. 

(a) Retention of control of the distribution of amounts of in- 
come or restrictions on the distributions of amounts of income 
(other than amounts retained in the partnership annually with 
the consent of the partners, including the donee partner, for the 
reasonable needs of the business). If there is a partnership 
agreement providing for a managing partner or partners, then 
amounts of income may be retained in the partnership without 
the acquiescence of all the partners if such amounts are retained 
for the reasonable needs of the business. 

(b) Limitation of the right of the donee to liquidate or sell his 
interest in the partnership at his discretion witliout financial 
detriment. 

(c) Retention of control of assets essential to the business (for 
example, through retention of assets leased to the alleged part- 
iiership) . 

(d) Retention of management powers inconsistent with normal 
relationships among partners. Retention by the donor of control 
of business management or of voting control, such as is common 
in ordinary business relationships, is not by itself to be considered 
as inconsistent with normal relationships among partners, pro- 
vided the donee is free to liquidate his interest at his discretion 
without financial detriment. The donee shall not be considered 
free to liquidate his interest unless, considering all the facts, it is 
evident that the donee is independent of the donor and has such 
maturity and understanding of his rights as to be capable of 
deciding to exercise, and capable of exercising, his right to with- . , draw his capital interest from the partnership. 

The existence of some of the indicated controls, though amounting to 
less than substantial ownership retained by the donor, may be con- 
sidered along with other facts and circumstances as tending to show 
the lack of reality of the partnership interest of the donee. 

(iii) In&rect control. — Controls inconsistent with ownership by 
the donee may be exercised indirectly as well as directly, for example, 
through a separate business organization, estate, trust, individual, or 
other partnership. Where such indirect controls exist, the reality of 
the donee's interest will be determined as if such controls were exer- 
cisable directly. 
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(iv) Participation in management. — Substantial participation by 
the donee in the control and management of the business (including 
participation in the major policy decisions aff'ecting the business) is 
strong evidence of a donee partner's exercise of dominion and control 
over his interest. Such participation presupposes sufficient maturity 
and experience on the part of the donee to deal with the business prob- 
lems of the partnership. 

(v) Income distributions. — The actual distribution to a donee part, — 

ner of the entire amount or a, major portion of his distributive share of 
the business income for the sole benefit and use of the donee is substan- 
tial evidence of the reality of the donee's interest, provided the donor 
has not retained controls inconsistent with real ownership by the donee. 
Amounts distributed are not considered to be used for the donee's sole 
benefit if, for example, they are deposited, loaned, or invested in such 
manner that the donor controls or can control the use or enjoyment of 
such f unds. 

(vi) Conduct of partnership business. — In determining the reality 
of the donees ownership of a capital interest in a partnership, consider- 
ation shall be given to whether the donee is actually treated as a part- 
ner in the operation of the business. Whether or not the donee has 
been held out publicly as a partner in the conduct of the business, in 
relations with customers, or with creditors or other sources of fina~nc- 

ing, is of primary significance. Other factors of significance in this 
connection include: 

(a) Compliance with local partnership, fictitious names, and 
business registration statutes. 

(b) Control of business bank accounts. 
(c) Recognition of the donee's rights in distributions of part- 

nership property and profits. 
(d) Recognition of the donee's interest in insurance policies, 

leases, and other business contracts and in litigation aff'ecting 
business. 

(e) The existence of wi itten agreements, records, or memo- 
randa, contemporaneous with the taxable year or years concerned, 
establishing the nature of the partnership agreement and the 
rights and liabilities of the respective partners. 

(f) Filing of partnership tax returns as required by law. 
However, despite formal compliance with the above factors, other cir- 
cumstances may indicate that the donor has retained sukistantial owner- 
ship of the interest purportedly transferred to the donee. 

(vii) Trustees cs portners. — A trustee may be recognized as a part- 
ner for income tax purposes under the principles relating to family 
partnerships generally as applied to the particular facts of the trust- 
partnership arrangement. A trustee who is unrelated to and inde- 
pendent of the grantor, and who participates as a partner and receives 
distribution of the income distributable to the trust, will ordinarily 
be recognized as the legal owner of the partnership interest which he 
holds in trust unless the grantor has retained controls inconsistent with 
such ownership. However, if the grantor is the trustee, or if the 
trustee is amenable to the will of the grantor, the provisions of 
the trust instrument (particularly as to whether the trustee is 
subject to the responsibilities of a fiduciary), the provisions of the 
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partnership agreement, and the conduct of the parties must all be taken 
into account in determining whether the trustee in a fiduciary capacity 
lras become the real owner of the partnership. interest. Where the 
grantor (or person amenable to his will) is the trustee, the trust may 
be recognized as a partner only if the grantor (or such other person) 
in his participation in the a8airs of the partnership actively represents 
and protects the interests of the beneficiaries in accordance with the 
obligations of a fiduciary and does not subordinate such interests to the 
interests of the grantor, Furthermore, if the grantor (or person 
amenable to his will) is the trustee, the following factors will be given 
parti cul ar consideration: 

(a) Whether the trust is recognized as a partner in business 
dealings with customers and creditors, and 

(b) Whether, if any amount of the partnership income is not 
properly retained for the reasonable needs of the business, the 
trust's share of such amount is distributed to tlie trust annually 
and paid to the beneficiaries or reinvested with regard solely to the 
interests of the beneficiaries. 

(viii) Interests (not held in trust) of minor children. — Except 
where a minor child is shown to be competent to manage his own prop- 
erty and participate in the partnership activities in accordance with 
his interest in the property, a minor child generally will not be recog- 
nized as a member of a partnership unless control of the property is 
exercised by another person as fiduciary for the sole benefit of. the 
child, and unless there is such judicial supervision of the conduct of 
the fiduciary as is required by law. The use of the child's property or 
iiicome-for support for which a parent is legally responsible will be 
considered a use for the parent's benefit. "Judicial supervision of 
the conduct of the fiduciary" includes filing of such accountings and 
reports as are required by law of the fiduciary who participates in the 
affairs of the partnership on behalf of the minor. A minor child will 
be considered as competent to manage his own property if he actually 
has sufilcient maturity and experience to be treated by distinterested 
persons as competent to enter business dealings and otherwise to con- 
duct his a@airs on a basis of equality with adult persons, notwithstand- 
iiig legal disabilities of the minor under State law. 

(ix) Donees as limited partners. — The recognition of a donee's 
interest in a limited partnership will depend, as in the case of other 
donated interests, on whether the transfer of property is real and 
on whether the donee has acquired dominion and control over the 
interest purportedly transferred to him. To be recognized for Federal 
income tax purposes, a limited partnership must be organized and. con- 
ducted in accordance with the requirements of the applicable State 
limited-partnership law. The absence of services and participation in 
management by a donee in a limited partnership is immaterial if the 
limited partnership meets all the other requirements prescribed in this 
paragraph. If the limited partner's right to transfer or liquidate his 
interest is subject to substantial restrictions (for example, where the 
interest of the limited partner is not assignable in a real sense or where 
such interest may be required to be left in the business for a long term 
of years), or if the general partner retains any other control which 
substantially limits any of the rights which would ordinarily be 
exercisable by unrelated limited partners in normal business relation- 



ships, such restrictions on the riglit to tiansfer or liquidate, or reten- 
tion of other control, will be consiilered strong evide»ce as to the lack 
of reality of ownership by the donee. 

(x) rlIotr'i e. — If the reality of the transfer of interest is satisfac- 
torily established, the niotives for the transaction are generally imma- 
terial. However, the presence or absence of a tax-avoidance motive 
is one of many factors to be considered in determining the reality of 
the ownership of a capital interest, acquired by gift. 

(3) lllonztion of famr'l~g partne~8h~'p income. — (i) In generaÃ. — 
(a) I%here a, caliital interest in a, partnership in which capital is a, 
material income-producing factor is created by gift, the donee's distrib- 
utive share shall be includible in his gross incoine, except to the extent 
that such share is determined without allowance of reasonable compen- 
sation for services rendered to the partnership by the donor, and except 
to the extent that the portion of such clistributive share attributable to 
donated capital is proportionately greater than the distributive share 
attributable to the donor's capital. For the purpose of section 704, a 
capital interest in a partnership purchased by one member of a family 
from another shall be considered to be created by gift from the seller, 
and the fair market value of the purchased interest shall be con- 
sidered to be donated capital. The "family" of any individual, for 
the purpose of the preceding sentence, shall include only his spouse, 
ancestors, and lineal desceiidants, and aiiy trust for the prunary 
benefit of such persons. 

(b) To the extent that the partnership agreement does not allocate 
the partnership income in accordance ivith subdivision (a) of this 
subdivision, the distributive shares of the partnership income of the 
donor and donee shall be reallocated by making a reasonable allowance 
for the services of tlie donor and by attributing the balance of such 
income (other than a reasonable allo~ance foi the services, if any, 
rendered by the donee) to the partnership capital of the donor and 
donee. The portion of income, if any, thus attributable to partnership 
capital for the taxable vear shall be allocated between the donor and 
donee in accordance with their respective interests in partnership 
capital. 

(c) In determining a reasonable allowance for services rendered by 
the partners, conside~ration shall be given to all the facts and circum- 
stances of the business, including the fact that some of the partners may 
have greater managerial responsibility thaii others. There shall;ilso 
be considered the amount tliat would ordinarily be paid in order. to 
obtain comparable services from a person not haviiig an interest in 
the partnership. 

(ot) The distributive share of partnership inconie, as determined 
under subdivision (6) of this subdivision, of a partner ivho rendered 
services to the partnership before entering the Armed Forces of the 
United States shall not be diminished beca~use of absence due to mili- 
tary service. Such distributive share shall be adjusted to reflect in- 
creases or decreases in the capital interest of the absent partner. 
However, the partners may by agreement allocate a smaller share to 
the absent partner due to his absence. 

(ii) Special. ~lee. — (a) The provisions of s»bdivision (i) of this 
subparagraph, relating to allocation of family partnership income, 
are applicable where the interest in the partnership is created by gift, , 



indirectly or directly. Where the partnership interest is created in- 
directly, the term "donor" may include persons other than the nom- 
inal transferor. This rule may be illustrated by the following 
examples: 

L&'@amp/e (1). A father gives property to his son who shortly 
thereafter conveys the property to a partnership consisting of the 
father and the son. The partnership interest of the son may be 
considered created by gift and the father may be considered the 
donor of the son's partnership interest. 

Encamp/e (8). A father, the owner of a business conducted as 
a sole proprietorship, transfers the business to a partnership con- 
sisting of his wife and himself. The wife subsequently conveys 
her interest to their son. In such case, the father, as well as 
the mother, may be considered the donor of the son's partnership 
interest. 

Example (8). A father makes a gift to his son of stock in 
the family corporation. The corporation is subsequently liqui- 
dated. The son later contributes the property received in the 
liquidation of the corporation to a partnership consisting of his 
father and himself. In such case, for purposes of section 704, 
the son's partnership interest may be considered created by gift 
and the father may be considered the donor of his son's partner- 
ship interest. 

(6) The allocation rules set forth in section 704 (e) and subdivi- 
sion (i) of this subparagraph apply in any case in which the transfer 
or creation of the partnership interest has any of the substantial char- 
acteristics of a gift. Thus, allocation may be required where trans- 
fer of. a partnership interest is made between members of a family 
(including collaterals) under a purported purchase agreement, if 
the characteristics of a gift are ascertained from the terms of the pur- 
chase agreement, the terms of any loan or credit arrangements made 
to finance the purchase, or from other relevant data. 

(c) In the case of a limited partnership, for the purpose of the 
allocation provisions of subdivision (i) of this subparagraph, con- 
sideration shall be given to the fact that a general partner, unlike a 
limited partner, risks his credit in the partnership business. 

(4) Purchased interest. — (i) In general. — If a purported pur- 
chase of a capital interest in a partnership does not meet the require- 
ments of subdivision (ii) of this subparagraph, the ownership by the 
transferee of such capital interest will be recognized only if it quali- 
fies under the requirements applicable to a transfer of a partnership 
interest by gifts. In a case not qualifying under subdivision (ii) 
of this subparagraph, if payment of any part of the purchase price 
is made out of partnership earnings, the transaction may be regarded 
in the same light as a purported gift subject to deferred enjoyment 
of income. Such a transaction may be lacking in reality either as a 
gift or as a bona fide purchase. 

(ii) Tests as to reality of purchased interest. — A purchase of a 
capital interest in a partnership, either directly or by means of a loan 
or credit extended by a member of the family, will be recognized as 
bona fide if: 

(a) It can be shown that the purchase has the usual charac- 
tenstics of an arm' s-length transaction, considering all relevant 
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factors, including the terms of the purchase agreement (as to 
price, due date of payment, rate of interest, and security, if any) 
and the terms of any lo«n or credit arrangement collateral to the 
purchase agreement; the credit standing of the purchaser (apart 
from relationship to the seller) and the capacity of. the pur- 
chaser to incur a, legally binding obligation; or 

(5) It can be shown, in the absence of characteristics of an 
arm' s-length transaction, that the purchase was genuinely in- 
tended to promote the sllccess of the business by securing par- 
ticipation of the purchaser in the business or by adding his credit 
to that of the other participants. 

However, if the alleged purchase price or loan has not been paid or 
the obligation otherwise discharged, the factors indicated in subdi- 
visions (a) and (5) of this subdivision shall be taken into account 
only as an aid in determining whether a bona fide purchase or loan 
obligation existed. 

1 705 STATUToRY PRovIsIQNs j DETERMINATIoN oF BASIs oF P LRT 
'XER S INTEREST. 

SEC. 705. DETER'AIINATION OF BASI'S OF PARTNER'S INTEREST. 
(a) GENERAL RULE. — The adjusted basis of a partner's interest in 

a partnership shall, except as provided in subsection (b), be the basis 
of such interest determined under section 722 (relating to contributions 
to a partnership) or section 742 (relating to transfers of partnership 
interests)— 

(I) Increased by the sum of his distributive share for the taxable 
year and prior taxable years of— 

(A) Taxable income of the partnership as determined under 
section 708 (a), 

(B) Income of the partnership exempt from tax under this 
title, and 

(C) The excess of the deductions for depletion over the basis 
of the property subject to depletion; and 

(2) Decreased (but not below zero) by distributions by the part- 
nership as provided in section 788 and by the sum of his distribu- 
tive share for the taxable year and prior taxable years of— 

(A) Losses of the partnership, and 
(B) Expenditures of the partnership not deductible in com- 

puting its taxable income and not properly chargeable to capital 
account. 

(b) ALTERNATIvE RULE. — The Secretary or his delegate shall prescribe 
by regulations the circumstances under which the adjusted basis of 
a partner's interest in a partnership may be determined by reference to 
his proportionate share of the adjusted basis of partnership property 
upon a termination of the partnership. 

eI 1, 705 — 1 DETERMINATioN oF BAsls oF PARTNER's INTKREsT — (a) 
General rule. — (1) Section 705 and this section provide rules for 
determining the adjusted basis of a partner's interest in a partnership. 
A partner is required to determine the adjusted basis of his interest 
In a partnership only when necessary for the determination of his tax 
liability or that of any other person. The determination of the ad- 
justed basis of a partnership interest is ordinarily made as of the 
end of a partnership taxable year. Thus, for example, such year-end 
determination is necessary in ascertaining the extent to which a part- 
ner's distributive share of partnership losses may be allowed. See 
section 704(d). However, where there has been a sale or exchange 
of all or a part of a partnership interest or a liquidation of a partner's 
entire interest in a partnership, the adjusted basis of the partner's 
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interest should be determined as of the date of sale or exchange or 
liquidation. The adjusted basis of a partner's interest in a partner- 
ship is determined without regard to any amount shown in the part- 
nership books as the partner's "capitaV', "equity", or similar account. 
For example, A contributes property with an adjusted basis to him 
of $400 (and a value of $1, 000) to a partnership. B contributes $1, 000 
cash. While under their agreement each may have a "capital account" 
in the partnership of $1, 000, the adjusted basis of A's interest is only 
$400 and B's interest, $1, 000. 

(9) The original basis of a partner's interest in a partnership shall 
be determined under section 729 (relating to contributions to a partner- 
ship) or section 749 (relating to transfers of partnership interests). 
Such basis shall be increased under section 79~2 by any further contribu- 
tions to the partnership and by the sum of the partner's distributive 
share for the taxable year and prior taxable years of- 

(i) Taxable income of the partnership as determined under 
section 703 (a), 

(ii) Tax-exempt receipts of the partnership, and 
(iii) The excess of the deductions for depletion over the basis 

of the depletable property. 
(3) The basis shall be decreased (but not below zero) by distribu- 

tions from the partnership as provided in section 733 and by the sum 
of the partner's distributive share for the taxable year and prior tax- 
able years of- 

(i) Partnership losses (including capital losses), and 
(ii) Partnership expenditures which. are not deductible in com- 

puting partnership taxable income or loss and which are not 
capital expenditures. 

(4) For the eRect of liabilities in determining the amount of con- 
tributions made by a partner to a partnership or the amount of dis- 
tributions made by a partnership to a partner, see section 759 and 

f 1. 752 — 1, relating to the treatment of certain liabilities. In deter- 
mining the basis of a partnership interest on the eRective date of sub- 

chapter K or any of the sections thereof, the partner's share of partner- 
ship liabilities on that date shall be included. 

(b) A/ternatiee rule. — In certain cases, the adjusted basis of a 
partner's interest in a partnership may be determined by reference to 
the partner's share of the adjusted basis of partnership property which 
would be distributable upon termination of the partnership. The 
alternative rule may be used to determine the adjusted basis of a part- 
ner's interest where circumstances are such that the partner cannot 
practicably apply the general rule set forth in section 705 (a) and para- 
graph (a) of this section, or where, from a consideration of all the 
facts, it is, in the opinion of the Commissioner, reasonable to conclude 
that the result produced will not vary substantially from the result 
obtainable under the general rule. Where the alternate rule is used, 
adjustments may be necessary in determining the adjusted basis of a 
partner's interest in a partnership. Adjustments would be required, 
for example, in order to refiect in a partner's share of the adjusted basis 
of partnership property any significant discrepancies arising as a re- 
sult of contributed property, tr~ansfers of partnership interests, or dis- 
tributions of property to the partners. The operation of the alter- 
native rules may be illustrated by the following examples: 
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tramp/c (1). The ABC partnership, in which A, B, and C are 
equal partners, owns various properties with a total adjusted basis 
of $1, 500 and has earned and retained an additional $1, 500. The 
total adjusted basis of partnership property is thus $3, 000. Each 
partner's share in the adjusted basis of partnership property is 
one-third of this alnount, or $1, 000. Under the alternative rule, 
this amount represents each partnei's adjusted basis for his part- 
nership interest. 

E&zermple (. ~). Assume that partner A in exaniple (1) of this 
paragraph sells his partnership interest to D for $1, 250 at 0 time 
when the partnership property with an adjusted basis of $1, 500 
had appreciated in value to $3, 000, and when the partnership also 
had $750 in cash. The total adjusted basis of all partnership 
property is $2, 250 and the value of such property is lIi3, 750. D's 
basis for his partnership interest is his cost, $1, 250. However, his 
one-third share of the adjusted basis of partnership property is 
only $750. Therefore, for the purposes of the alternative rule, 
D has an adjustment of $500 in determining the basis of his inter- 
est. This amount represents the difFerence between the cost of his 
partnership interest and his share of partnership basis at the 
time of his purchase. If the partnership subsequently earns and 
retains kn additional $1, 500, its property will have an adjusted 
basis of $3, 750. D's adjusted basis for his interest under the 
alternative rule is $1, 750, determined by adding $500, his basis 
adjustment, to $1, 250 (his one-third share of the $3, 750 adjusted 
basis of partnership property). If the partnership distributes 
$250 to each partner in a, current distribution, D's adjusted basis 
for his interest will be $1, 500 ($1, 000, his one-third share of the 
remaining basis of partnership property, $3, 000, plus his basis 
adjustment of $500). 

Examp/e (8). Assume that BCD partnership in example (2) 
of this paragraph continues to operate. In 1960s D proposes to 
sell his partnership interest and wishes to evaluate the tax conse- 
quences of such sale. It is necessary, therefore, to determine the 
adjusted basis of his interest in the partnership. Assume further 
that D cannot determine the adjusted basis of his interest under 
the general rule. The balance sheet of the BCD partnership is 
as follows: 

Cash 
Receivables 
Depreciable Property 
Land held for investment 

Ass&de 

Adjusied 
t&asis per 

books 

$3, 000 
4, 000 
5, 000 

18, 000 

jrfarket 
valse 

$3, 000 
4, 000 
5, 000 

30, 000 

Total 
LiabiMies ared Capital 

Liabilities 
Capital Accounts: B 

C 
D 

Total 

$30, 000 $42, 000 
Per books 

$6, 000 
4, 500 
4, 500 

15, 000 

$v30, 000 

The $15, 000 representing the amount of D's capital account does 
not reflect the $500 basis adjustment arising from D's purchase 
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of his interest. See example (9) of this paragraph. The adjusted 
basis of D's partnership interest determined under the alternative 
rule is a follows: 
D's share of the adjusted basis of partnership property (reduced 

by the amount of liabilities) at time of proposed sale $15, 000 
D's share of partnership liabilities (under the partnership agree- 

ment liabilities a&. e shared equally) 2, 000 
D's basis adjustment from example (2) 500 

Adjustment basis of I)'s interest at the time of proposed sale, as 
determined under alternative rule $17, 500 

1 706 STATE TQRY I RovIsIoNs j TAxABLE YEARs oF PARTNER AND 

PARTNERSIIIPS. 

SEC. 706. TAXABLE YEARS OF PARTNliR AND PARTNERSHIP. 

(a) YEAR IN WHIcH PARTNERsHIP INcoME Is INcLUDIBLE. — In con&puting 
the taxable income of a partner for a taxable year, the inclusions required by 
section 702 and section 707(c) with respect to a partnership shall be based 
on income, gain, loss, deduction, or credit of the partnership for any taxable 
year of the partnership ending within or with the taxable year of the 
partner. 

(b) ADOPTION OF TAXABLE YEAR. — 
(1) PARTNERsHIP s TAXABLE YEAR. — The taxable year of a partnership 

shall be determined as though the partnership were a taxpayer. A part- 
nership may not change to, or adopt, a taxable year other than that of 
all its principal partners unless it establishes, to the satisfaction of the 
Secretary or his delegate, a business purpose therefor. 

(2) PARTNzR's TAxABr, z YzAR. — A partner may not change to a taxable 
year other than that of a partnership in which he is a principal partner 
unless he establishes, to the satisfactiou of the Secretary or his dele- 
gate, a business purpose therefor. 

(3) PRINCIIAr. IARTNER. — For the purpose of this subsection, a prin- 
cipal partner is a partner having an interest of 5 percent or more in 
partnership profits or capital. 

(C) CLOSING OF PARTNERSHIP YEAR. — 
(1) GENERAL Rvr, z. — Except in the case of a termination of a partuer- 

ship and except as provided in paragraph (2) of this subsection, the 
taxable year of a partnership shall not close as the result of the death 
of a partner, the entry of a new partner, the liquidation of a partner's 
interest in the partnership, or the sale or exchange of a partner's interest 
in the partnership. 

(2) PARTNER wHO RETIREs oR BELLs INTEREsT IN PARTNERBHIP. — 
(A) Disposition of entire interest. The taxable year of a partner- 

ship shall close- 
(i) With respect to a partner who sells or exchanges his 

entire interest in a partnership, and 
(ii) With respect to a partner whose interest is liquidated, 

except that the taxable year of a partnership with respect to a 
partner who dies shall not close prior to the end of the partner- 
ship's taxable year. 

Such par'tner's distributive share of items described in section 702 (a) 
for such year shall be uetermined, under regulations prescribed by 
the Secretary or. his delegate, for the periou ending with such sale, 
exchange, or liquidation. 

(B) Disposition of less than entire interest. The taxable year of 
a partnership shall not close (other than at the end of a partner- 
ship's taxable year as determined under subsection (b) (1) with 
respect to a partner who sells or exchanges less than his entire 
interest in the partnership or with respect to a partner whose in- 
terest is reduced, but such partner's distributive share of items de- 
scribed in section 702 (a) shall be determined by taking into account 
his varying interests in the partnership during the taxable year. 
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$ 1. 706 — 1 TAxABIE YEARs oF PARTNER AND PARTNKRsIIIF. — (a) 
Xearsin iohich partnershi p income is incluCible. (1) In computing 
his taxable income for a taxable year, a partner is required to in- 
clude his distributive share of partnership items set forth in section 
702 for any partnership year ending within or with his taxable year. 
A partner shall also include in his taxable income for a taxable year 
"guaranteed payments" uncler section 707(c) which are made to his'n 
in a partnership taxable year ending within or with his taxable year. 
The provisions of this subparagraph may be illustrated by the fol- 
lowing example: 

Example. I artner A. reports his income for a calendar year, 
while the partnership of which he is a meInber reports its income 
for a fiscal year ending ofay 81. During the partnership taxable 
year ending May 61, 1056, A received guaranteed payments of 
$1, 200 for services and for the use of capital. Of this amount, 
$700 was received by A between June 1 and December 81, 1%5, 
and the remaining $500 was received by him between January 1 
and AIay 81, 1056. This entire $1, 200 received by A. is includible 
in his taxable income for the calendar year 1056 (together with his 
distributive share of partnership items set forth in section 702 for 
the partnership taxable year ending May 81, 1956). 

(2) If a partner receives distributions under section 781 or sells 
or exchanges all or part of his partnership interest, any gain or loss 
arising therefrom does not constitute partnership income and is in- 
cludible in the partner's gross income for his taxable year in which 
the payment is made. See sections 451 and 461, 

(b) Adoption or change in taxable year. — (1) Partner~hip taxable 
year. — (i) The taxable year of a partnership shall be determined as 
though the partnership were a taxpayer. 

(ii) A newly formed partnership may adopt a taxable year which 
is the same as the taxable year of all its principal partners (or the 
same as the taxable year to which all of its principal partners a, re 
concurrently changing) without securing prior approval from the 
Commissioner, or it may adopt a calendar year without securing prior 
approval from the Commissioner if all its principal partners are not 
on the same taxable yea, r. In any other case, a newly formed part- 
nership must, secure prior approval from the Commissioner for the 
adoption of a taxable year. 

(iii) An existing partnership may not change its taxable year 
without securing prior approval from the Commissioner, unless all 
its principal partners have the same taxable year to which the partner- 
ship changes, or unless all its principal partners concurrently change 
to such taxable year. 

(2) Partner's taxable year. — A partner may not change his taxable 
year without securing prior approval from the Commissioner. See 
section 442 and the regulations thereunder. 

(8) Principal partner. — For the purpose of this paragraph, a prin- 
cipal partner is a partner having an interest of 5 percent or more in 
partnership profits or capital. 

(4) Application for approval. — (i) Change. — Application for a 
change in a, taxable year shall be filed on Form 1128 with the Com- 
missioner on or before the last day of the month following the close 
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of the short period for which a return is required to effect the change 
of taxable year. 

(ii) Adopt~on. — Where a newly formed partnership is required to 
secure prior approval from the Commissioner for the adoption of a 
taxable year, the partnership shall file an application on Form 1128 
with the Commissioner on or before the last day of the month follow- 
ing the close of the taxable year to be adopted. The partnership 
shall modify Form 1128 to the extent necessary to indicate that it zs 

an application for adoption of a taxable year. 
(iii) Business purpose. — Where prior approval is required under 

this paragraph, the applicant must establish a business purpose to 
the satisfaction of the Commissioner. For example, partnership AB, 
which is on a calendar year, is engaged in a business which has a 
natural business year (the annual accounting period encompassing all 
related income and expenses) ending on September 30th. The inten- 
tion of the partnership to make its tax year coincide with such natural 
business year constitutes a sufficient business purpose. 

(5) Peters'. — (i) Partner. — A partner who changes his taxable 
year shall make his return for a short period in accordance with sec- 
tion 448, and shall attach to the return a copy of the letter from the 
Commissioner granting approval for the change of taxable year. 

(ii) Partnerstup. — (a) A partnership which changes its taxable 
year shall make its return for a short period in accordance with sec- 
tion 448, but shall not annualize the partnership taxable income. The 
partnership shall attach to the return either a copy of the letter from 
the Commissioner granting approval of the change of taxable year, 
or a statement indicating that the partnership is changing its taxable 
year to the same taxable year as that of all its principal partners or 
to the same taxable year as that to which all its principal partners are 
concurrently changing. 

(b) Any newly formed partnership shall file with its first return 
either: 

(1) A copy of the letter from the Commissioner approving 
the adoption of a partnership taxable year which is not the same 
as the taxable year of all its principal partners; or 

(8) A statement indicating that, the taxable year it has adopted 
is the same as the taxable year of all its principal partners, or 
that all its principal partners are concurrently changing to the 
taxable year it has adopted; or 

(8) A statement that all its principal partners are not on the 
same taxable year and that it is adopting a calendar year without 
prior approval. 

(6) Effectiv date. — Section 706(b) applies to any partnership 
which adopts or changes to a taxable year beginning on or after April 
2, 1954, and to any partner who changes to a taxable year beginning 
on or after that date. For the purpose of applying this provision, 
section 708 (relating to the continuation of a partnership) applies to 
any such taxable year. See section 771(b) (1) and g 1. 771 — 1(b) (1). If a partnership has changed to or adopted, or if a partner has 
changed to, a taxable year beginning on or after April 2, 1%4, with- 
out obtaining prior approval of the Commissioner, and if, under the 
provisions of this paragraph, prior approval is required for the 
change or adoption, such annual accounting period will not be ac- 
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cepted as a taxable year until approval thereof is secured. [Jnder 
these circumstances, a» application to change to or adopt the desired 
taxable year ivill be considered timely if filed within 00 days follow- 
ing the promulgation of the regulations under section 706. 

(c) Closincg of partnership year. — (1) General rule. — Section 
706(c) and this paragraph provide rules governing the closing of 
partnership years. The closing of a partnej ship taxable year or a 
termination of a partnership for Federal income tax purposes is not 
necessarily governed by the "dissolution, " "liquiclation, " etc, of a, 
partnership under State or local law. The taxable year of a partner- 
ship shall not close as the result of the death of a partner, the entry 
of a new partner, the liquidation of a part»er's entire inte~rest in the 
partnership (as defined in section 761(d)), or the sale or exchange 
of a partner's interest in the partnership, except in the case of a ter- 
mination of a, partnership and except as provided in subparagraph 
(2) of this paragraph. In the case of terinination, the partnership 
taxable year closes for all partners as of the date of termination. See 
section 708(b) and $ 1. 708 — 1(b). 

(2) Partner idaho retires or sells interest in partnership. — (i) Dis- 
position of entire interest. — A partnership taxable year shall close 
with respect to a partner who sells or exchanges his entire interest in 
a partnership, and with respect to a partner whose entire interest is 
liquidated. However, a partnership taxable year with respect to a 
partner who dies shall not close prior to the end of such partnership 
taxable year, or the time when such partner's interest (held by his 
estate or other successor) is liquidated or sold or exchanged, which- 
ever is earlier. See subparagraph (8) of this paragraph. 

(ii) Inclusionsin taxable income. — In the case of a sale, exchange, 
or liquiclation of a partner's entire interest in a partnership, the part- 
ner shall include in his taxable income for his taxable year within or 
with which his membership in the partnership ends, his distributive 
share of items described in section 702(a), and any guaranteed pay- 
ments under section 707(c), for his partnership taxable year ending 
with the date of such sale, exchange, or liquidation. In order to avoid 
an interim closing of the partnership books, such partner's distributive 
share of iteins described in section 702(a) may, by agreement among 
the partners, be estimatecl by taking his pro rata part of the amount 
of such items he ~ould have included in his taxable income had he 
remained a, partner until the end of the partnership taxable year. 
The proration may be based on the portion of the taxable year that 
has elapsed prior to the sale, exchange, or liquidation, or may be 
determined under any other method that is reasonable. Any partner 
ivho is the transferee nf such partner's interest shall include in his 
taxable income, as his clistributive share of items described in section 
702(a, ) with respect to the acquired interest, the pro rata part, (deter- 
mined by the method used by the transferor partner) of the amount 
of such items he would have included had he been a partner from the 
beginning of the taxable year of the partnership. The application of 
this subdivision may be illustrated by the following example: 

Example. Assume that a, partner selling his partnership inter- 
est on June 80, 1055, has an adjustecl b~asis for his interest of 
$5, 000 on that d~ate; that his pro rata share of partnership income 
up to June 80 is $15, 000; and that he sells his interest for $20, 000. 



Under the provisions of section 706(c) (9), the partnership year 
with respect to him closes at the time of the sale. The $15, 000 
is includible in his income as his distributive share and, under 
section 705, it increases the basis of his partnership interest to 
$90, 000, which is also the selling price of his interest. Therefore, 
no gain is realized on the sale of his partnership interest. The 
purchaser of this partnership interest shall include in his income 
as his distributive share his pro rata part of partnership income 
for the remainder of the partnersh1p taxable year. 

(8) Partner who dies. — (i) When a partner dies, the partnership 
taxable year shall not close with respect to such partner prior to the 
end of the partnership taxable year. The partnership taxable year 
shall continue both for the remaining partners and the decedent part- 
ner. Where the death of a partner results in the termination of the 
partnership, the partnership taxable year shall close for all partners 
on the date of such termination under section 708(b) (1) (A). See 
also $ 1. 708 — 1(b) (1) (i) (6) for the continuation of a 2-member part- 
nership under certain circumstances after the death of a partner. 
However, if the decedent partner's estate or other successor sells or 
exchanges its entire interest in the partnership, or if its entire interest 
is liquidated, the partnership taxable year with respect to the estate 
or other successor in interest shall close on the date of such sale or 
exchange, or the date of completion of the liquidation. 

(ii) The last return of a decedent partner shall include only his 
share of partnership taxable income for any partnership taxable year 
or years ending within or with the last taxable year for such decedent 
partner (i. e. , the year ending with the date of his death); The dis- 
tributive share of partnership taxable income for a partnership taxable 
year ending after the decedent's last taxable year is includible in the 
return of his estate or other successor in interest. If. the estate or 
other successor in interest of a partner continues to share in the props 
or losses of the partnership business, the distributive share thereof 
is includible in the taxable year of the estate or other successor in 
interest within or with which the taxable year of the partnership ends. 
See also $ 1;786 — 1(a) (1) (ii). Where the estate or other successor 
in interest receives distributions, any gain or loss on such distributions 
is includible in its gross income for its taxable year in which the 
distribution is made. 

(iii) If a partner (or a retiring partner), in accordance with the 
terms of the partnership agreement, designates a person to succeed 
to his interest in the partnership after his death, such designated per- 
son shall be regarded as a successor in interest of the deceased for 
purposes of this chapter. Thus, where a partner designates his widow 
as the successor in interest, her distributive share of income for the 
taxable year of the partnership ending within or with her taxable 
year may be included in a joint return in accordance with the provi- 
sions of sections 9 and 6013(a) (9) and (8). 

(iv) If, under the terms of an agreement existing at the date of 
death of a partner, a sale or exchange of the decedent partner's in- 
terest in the partnership occurs upon that date, then the taxable year 
of the partnership with respect to such decedent partner shall close 
upon the date of death. See section 706. (c) (9) (A) (i). The sale or 
exchange of a partnership interest does not, for the purpose of this 
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rule, include any transfer of a partnership interest which occurs 
at death as a result of inheritance or any testamentary disposition. 

(v) To the extent tliat aiiy part of a distributive share of partner- 
ship income of the est:ite or other successor in interest of a deceasecl 
partner is attribut;ible to the decedent for the period ending with the 
date of his death, such part of the clistributive share is income in re- 
spect of the decedent undei. section 691. Sec section 691 and the regu- 
lations thereunder. 

(vi) The provisions of this subparagraph niay be illustrated by 
the following examples: 

Ezwup/e (1). B has a taxable year ending December 81 an(1 
is a member of partnership ABC, the taxable year of which enils 
on June 80. B dies on October 81, 1955. IIis estate (which as 
a new taxpayer may, under section 441 and the regulations there- 
under, adopt any taxable year) adopts a taxable year ending 
October 81. The return of the decedent for the period January 
1 to October 81, 1955, will include only his distributive share of 
taxable income of the partnership for its taxable year ending 
Iune 80, 1955. The distributive share of taxable income of the 
partnership for its taxable year endiiig June 80, 1956, arising 
from the interest of the decedent, will be includible in the re- 
turn of the estate for its taxable year ending October 81, 1956. 
That part of the distributive share attributable to the decedent 
for the period ending with the date of his death (July 1 through 
October 81, 1955) is income in respect of a decedent under section 
691. 

Examen/e (8). Assume the same facts as in example (1) of 
this subdivision, except that, prior to B's death, B and D had 
agreed that, upon B's death, D would purchase B's interest, for 
$10, 000. When B dies on October 81, 1955, the partnership tax- 
able year beginning July 1, 1955, closes with respect to him. 
Therefore, the return for B's last taxable year (January 1 to 
October 81, 1955) will include his distributive share of taxable 
income of the partnership for its taxable year ending June 80, 
1955, plus his distributive share of partnership taxable income 
for the period July 1 to October 81, 1955. See subdivision (iv) 
of this subparagraph. 

Encamp/e (8) H is a member of a partnership having a tax- 
able year ending December 81, Both H and his wife W are on 
a calendar year and file joint returns. H dies on March 81, 1955. 
Administration of the estate is completed and the estate, includ- 

ing the partnership interest, is distributed to W as legatee on 
November 80, 1955. Such distribution by the estate is not a 
sale or excha~nge of H's partnership interest. No part of the 
taxable income of the partnership for the taxable year ending 
December 81, 1955, which is allocable to EI, will be included in 
H's taxable income for his last taxable year (January 1 through 
March 81, 1955) or in the taxable income of H's estate for the 
taxable year April 1 through November 80, 1955, The distribu- 
tive share of partnership taxable income for the full calendar 
year that is allocable to H will be includible in the taxable in- 
come of W for her taxable year ending December 81, 1955, and 
she may file a joint return under sections 2 and 6018(a) (8). 
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That part of the distributive share attributable to the decedent 
for the period ending with the date of his death (January 1 
through March 81, 1955) is income in respect of a decedent under 
section 691. 

Encamp/e ($). M is a member of partnership JKM which oper- 
ates on a calendar year. M and his wife S file joint returns for 
calendar years. In accordance with the partnership agreement, 
M designated S to succeed to his interest in the partnership upon 
his death. M, who had withdrawn $10, 000 from the partnership 
before his death, dies on October 90, 1955. S's distributive share 
of income for the taxable year 1955 is $15, 000 ($10, 000 of which 
represents the amount withdrawn by M). S shall include 
$15, 000 in her income, even though M received $10, 000 of this 
amount before his death. S may file a joint return with M for 
the year 1955 under sections 9 and 6018(a). That part of the 
$15, 000 distributive share attributable to the decedent for the 
period ending with the date of. his death (January 1 through 
October 90, 1955) is income in respect of' a decedent under section 
691. 

(4) Disposition of less than entire interest. — If a partner sells or 
exchanges a part, of his interest in a partnership, or if the interest 
of a partner is reduced, the partnership taxable year shall continue to 
its normal end. In such case, the partner's distributive share of items 
which he is required to include in his taxable income under the pro- 
visions of section 702(a) shall be determined by taking into account 
his varying interests in the partnership during the partnership tax- 
able year in which such sale, exchange, or reduction of interest 
occurred. 

(5) 1'ransfer of interest by IIift. — The transfer of a partnership 
interest by gift does not close the partnership taxable year with re- 
spect to the donor. However, the income up to the date of gift attribu- 
table to the donor's interest shall be allocated to him under section 
704(e)(Z). 

f) 1. 707 STATUTQRY PRovIsIoNs ) TRANsAOTICNS BETwEEN PARTNER 
AND PARTNERSHIP. 

SEC. 707. TRANSACTIONS BETWEEN PARTNER AND 
PART'NERSEIIP. 

(a) PARTNER NCT AGTING IN CAPAcITY As PARTNER. — If a partner 
engages in a transaction with a partnership other than in his capacity 
as a member of such partnership, the transaction shall, except as 
otherwise provided in this section, be considered as occurring between 
the partnership and one who is not a partner. 

(b) CERTAIN SALES oR ExcHANGEs oF PRCPERT'Y WITII RERPEGT To CCN- 
TRCLLL'D PARTNERsHIPs— 

(1) LossEs DIsAI. I. owED. — No deduction shall be allowed in re- 
spect of losses from sales or exchanges of property (other than an 
interest in the partnership), directly or indirectly, between— 

(A) A. partnership and a partner owning, directly or in- 
directly, more than 50 percent of the capital interest, or the 
profIts interest, in such partnership, or 

(B) Two partnerships in which the same persons own, di- 
rectly or indirectly, more -than 50 percent of the capital in- 
terests or profits interests. 

In the case of a subsequent sale or exchange by a transferee de- 
scribed in this paragraph, section 287(d) shall be applicable as if 
the loss were disallowed under section 207(a) (1). 
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(2) GAINS '1'SEATED As i&BD&NARY INcoME' In i. lie case of a sale 
I' exi'harige, ili&«i tly or in«lire«tIV, of property, ivhich in the hanils 

of the trlnsferee, is property other th in a c ipital asset iis ilefined 
in sectioii 1'&21- 

(A) between a partnersliip anti a p'&itner owning, directly 
or inilirectly, more than 80 percent of the capital interest, or 
profits interest, in such partnershili, or 

(8) Betvveeu two partnershlps in Ivhich tile saine persons 
oivn, directly or i»ilirectly, niore than 80 per«i nt of the capital 
interests or pri&fifs interests, 

any gain recognized shall be consiili. red as gain from the sale or 
exchange of property other than a capital asset. 

(3) GivNKRSHIP oF A cAPITAL oR PROFITs INTEREsT. — k ol' pul'poses 
of para raphs (1) anti (2) of this subsection, the ownership of a 
capital or profits interest in a l&artnership shall be iletermi»ed in 
accordance with the rules for constructive ownership of stock pro- 
vided in section 267(c) other than para'raph (8) of such section. 

(c) GUARANTEED PAYMENTS. — To the extent determined )vithout re- 
gard to the income of the partnership, paynients to a partner for serv- 
ices or the use of capital shall be considered as made to one who is not 
a me)»her of the partnership, but only for the purposes of section 61(a) 
(relatin, to "ross iucome) and seition 162(a) (ielating fo trade or 
business expenses). 

f1. 70i — 1 TRANSACTIoNs BETwEKN l ARTNER AND I ARTNERsliIP— 
(a) Partner not acting in capacity as pai tner. — A partner who engages 
in a transaction with a partnersliip other than in his capacity a~s a 
partner shall be treated as if he Ivere not a member of the partnership 
with respect to such transaction. Such transactions include, for ex- 
ipmple) loans of mo»ey or property by the partnership to the partner 
or by the paitner to the partnership, the sale of property by the 
partner to the partnership, the purcha~se of. property by the partner 
from the partnership, and the renclering of services by the partner- 
ship to the partner or by the partner to the partnership. Where a 
partner retains the owiiersliip of property but alloivs the partnership 
to use such separately owned property for partnership purposes (for 
example, to obtain credit or to secure firm creditors by guarlinty, 
pledge, or other agreement) the transaction is treated as one between 
a partnership and a partner not acting in his capacity as a, partner. 
However, transfers of money or property by a partner to a partner- 
ship as contributions, or transfers of money or property by a partner- 
sliip to a partner as distributions, are not transactions included within 
the provisions of this section. In all cases, the substance of the 
transaction v-ill govern rather than its form. See g 1. 781 — 1(c) (3). 

(b) Certain sales or exchanges of property tcith. Iespect to con- 
troVed partnerships. — (1) Losses disallow&ed. — (i) No deduction sliall 
be allowed for a loss on a sale or exchaiige of property (other than 
an interest in the partnership), directly or indirectly, between a part- 
nership ancl a, partner who owns, clIrectly or indirectly, more than 
50 percent of the capital interest or l)iohts interest in such pa. rtner- 
ship. A loss on a sale or exchange of property, directly or indirectly, 
between two partnerships in which the same persons own, directly or 
indirectly, more than 50 percent of the capital interest or profits in- 
terests in each partnership shall not be allowed. 

(ii) If a gain is realized upon the sul&sequent sale or exchange by 
a transferee of property with respect to which a, loss lvas disallowed 
under the provisions of subdivision (i) of this subparagraph, section 
$67(d) (relating to lmount of gain vvhere loss previously disalloived) 
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shall apply as though the loss were disallowed under section 
967(a) (1). 

(9) Gains treated as ordinary income, — Any gain recognized upon 
the sale or exchange, directly or indirectly, of property which, in the 
hands of the transferee immediately after the transfer, is property 
other than a capital asset, as defined in section 1991, shall be ordinary 
income if the transaction is between a partnership and a partner who 
owns, directly or indirectly, more than 80 percent of the capital in- 
terest or profits interest in the partnership. This rule also applies 
where sufi a transaction is between partnerships in which the same 
persons own, directly or indirectly, more than 80 percent of the capi- 
tal interests or profits interests in each partnership. The term "prop- 
erty other than a capital asset" includes (but is not limited to) trade 
accounts receivable, mventory, stock in trade, and depreciable or real 
property used in the trade or business. 

(8) Ownership of capital or profits interest. — For the purpose of 
section 707(b) and this paragraph, the ownership of a capital in- 
terest or profits interest in a partnership shall be determined in accord- 
ance with the rules for constructive ownership of stock provided in 
section 967(c) (1), (2), (4), and (5). Under these rules, ownership 
of a capital or profits interest in a partnership may in certain cir- 
cumstances be attributed to a person who is not a partner as defined 
in section 761(b). 

(c) Cruaranteed payments. — Payments made by a partnership to 
a partner for services or for the use of capital are considered. as made 
to a person who is not a partner, to the extent such payments are 
determined without regard to the income of the partnership. How- 
ever, a partner must include such payments as ordinary income for 
his t~axab]e year within or with which ends the partnership taxable 
year in which the partnership deducted such payments as paid or 
accrued under its method of accounting. See section 706(a) and 
$ 1. 706 — 1(a). Guaranteed payments are considered as made to one 
who is not a member of the partnership, only for the purposes of 
section 61(a) (relating to gross income) and section 169(a) (relating 
to trade or business expenses) . They do not constitute an interest in 
partnership profits for purposes of sections 706(b) (8), 707(b), and 
708(b). For the purposes of other provisions of the internal revenue 
laws, guaranteed payments are regarded as a partner's distributive 
share of ordinary income. Thus, a partner who receives guaranteed 
payments for a period during which he is absent from work because 
of personal injuries or sickness is not entitled to exclude such pay- 
ments from his gross income under section 105 (d) . Similarly, a part- 
ner who receives guaranteed payments is not regarded as an employee 
of the partnership for the purposes of withholding of tax at source, 
deferred compensation plans, etc. The provisions of this paragraph 
may be illustrated by the following examples: 

Example (1). Under the ABC partnership agreement, partner 
A is entitled to a fixed annual payment of $10, 000 for services, 
without regard to the income of the partnership. His distributive 
share is 10 percent. After dediicting the guaranteed payment, the 
partnership has $50, 000 ordin;iry income. A must include $15, 000 
as ordinary income for his taxable year within or with which the 
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partnership (axable years ends ($10, 000 guaranteed payment plus 
$5, 000 distributive share). 

Examp/6 (8). Partner C in the CD partnership is to receive 
30 percent of partnership income as determined before taking into 
account any guaranteed payments, but not less than $10, 000. The 
income of the partnership is $60, 000, and C is entitled to $18, 000 
(30 percent of $60, 000) as his distributive share. Xo pat t of this 
amount is a guar Inteed payment. However, if the partnership 
had income of $20, 000 instead of $60, 000 (30 percent of $20, 000) 
would be partner C's distributive share, an&1 the remaining $4, 000 
payable to C would be a guaranteed payment. 

Example (8). Partner X in the XY partnership is to receive 
a payment of $10, 000 for services, plus 30 percent of the taxable 
income or loss of the partnership, After deducting the payment 
of $10, 000 to partner X, the XY partnership has a, loss of $9, 000. 
Of this amount. , $2, 700 (80 percent of the loss) is X's distributive 
share of partnership loss and, subject to section 704(d), is to be 
taken into account by him in his return, In addition, he must 
report as ordinary income the guaranteed payment of $10, 000 
made to him by the partnership. 

Example ($). Assume the same facts as in example (8) of 
this paragraph except that, instead of a $9, 000 loss, the partner- 
ship has $80, 000 in capital gains and no other items of income or 
deduction except the $10, 000 paid X as a guaranteed payment. 
Since the items of partnership income or loss must be segregated 
under section 702 (a), the partnership has a $10, 000 ordinary loss 
and $80, 000 in capital gains. X's 30-percent distributive shares 
of these amounts are $3, 000 ordinary loss and $9, 000 capital gain. 
In addition, X has received a $10, 000 guaranteed payment which 
is ordinary income to him. 

$ 1. 708 STATvToRY PRovIsIQNs' CoNTINvATIoN or PARTNERBHIP. 

SEC. 708. CONTINUATION OF PARTNERSHIP. 
(a) GEzEEm RvLE. — For purposes of this subchapter, an existing 

partnership shall be considered a. s continuing if it is not terminated. 
(b) TEa~rrN&TzoN. — 

(1) GEvEEEL RvzE. — For purposes of subsection (a), a partner- 
ship shall be considered as terminated only if— 

(A) No part of any business, financial operation, or venture 
of the partnership continues to be carried on by any of its part- 
ners in a partnership, or 

(B) Within a 12-month period there is a sale or exchange 
of 50 percent or more of the total interest in partnership capital 
and profits. 

(2) SPEcIAL RULES- 
(A) Merger or consolidation. — In the case of the mer 'er or 

consolidation of two or more partnerships, the resulting partner- 
ship shall, for purposes of this section, be considered the con- 
tinuation of any merging or consolidating partnership whose 
members own an interest of more thon 50 percent in the capital 
and profits of the resulting partnership. 

(B) Division of a partnership. — In the case of a division of 
a partnership into two or more partnerships, the resulting 
partnerships (other than any resulting partnership the members 
of which had an interest of 50 percent or less in the capital and 
profits of the prior partnership) shall, for purposes of this 
section, be considered a continuation of the prior partnership. 

SM474' — 56 — 17 
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f 1. 708 — 1 CQNTINUATIQN oF PARTNERsEIIP. — («) General rule. — 
For purposes of subchapter K, an existing partnership shall be con- 
sidered as continuing if it is not terminated. 

(b) Termination. — (1) General ale. — (i) A partnership shall 
terminate when the operations of the partnership are discontinued and 
no part of any busiiiess, financial operation, or venture of the partner- 
ship continues to be car~ried on by any of its partners in a partnership. 
For example, on November 20, 1956, A and B, each of whom is a 20- 
percent partiier in partnership AHC, sell their interests to C, who is 
a 60-percent partner. Since the business is no longer carried on by any 
of its partners in a partnership, the A. HC partnersliip is terminated 
as of November 20, 1956. However, where partners DEF agree on 
April 30, 1957, to dissolve their partnership, but carry on the business 
through a winding up period ending September 30, 1957, when all 
remaining assets, consisting only of cash, are distributed to the part- 
ners, the partnership does not terminate because of cessation of business 
until September 30, 1957. 

(a) Upon tlie death of one partner in a 2-member partnership, 
the partnersliip shall not be considered as terminated if the estate 
or other successor in interest of the deceased partner continues to 
share in the profits or losses of the partnership business. 

(b) For the continuation of a partnership where payments are 
being made under section 736 (relating to payments to a retiring 
paitner or a deceased partner's successor in interest), see 
$ 1. 736-1(a)(6). 

(ii) A partnership shall terminate when 50 percent or more of the 
total interest in partnership capital and profits is sold or exchanged 
within a period of 12 consecutive inonths. Such sale or exchange 
includes a sale or exchange to another member of the partnership. 
However, a disposition of a partnership interest by gift (including 
assignment to a successor in interest), bequest, or inheritance, or the 
liquidation of a partnersliip interest, is not a sale or exchange for 
purposes of this subparagraph. Furthermore, the contribution of 
property to a partnership does not constitute such a sale or exchange. 
See, however, $ 1. 731 — 1(c) (3). Fifty percent or more of the total 
inte~rest in partnership capita, l and profits means 50 percent or more 
of the total interest in partnership capital plus 50 percent or more of 
the total interest in partnership profits. Thus, the sale of a 30-percent 
interest in partnership capital and a 60-percent interest in partnersliip 
profits is not the sale or exchange of 50 percent or more of the total 
interest in partnership capital «nd profits. If one or niore partners 
sell or excliange interests aggregating 50 percent or more of the total 
interest in partnership capital and 50 percent or more of the total 
interest in partnership profits within a period of 12 consecutive 
months, such sale or excliange is considered as being within the pro- 
visions of tliis subparagraph. AVhen interests are sold or exchanged 
on difFerent dates, the percentages to be added are determined as of the 
date of each sale. For example, with. respect to the ABC partnership, 
the sale by A on May 12, 1956, of a 30-percent interest in capital and 
profits to D, and the sale by B on March 27, 1957, of a 30-percent inter- 
est in capital and profits to E, is a sale of a 50-percent or more interest. 
Accordingly, the partnership is terminated as of March 27, 1957 
Elowever, if on March 27' 1957& D, instead of B, sold his 80-percent 
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interest in capital and profits to E, there would be no termination since 
piily one 30-percent interest would liave been sold or exchanged within 
a 12-month period. 

(iii) For purposes of subchapter E, a partnership taxable year 
closes with respect to all partners on the date on which the partnership 
terminates. See section 706(c) (1) and $ 1. 706 — 1(c) (1). The date of 
termination is: 

(a) For purposes of section 708 (b) (1) (A), the date on which 
the winding up of the partnership aRairs is completed. 

(5) For purposes of section 708(b) (1) (B), the date of the 
sale or excliange of a partnership interest which, of itself or 
together witli sales or exchanges in the preceding 12 months, trans- 
fers an interest of 50 percent or more in both partnership capital 
and profits. 

(iv) If a partnership is terminated by a sale or exchange of an 
interest, the following is deemed to occur: The partnership distributes 
its properties to the purchaser and the other remaining partners in 
proportion to tlieir respective interests in the partnership properties; 
and, immediately thereafter, the purchaser and the other remaining 
partners contribute the properties to a new partnership, either for the 
continuation of the business or for its dissolution and winding up. 
In the latter case, the new partnership terminates in accordance with 
subdivision (i) of this subparagraph. See sections 731 and 732 and 
)) 1. 731 — 1 and 1. 732 — 1. For election of basis adjustments by the 
purchaser and other remaining partners, see sections 732(d) and 
743(b) and $$ 1. 732 — 1(d) and 1. 743 — 1(b). 

(2) Special rules. — (i) ~1lerger or consohdation. — If two or more 
partnerships merge or consolidate into one partnership, the resulting 
partnership shall be considered a continuation of the merging or con- 
solidating partnership the members of which own an interest of more 
that 50 percent in the capital and profits of the resulting partnership. 
If the resulting partnership can, under the preceding sentence. be 
considered a continuation of more than one of the merging or con- 
solidating partnerships, it shall, unless the Commissioner permits 
otherwise, be considered the continuation of that partnership v liich 
is credited with the contribution of the greatest dollar value of assets 
to the resulting partnership. Any other merging or consolidating 
partnerships shall be considered as terminated. If the members of 
none of the merging or consolidating partnerships have an interest 
of more tlian 50 percent in the capital and profits of the resulting part- 
nership, all of the merged or consolidated partnerships are terminated, 
and a new partnership results. Tlie taxable years of such merging 
or consolidating pa, rtnerships which are considered terminated shall 
be closed in accordance with the provisions of section 706(c), and 
such partnerships shall file their returns for a taxable year eiicling 
upon the date of termination, i. e. , the date of merger or consolidation. 
The resulting partnership shall file a return for the taxable year of 
the merging or consolidating partnership that is considered as continu- 
iiig. The return shall state that the resulting partnership is a continu- 
ation of such merging or consolidating partnership and shall include 
the naines and addresses of the merged or consolidated partnerships. 
The respective distributive shares of the partners for the periods prior 
to and subsequent to the date of merger or consolidation shall be shown 
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as a part of the return. The provisions of this subdivision may be 
illustrated by the following example: 

Encamp/e. Partnership AB, in whose capital and profits A 
and B each own a 50-percent interest, , and partnership CD, in 
whose capital and profits C and D each own a 50-percent interest, 
merge on September 80, 1955, and form partnership ABCD. 
Partners A, B, C, and D are on a calendar year; partnership 
AB is also on a, calendar year; and partnership CD is on a fiscal 
year ending June 80th. After the merger, the partners have 
capital and profits interests as follows: A. , 80 percent; B, 80 
percent; C, 20 percent; and D, 20 percent. Since A and B to- 
gether own an interest of more than 50 percent in the capital and 
profits of partnership ABCD, such partnership shall be con- 
sidered a continuation of partnership AB and shall continue to 
file returns on a calendar year basis. Since C and D own an 
interest of less than 50 percent in the capital and profits of 
partnership ABCD, the taxable year of partnership CD closes 
as of September 80, 1955, the date of the merger, and CD part- 
nership is terminated as of that date. Partnership ABCD is 
required to file a return for the taxable year January 1 to December 
81, 1955, indicating thereon that, until September 80, 1955, it was 
partnership AB. Partnership CD is required to file a return for 
its final taxable year, July 1 through September 80, 1955. 

(ii) Die& ion of a partnership'p. — Upon the division of a partnership 
into two or more partnerships, any resulting partnership or partner- 
ships shall be considered a continuation of the prior partnership if 
its members had an interest of more than 50 percent in the capital 
and profits of the prior partnership. Any other resulting partner- 
ship will not be considered a continuation of the prior partnership 
but will be considered a new partnership. If the members of none 
of the resulting partnerships owned an interest of more than 50 per- 
cent in the capital and profits of the divided partnership, the divided 
partnership is terminated. AVhere members of a partnership which 
has been divided into two or more partnerships do not become mem- 
bers of a resulting partnership which is considered a continuation of 
the prior partnership, such partner's interest shall be considered 
liquidated as of the da~te of the division. The resulting partnership 
that is regarded as continuing shall file a return for the taxable year 
of the partnership that has been divided. The return shall state that 
the partnership is a continuation of the divided partnership and shall 
set forth separately the respective distributive shares of the partners 
for the periods prior to and subsequent to the date of division. The 
provisions of this subdivision may be illustrated by the following 
example: 

L&'xample. Partnership ABCD is in the real estate and in- 
surance business. A owns a 40-percent interest, and B, C, and 
D each owns a 20-percent interest, in the capital and profits of the 
partnership. The partnership and the partners report their in- 
come on a calendar year. They agree to separate the real estate 
and insurance business as of November 1, 1955, and to form two 
partnerships; partnership AB to take over the real estate busi- 
ness, and partnership CD to take over the insurance business 
Since members of resulting partnership AB owned more than a 
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50-percent interest in the capital and pi. ofits of partnership ABCD 
(A, 40 percent, and B, 20 percent), partnership AB shall be 
considered a, continuation ol partnership A. BCD. Partnership 
AB is required to file a return for the taxable year January 1 to 
December 81, 1955, indicating thereon that until November 1, 
1055, it was partnership ABCD. In forming partnership CD, 
partners C and D may contribute the property distributed to them 
in liquidation of their entire interests in divided partnership 
ABCD. Partnership CD will be required to file a return for the 
taxable year it adopts pursuant to section 706 (b) and $ 1. 706 — 1(b) . 

CONTRIBUTIONS, DISTRIBUTIONS, AND TRANSFERS 

Contributions to a Partnership 

$ 1. 721 STATUTQRY PRovlsloNs 
~ 

NoNREcoGNITIQN oF GAIN oR Loss 
ON CONTRIBUTION. 

Sac. 721. NONRECOGNITION OF GAIN OR LOSS ON CONTRIBU- 
TIOX. 

No gain or loss shall be recognised to a partnership or to any of its 
partners in the case of a contribution of property to the partnership in 
exchange for an interest in the partnership. 

$ 1. 721 — 1 XOXRECOGXITION Ol' GAIN OR LOSS ON CONTRIBUTION. — 
(a) No gain or loss shall be recognized either to the partnership or to 
any of its partners upon a contribution of property, including install- 
ment obligations, to the partnership in exchange for a partnership 
interest. This rule applies whether the contribution is made to a 
partnership in the process of formation or to a partnership which is 
already formed and operating. Section 721 shall not apply to a 
transaction between a partnership and a, partner not acting in his 
capacity as a partner smce such a transaction is governed by section 
707. Rather than contributing property to a partnership, a partner 
inay sell property to the partnership or may retain the ownership of 
property and allow the partnership to use it. In all cases, the substance 
of the transaction will govern, rather than its form. See $ 1. 731 — 1(c) 
'(8). Thus, if the transfer of property by the partner to the partner- 
ship results in the receipt by the partner of money or other considera- 
tion, including a promissory obhgation fixed in amount. and time for 
paylnent, the transaction will be treated as a. sale or exchange under 
section 707 rather than as a contribution under section 721. For the 
rules governing the treatment of liabilities to ivhich contributed prop- 
erty is subject, see section 752 and $ 1. 752 — 1. 

(b) (1) Normally, under local law, each partner is entitled to be 
repaid his contributions of money or other property to the partnership 
(at, the value placed upon such property by the partnership at the 
time of the contribution) whether made at the formation of the part- 
nership or subsequent thereto. To the extent that any of the partners 
gives up any part of his right to be repaid his contributions (as dis- 
tinguished from a share in paitnership profiits) in favor of another 
partner as compensation for services (or in satisfaction of an obliga- 
tion), section 721 does not apply. The value of an interest in such 
partnership &apital so transferred to a partner as compensation for 
services constitutes income to the partner under section 61. The 
ainount of sucli income is tlie fair market value of the interest in 
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capital so transferred, either at the time the transfer is made for past 
services, or at the time the services have been rendered where the 
transfer is conditioned on the completion of the transferee's future 
services. The time when such income is realized depends on all the 
f'acts and circumstances, including any substantial restrictions or con- 
ditions on the compensa~ted partner's right to withdraw or otherwise 
dispose of such interest. To the extent that an interest in capital 
representing compensation for services rendered by the decedent prior 
to his death is transferred after his death to the decedent's successor in 
interest, the fair market value of such interest is income in respect of 
a decedent under section 691. 

(2) To the extent that the value of such interest is: (i) compensa- 
tion for services rendered to the partnership, it is a guaranteed pay- 
ment for services under section 707(c); (ii) compensation for services 
rendered to a part»er, it is not decluctible by the partnership, but is 
deductible only by su~ch partner to the extent allowable under this 
chapter. 

f 1. (22 STATIIToRE PRovisioxs' BASIs oI' CoxTRIBKTING PARTNER's 
INTEREST. 

SEG. 7 2. BASIS OF COXTRIBLTIXO PARTNER'S INTEREST. 
The basis of an interest in a partnership acquired by a contribution 

of property, including money, to the partnership shall be the amount of 
such money and the adjusted basis of such property to the contrib- 
uting part~or at the time of the contribution. 

$ 1. 722 — 1 BASIS or CONTRIBUTING PARTNER s INTEREsT. — The basis 
to a partner of a partnership interest acquired by a contribution of 
property, including money, to the partnership shall be the amount 
of money contributed plus the adjusted basis at the time of contribu- 
tion of any property contributed. If the acquisition of an interest 
in partnership capital results in taxable income to a partner, such 
income shall constitute an addition to the basis of the partner's 
interest. See $ 1. 721 — 1(b). If the contributed property is subject 
to indebtedness or if liabilities of the partner are assumed by the 
partnership, the basis of the contributing partner's interest shall be 
reduced by the portion of the indebtedness assumed by the other 
partners, since the partnership's assumption of his indebtedness 
is treated as a distribution of money to the partner. Converselv, 
the assumption by the other partners of a portion of the contributor's 
indebtedness is treated as a contribution of money by them. See 
section 7M and ( 1. 752 — 1. The provisions of this section may be 
illustrated by the following examples: 

Example (1). A. acquired a 20-percent interest in a partner- 
ship by contributing property. At the time of A's contribution, 
the property had a fair market value of $10, 000, an adjusted 
basis to A of $4, 000, and was subject to a mortgage of $2, 000. 
Payment of the mortgage v as assumed by the partnership. The 
basis of A. 's interest in the partnership is $2, 400, computed as 
follows: 
Adjusted basis to A' of propertv contributed $4~000 
Less portion of ruortgage assumed by other partners which must be 

treatecl as a distribution (80% of 82000) 

Basis of A's interest $2, 400 



[Ia 701. 

Ea:amp/e (8). If, in example (1) of this section, the property 
contributed by A wIas subject to a mortgage of $6, 000, the basis 
of. A. 's interest ~vould be zero, computed as folio~vs: 
Adjusted basis to A. of property contributed $4 000 
Less portion of mortgage assumed by other partners which must be 

treated as a distribution (80%%u~ of $6, 000) 4, 800 

(8800) 
Since A's basis cannot be less than zero, the $800 in excess of basis, 
~vhich is considered as a distribution of money under section 
75&(b), is treated as capital gain from the sale or exchange or 
a partnership interest. Sce section 781(a). 

e) 1. 798 STATUTORY PROVISIONS; BASIS OF PROPERTY CONTRIBUTED To 
PARTXZRSIIIP. 

SEC. 723. B lSIS OF PROPERTY CONTRIBUTED TO PARTNER- 
SHIP. 

The basis of property contributed to a partnership by a partner shall 
be the adjusted basis of such property to the contributing partner at 
the time of the contribution. 

Ia 1. 7 o — 1 BASIS OF I ROPKRTY CONTRIBUTED To PARTNERSIIIP. — The 
basis to the partnership of property contributed to it by a partner is 
the adjusted basis of such property to the contributing partner at the 
thne of the contribution. Since such property has tive same basis in 
the hands of the partnership as it had in the hands of the contributing 
partner, the holding period of such property for the partnership 
includes the period during ivhich it ivas held by the partner. See 
section 1&&8(2). For elective adjustments to the basis of partnership 
property arising from distributions or transfers of partnership 
interests, see section 78~(d), 7M(b), and 743(b). 

Distributions by a Partnership 

$ 1. 781 STATUTORY PROVISIONS) EXTENT OF RECOGNITION OF GAIN 
oR Loss oN DIS TRIP TION. 

SEC. 731. EXTENT OF RECOGNITION OF GAIN OR LOSS ON 
DISTRIBI;TICE. 

(a) PAaTNEas. — In the case of a distribution bv a partnership to 
a partner— 

(1) Gain shall not be recognized to such pa. rtner, except to the 
extent that any money distributed exceeds the adjusted basis of 
such partner's interest in the partnership immediately before the 
distribution, and 

(2) Loss shall not be recognized to such partner, except that upon 
a distribution in lbluidation of a partner's interest in a partnership 
u'here no property other than that described in subparagraph (A) 
or (B) is distributed to such partner, loss shall be recognized to the 
extent of the excess of the adjusted basis of such partner's interest 
in the partnership over the sum of— 

(A) Any money distributed, and 
(B) The basis to the distributee, as determined under section 

732, of any unrealized receivables (as defined in section 701(c) ) 
and inventory (as defined in section 781(d) (2) ). 

Any gain or loss recognized under this subsection shall be consid- 
ered as gain or loss from the sale or exchange of the partnership 
interest of the distributee partner. 

(b) PAaTNKRsulPs. — No gain or loss shall be recognized to a partner- 
ship on a distribution to a partner of property, including money. 
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(c) ExczrTioNs. — This section shall not apply to the extent otherwise 
provided by section 730 (relating to paynients to a retiring partner or a 
deceased partner's successor in interest) and section 751 (relating to 
unrealized receivables and inventory items). 

$ 1. 731 — 1 EXTENT oP REcoGNITIGN oI' GAIN oR Loss oN DisTRIRv- 
TioN — (a) Piecognition of gain or /oss to partner. — (1) Recognition 
of gain. — (i) YVhere money is distributed by a partnership to a part- 
ner, no gain shall be recognized to the partner except to the extent that 
the amount of money distributed exceeds the adjusted basis of the 
partner's interest in the partnership immediately before the distribu- 
tion. This rule is applicable both to current distributions (i. e. , 
distributions other than in liquidation of an entire interest) and to 
distributions in liquidation of a partner's entire interest in a partner- 
ship. Thus, if a partner with a basis for his interest of $10, 000 receives 
a distribution of cash of $8, 000 and property with a fair market value 
of $3, 000, no gain is recognized to him. If $11, 000 cash were dis- 
tributed, gain would be recognized to the extent of $1, 000. Ko gain 
shall be recognized to a distributee partner with respect to a distri- 
bution of property (other than money) until he sells or otherivise 
disposes of such property, except to the extent otherwise provided by 
section 736 (relating to payments to a retiring partner or a deceased 
partner's successor in interest) and section 751 (relating to unrealized 
receivables and inventory items). See section 731(c) and paragraph 
(c) of this section. 

(ii) For the purposes of sections 731 and 705, advances or drawings 
of money or property against a partner's distributive share of income 
shall be treated as current distributions made on the last day of the 
partnership taxable year with respect to such partner. 

(9) Recognition of loss. — Loss is recognized to a partner only upon 
liquidation of his entire interest in the partnership, and only if the 
property distributed to him consists solely of money, unrealized receiv- 
ables (as defined in section 751(c) ), and inventory items (as defined 
in section 751(d) (0) ) . The term "liquidation of a partner's interest", 
as defined in section 761 (d), is the termination of the partner's entire 
interest in the partnership by means of a distribution or a series of 
distributions. Loss is recognized to the distributee partner in such 
cases to the extent of the excess of the adjusted basis of such partner's 
interest in the partnership at the time of the distribution over the 
sum of- 

(i) Any money distributed to him, and 
(ii) The basis to the distributee, as determined under section 

7M, of any unrealized receivables and inventory items that are 
distributed to him. 

If the partner whose interest is liquidated receives any property other 
than money, unrealized receivables, or inventory items, tlien no loss 
will be recognized. Application of the provisions of this subpara- 
graph may be illustrated by the following examples: 

Eral/e (1). Partner A has a partnership interest in part- 
nership ABC with an adjusted basis to him of $10, 000. He re- 
tires from the partnership and receives, as a distribution in 
liquidation of his entire interest, his sliare of partnership prop- 
erty. This share is $5, 000 cash aiid inventory with a basis to him 
(under section 7M) of $3, 000. Partner A realizes a capital loss 
of $2, 000, which is recognized under section 731(a) (o). 
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Ezaniple (8). Partner B has a partnership interest in part- 
nership BCD with an adjusted basis to him of $10, 000. He re- 
tires from the partnership and receives, as a distribution in 
liquidation of his entire interest, his slrare of partnership prop- 
erty. This share is $4, 000 cash, real property (used. in the trade 
or business) with an adjusted basis to the partnership of $9, 000, 
and unrealized receivables lraving a basis to him (under sec~tion 
7~2) of $3, 000. No loss will be recognized to B on the transaction 
because he received property other~ than money, unrealized re- 
ceivables, and inventory items. As determined under section 
YM, the basis to B for the real property received is $8, 000. 

(3) Character of gain or lo88. — Gain or loss recognized under sec- 
tion 731(a) on a distribution is considered gain or loss from the sale 
or exchange of the partnership interest of the distributee partner, that 
is, capital gain or loss. 

(b) Gain or los8 recognized by partnership. — A distribution of 
property (including money) by a, partnership to a partner does not 
result in recognized gain or loss to the partnership under section 781. 
However, recognized gain or loss may result to the partnership from 
certain distributions which, under section 751(b), must be treated 
as a sale or exchange of property between the distributee partner and 
the partnership. 

(c) Ezception8. — (1) Section 781 does not apply to the extent other- 
wise provided by- 

(i) Section 786 (relating to payments to a retiring partner or 
to a deceased partner's successor in interest), and 

(ii) Section 751 (relating to unrealized receivables and inven- 
tory items) . 

For example, payments under section 780(a), which are considered 
as a distributive share or guaranteed payment, are taxable as such 
under that section. 

(2) The receipt by a partner from the partnership of money or 
property under an obligation to repay the amount of such money or 
to return such property does not constitute a distribution subject to 
section 781 but is a loan governed by section 707(a). To the extent 
that such an obligation is canceled, the obligor partner will be con- 
sidered to have received a distribution of money or property at the 
time of cancellation. 

(8) If there is a contribution of property to a partnership and 
within a short period: 

(i) Before or after such contribution other property is dis- 
tributed to the contributing partner and the contributed property 
is retained by the partnership, or 

(ii) A. fter such contribution the contributed property is dis- 
tributed to another partner, 

such d. istribution may not fall within the scope of section 781. Sec- 
tion 781 does not apply' to a distribution of property, if, in fact, the 
distribution was made in order to effect an exchange of property 
between two or more of the partners or between the p~artnership and 
a partner. Such a transaction shall be treated as an exchange of 
property. 
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$ 1. 732 STATUTORY PROVISIONS j BASIS OF DISTRIBUTED PROPERTY 

OTHER THAN MONEY. 

SEC. 782. BASIS OF DISTRIBUTED PROPERTY OTHER THAN 
MONF Y 

(a) DIsTRIRvTIONS OTHER TIIAN IN IzqvIDATICN OF A PARTNERs 
INTEREST— 

(1) GENERAL RI LE. — The basis of property (other than money) 
distributed by a partnership to a partner other than in liquidation 
of the partner's interest shall, except as provided in paragraph (2), 
be its adjusted basis to the partnership immediately before such 
distribution. 

(2) LI»IITATICN. — The basis to the distributee partner of property 
to which paragraph (1) is applicable shall not exceed the adjusted 
basis of such partner's interest in the partnership reduced by any 
money distributed in the same transaction. 

(b) DISTRIRvTzoN zN LzqvznATzox. — The basis of property (other than 
money) distributed by a partnership to a partner in liquidation of the 
partner's interest shall be an amount equal to the adjusted basis of such 
partner's interest in the partnership reduced by auy money distributed 
in the same transaction. 

(c) ALzocATzoN oF BAszs. — The basis of distributed properties to 
which subsection (a) (2) or subsection (b) is al&plicable shall be 
allo 'ated— 

(1) First to any unrealized receivables (as defined in section 
7fil(c) ) and inventory items (as defined in section 7zl(d) (2) ) in an 
a. mount equal to the adjusted basis of each such property to the 
partnership (or if the basis to be allocated is less than the sum of 
the adjusted bases of such properties to the partnership, in propor- 
tion to such bases), and 

(2) To the extent of any remaining basis, to any other distributed 
properties in proportion to their adjusted bases to the partnership. 

(d) SPEczAL PARTNERsHIP BAsIs To TRANsFEREE. — For purposes of 
subsections (a), (b), and (c), a partner who acquired all or a part of 
his interest by a transfer with respect to which the election provided 
in section 704 is not iu effect, and to whom a distribution of property 
(other than money) is made with respect to the transferred interest 
within 2 years after such transfer, may elect, under regulations pre- 
scribed by the Secretarv or his delegate, io treat as the adjusted part- 
nership basis of such property the adjusted basis such property zvould 
have if the adjustment provided in section 748(b) were in effect with 
respect to the partnership property. The Secretary or his delegate may 
by regulations require the application of this subsection in the case of a 
distribution to a transferee partner, whether or not made within 2 
years after the transfer, if at the time of the transfer the fair market 
value of the partnership property (other than money) exceeded 110 
percent of its adjusted basis to the partnership. 

(e) ExcEPTICN. — This section shall not apply to the extent that a dis- 
tribution is treated as a sale or exchange of propertv under section 
70&1(b) (relating to unrealized receivables and inventory items). 

$ 1. 732 — 1 BAsIs oI' DIsTRIBUTED PRoPERTY OTIIER THAN MQNEY. — 
(a) Distributions other than in lieu~'dation of a partner's interest. — 
The basis of property (other than money) received by a partner in a 
distribution from a partnership, other than in liquidation of his entire 
interest, slzall be its adjusted basis to the partnership immediately 
before such distribution. However, the basis of the property to the 
partner shall not exceed the adjusted basis of the partner's interest in 
the partnership, reduced by the anzount of any money distributed to 
him in the same transaction. The provisions of this paragraph may 
be, illustrated by the following examples: 

Encamp/e (1). Partner A, with an adjusted basis of $1@&000 for 
his partnership interest, receives in a current distribution property 
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having an adjusted basis of $10, 000 to the partnership immediately 
before distribution, and $2, 000 cash. The basis of the property in 
A's hands will be $10, 000. Under sections 788 and 705, the basis 
of A's partnersliip interest will be reduced by the distribution to 
$3, 000 ($15, 000, less $2, 000 cash, less $10, 000, the basis of the dis- 
tributed property to A). 

Example (8). Partner R has an adjusted basis of $10, 000 for 
his partnership interest. He receives a current distribution of 
$4, 000 cash and property with an adjusted basis to the partner- 
ship of $8, 000. The basis of the distributed property to partner 
R is limited to $6, 000 ($10, 000, the adjusted basis of his interest, 
reduced by $4, 000, the cash distributed) . 

(b) D~'strRntion in ligMidation. — AVhere a partnership distributes 
property (other than money) in liquidation of a partner's entire inter- 
est in the partnership, the basis of such property to the partner shall 
be an amount equal to the adjusted basis of his interest in the partner- 
ship reduced by the amount of any money distributed to him in. the 
same transaction. Application of this rule may be illustrated by the 
following example: 

Example. Partner B with a partnership interest having an 
adjusted basis to him of $12, 000, retires from the partnership and 
receives cash of $2, 000, and real property with an adjusted basis 
to the partnership of $6, 000 and a fair market value of $14, 000. 
The basis of the real property to B is $10, 000 (B's basis for his 
partnership interest, $12, 000, reduced by $2, 000, the cash 
distributed) . 

(c) Allocation of has~'s among properties distril!nted to a pa! tner. — 
(1) Under section 732(a) (2) or (b), the basis to be allocated to prop- 
erties distributed to a partner shall be allocated first to any unrealized 
receivables (as defined in section 751(c)) and inventory items (as 
defined in section 751(d) (2) ) included in the distribution. However, 
such receivables or inventory items may not take a higher basis in the 
hands of the partner than their common adjusted basis to the part- 
iiership immediately before the distribution, unless such distribution 
is treated as a sale or exchange under section 751(b), or unless the dis- 
tributee partner has a special basis adjustment for the distributed 
property under sections 782(d) or 748(b). Any basis not allocated 
to unrealized receivable or inventory items shall be allocated to any 
other properties distributed to the partner in the same transaction, in 
proportion to the bases of such other properties in the hands of the 
partnership before distribution. Tlie provisions of this subparagraph 
inay be illustrated by the following example: 

Examp/e. Partner A, whose partnership interest in partner- 
ship ABC has an adjusted basis of $15, 000, receives as a distribu- 
tion in liquidation of his entire interest inventory items having 
a basis to the partnership of $6, 000. In addition, he receives 
cash of $5, 000, and two parcels of real property with adjusted 
bases to the partnership of $6, 000 and $2, 000, respectively. Basis 
in the amount of $10, 000 ($15, 000 basis, less $5, 000 cash received) 
is allocated $6, 000 to inventory items, and $8, 000 (6, 000/8, 000 X 
$-1, 000) and $1, 000 (2, 000/8, 000 X $4, 000), respectively, to the two 
parcels of real property. 
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(2) If the adjusted basis to the partnership of the unrealized 
receivables and inventory items distributed to a partner is greater 
than the partner's adjusted basis of his interest (reduced by the amount 
of money distributed to him in the same transaction), the amount of 
the basis to be allocated to such unrealized receivables and inventory 
items shall be allocated in proportion to the adjusted bases of such 
properties in the hands of the partnership. H the basis of the part- 
ner's interest to be allocated upon a distribution in liquidation of his 
entire interest is in excess of the adjusted basis to the partnership 
of the unrealized receivables and inventory items distributed, and 
if there is no other property distributed to which such excess can 
be allocated, the distributee partner sustains a capital loss under sec- 
tion 781(a) (0) to the extent of the unallocated basis of his partner- 
ship interest. The provisions of this subparagraph may be illustrated 
by the following examples: 

Example (1). Partner C, whose interest in partnership ABC 
has an adjusted basis to him of $0, 000, receives as a distribution 
in liquidation cash of $6, 000, inventory items having an adjusted 
basis to the partnership of $6, 000, and real property having a 
basis to the partnership of $4, 000. The cash payment reduces 
C's basis to $8, 000, v-hich is allocated entirely to inventory items. 
The real property has a zero basis in C's hands. The partner- 
ship bases not carriecl over to C for the distributed properties 
are lost unless an election under section 754 is in efFect requiring 
the partnership to adjust the bases of remaining partnership 
properties under section 784 (b) . 

Examp/e (8). Partner B, whose interest in partnership ABC 
has an adjusted basis to him of $0, 000, receives as a distribution 
in liquidation cash of $1, 000 and inventory items having a basis 
to the partnership of $6, 000. The cash payment reduces B's 
basis to $8, 000, which can be allocated only to the extent of $6, 000 
to the inventory items. The remaining $2, 000 basis, not allo- 
cable to distributed property, constitutes a capital loss in that 
amount to partner B under section 781(a) (9). If the election 
under section 754 is in efFect, see section 784(b) for adjustment 
of the basis of undistributed partnership property. 

(d) Special partnership basis to transferee under section 788(d). 
(1) (i) A transfer of a partnership interest occurs upon a sale or 
exchange of an interest or upon the death of a partner. Section 
7M(d) provides a special rule for the determination of the basis of 
property distributed to a transferee partner who acquired any part 
of his partnership interest, in a transfer with respect to which the 
election under section '754 (relating to the optional adjustment to 
basis of partnership property) was not in e8ect. 

(ii) YVhere an election under section 754 is in efFect, see section 
743(b) and $$ 1. 743 — 1(b) and 1. 7M — o. 

(iii) If a transferee partner receives a distribution of property 
(other than money) from the partnership within 2 years after he 
acquired his interest or part thereof in the partnership by a transfer 
with respect, to which the election under section 754 was not in e8ect, 
he may elect to treat as the adjusted partnership basis of such prop- 
erty the adjusted basis such property would have if the adjustment 
provided in section 748(b) were in e8ect. 



(iv) If an election under section 732(d) is made upon a distribu- 
tion of property to a transferee partner, Lhe amount of the adjust- 
ment with respect to the transferee partner is not diminished by any 
depletion or depreciation. on that portion of the basis of partnership 
property which arises from the special basis adjustment under section 
732(d), since depletion or depreciation on such portion for the period 
prior to distribution is allowed or allow. able only if the optional adjust- 
ment under section 743 (b) is in eBect. 

(v) If property is distributed to a, transferee partner who elects 
under section 732(d), and if such property is not the same property 
which would lrave had a special basis adjustment, then such special 
basis adjustment shall apply to any like property received in the dis- 
tribution, provided that the transferee, in exchange for the property 
distributed, has relinquished his interest in the property with respect 
to which he would have had a special basis adjustment. This rule 
applies whether the property in which the transferee has relinquished 
his interest is retained or disposed of by the partnership. (For 
shift of transferee's special basis adjustment to like property, see 
( 1743-1 (b) (2) (ii) ) 

(vi) The provisions of this subparagraph may be illustrated by the 
following example: 

Excmp/e. The basis to transferee partner K of his one-fourth 
interest in partnership AVJI&S is $17, 000. A. t the time he acquired 
such interest by purchase, the election under section 754 was not 
in effect and the partnership inventory had a basis to the partner- 
ship of $14, 000 and a, value of $16, 000. K's purchase price re- 
flected $500 of this difference. Thus, $4, 000 of the $17, 000 paid 
by K for his one-fourth interest was attributable to his share of 
partnership inventory with a, basis of $3, 500. Within 2 years 
after acquiring his interest, K retired from the partnership and 
received in liquidation of his entire interest cash of $1, 500, in- 
ventory with a basis to the partnership of $3, 500, property X (a 
capital asset), with an adjusted basis to the partnership of $2, 000, 
and property Y (a, depreciable asset), with an adjusted basis to 
the partnership of $4, 000. The value of the inventory received 
by K was one-fourth of the value of all partnership inventory and 
was his share of such. property. It is immaterial whether the in- 
ventory K received was on hand when K acquired his interest. 
In accordance with K's election under section 732(d), the amount 
of his share of partnership basis which is attributable to partner- 
ship inventory is increased by $500 (one-fourth of the $2, 000 dif- 
ference between the value of such property, $16, 000, and its 
$14, 000 basis to the partnership at the time K acquired his inter- 
est). This adjustment under section 732(d) applies only for 
purposes of distributions to partner K, and not for purposes of 
partnership depreciation, depletion, or gain or loss on disposition. 
Thus, the amount to be allocated among the properties received 
by K in the liquidating distribution is $15, 500 ($17, 000, K's basis 
for his interest, reduced by the amount of cash received, $1, 500). 
This amount is allocated as follows: The basis of the inventory 
items received is $4, 000, consisting of the $3, 500 common partner- 
ship basis for such items, plus the special basis adjustment of 
$500 which K would have had under section 743(b). The re- 
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maining basis of $11, 500 ($15, 500 minus $4, 000) is to be allocated 
to the r~emaining property distributed to K in proportion to their 
adjusted bases to the partnership. Since the adjusted basis to the 
partnership of property X is $9, 000, and that of property Y is 
$4, 000, the $11, 500 is allocated $3, 8~% (9, 000/6, 000 X $11, 500) to 
X, and $7, 667 (4, 000/6, 000 X $11, 500) to Y. 

(2) A transferee partner who wishes to elect, under section 7M(d) 
shall make the election with his tax return- 

(i) For the year of the distribution, if the distribution includes 
any property subject to the allowance for depreciation, depletion, 
or amortization, or 

(ii) For any taxable year no later than the first taxable year 
in which the basis of any of the distributed property is pertinent 
in determining his income tax, if the distribution does not include 
any such property subject to the allowance for depreciation, de- 
pletion or amortization. 

(8) A taxpayer making an election under section 7M(d) shall 
submit with the return in which the election is made a schedule setting 
forth the following: 

(i) That under section 7M(d) he elects to adjust the basis of 
property received in a distribution; and 

(ii) The computation of the special basis adjustment for the 
property distributed and the properties to which the adjustment 
has been allocated. For rules of allocation, see section 755. 

(4) A. partner who acquired any part of his partnership interest 
in a transfer to which the election provided in section 754 was not in 
effect, is required to apply the special basis rule contained in section 
7M (d) to a distribution to him, whether or not made within 9 years 
after the transfer, if at the time of his acquisition of the transferred 
interest- 

(i) The fair market value of all partnership property (other 
than money) exceeded 110 percent of its adjusted basis to the 
partnership, 

(ii) An allocation of basis under section 7M (c) upon a liquida- 
tion of his interest immediately after the transfer of the interest 
would have resulted in a shift of basis from property not subject 
to an allowance for depreciation, depletion, or amortization, to 
property subject to such an allowance, and 

(iii) A special basis adjustment under section 748(b) would 
change the basis to the transferee partner of the property actually 
distributed. 

The application of this rule may be illustrated by the following 
examples: 

Ezampk (1). Partnership ABC owns three parcels of land, 
each of which has an adjusted basis to the partnership of $5&000 
and is worth $55, 000, and depreciable property with an adjusted 
basis and value of $150, 000. D purchases A's partnership in- 
terest for $105, 000 when the election under section 754 is not 
in effect. At the time of D's purchase, the fair market value of 
all partnership property (other than money) is $815, 000, which 
exceeds 110 percent of $165, 000, its adjusted basis to the partner- 
ship. Four years later, the partnership is dissolved. D receives 
one of the three parcels of land which has a basis to the partner- 
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ship of $5, 000, and one-third of the depreciable property with 
an adjusted ba~sis to the partnership at that time of $45, 000, one- 
third of $185, 000 ($150, 000 basis, minus $15, 000 depreciation 
computed on the partnership basis. See subparagraph (1) (iv) 
of this paragraph. ) If D's adjusted basis for his interest at the 
time of the distribution v. as $100, 000 and was allocated under 
section 782(c) to the property received by him in proportion to 
their respective bases to the partnership, the basis to him for 
the distributed land would be $10, 000 (5, 000/50, 000X $100, 000) 
and the basis of the depreciable proper~ty would be $00, 000 
(45, 000/50, 000X$100, 000). In e6'ect, D would be attributing 
to the basis of the depreciable property a portion of the cost of 
his partnership interest properly attributable to appreciation in 
nondepreciable property. The application of section 748(b) to 
the transfer of the interest mould have resulted in a diferent 
basis to D for the property actually distributed. Therefore, the 
special basis adjustment under section 732(d) must be made so 
that D must increase the basis of the land by a special basis ad- 
justment of +50, 000 ($55, 000 fair market value less $5, 000 part- 
nership basis), making the basis of his interest therein $55, 000 
(55, 000/100, 000X $100, 000). D's basis for the depreciable prop- 
erty will then be $45, 000 (45, 000/100, 000 X $100, 000) . 

Lzamp/e (o). Assume the facts as in example (1) of this 
subparagraph, except that the partnership does not dissolve but 
distributes one parcel of land to each of the partners in a current 
distribution. Since the conditions of this subparagraph have 
been met, D's basis for the distributed land is the adjusted basis 
such land mould have if the adjustment provided in section 
7W(b) mere in e8ect with respect to the partnership property. 
Therefore, D's basis for the land is $55, 000 ($5, 000 basis of the 
land to the partnership, plus $50, 000 special basis adjustment 
under section 732(d) ). D's basis for his partnership interest is 
reduced by $55, 000, his basis for the property distributed. 

(e) Exception. — 0 hen a partnership distributes unrealized re- 
ceivables (as defined in section 751(c) ) or substantially appreciated 
inventory items (as defined in section 751(d) ) in exchange for any 
part of a partner's interest in other partnership property (including 
money), or, conversely, partnership property (including money) 
other than unrealized receivables or substantially appreciated inven- 
tory items in exchange for any part of a partner's interest in the part- 
nership's unrealized receivables or substantially appreciated inven- 
tory items, the distribution will be treated as a sale or exchange of 
property under the provisions of section 751(b). In such case, sec- 
tion 782 (including subsection (d) thereof) applies in determining 
the partner's basis of the property which he is treated as having solct 
to or exchanged mith the partnership (as constituted after the dis- 
tribution). The partner is considered as having received such prop- 
erty in a current distribution and, immediately thereafter, as having 
sold or exchanged it. See section 751(b) and ( 1. 751 — 1(b). How- 
ever, section 782 does not apply in determining the basis of that part 
of property actually distributed to a partner which is treated as re- 
ceived by him in a sale or exchange under section 751(b). Conse- 
quently, the basis of such property shall be its cost to the partner. 



) 701. ] 262 

$ 1. 7M — 2 SPEcIAL PARTNERSHIP BAsIs oF DISTRIBvTED PRCPERTY. — 
(a) AdjustnMnts under section 734(b). — In the case of a distribution 
of property to a partner, the partnership bases of the distributed prop- 
erties shall refiect any increases or decreases to the basis of partner- 
ship property which have been made previously under section 784(b) 
(relating to the optional adjustment to basis of undistributed partner- 
ship property) in connection with previous distributions. 

(b) Adjustm, ents under section 748(b). — In the case of a dis- 
tribution of property to a partner who acquired any part of his in- 
terest in a transfer as to which an election under section 7M was in 
ePect, then, for the purposes of section 7M (other than subsection 
(d) ), the adjusted partnership bases of the distributed property shall 
take into account, in addition to any adjustments under section 734(b), 
the transferee's special basis adjustment for the distributed property 
under section 748(b); The application of this paragraph may be il- 
lustrated by the following example: 

Encamp/e. Partner D acquired his interest in partnership ABD 
from a previous partner. Since the partnership had made an elec- 
tion under section 754, a special basis adjustment with respect to D 
is applicable to the basis of partnership property in accordance with 
section 748(b). One of the assets of the partnership at the time D 
acquired his interest was property X, which is later distributed to 
D in a current distribution. Property X has an adjusted basis to 
the partnership of $1, 000 and with respect to D it has a special basis 
adjustment of $500. Therefore, for purposes of section 782(a) (1), 
the adjusted basis of such property to the partnership with respect to 
D immediately before its distribution is $1, 500. Hov ever, if property 
X is distributed to partner A, a nontransferee partner, its adjusted 
basis to the partnership for purposes of section 7M(a) (1) is only 
$1, 000. In such case, D s $500 special basis adjustment may shift over 
to other property. See $ 1. 743 — 1(b) (2) (ii). 

(c) Adjustments to basis of distributed inventory and unreatized 
receivables. — Under section 7M, the basis to be allocated to distributed 
properties shall be allocated first to any unrealized receivables and 
inventory items. If the distributee partner is a transferee of a part- 
nership interest and has a special basis adjustment for unrealized re- 
ceivables or inventory items under either section 748(b) or section 
7M(d), then the partnership adjusted basis immediately prior to dis- 
tribution of any unrealized receivables or inventory items distributed 
to such partner shall be determined as follows: If the distributee part- 
ner receIves his entire share of the fair market value of the inventory 
items or unrealized receivables of the partnership, the adjusted basis 
of such distributed property to the partnership, for the purposes of 
section 7M, shall take into account the entire amount of any special 
basis adjustment which the distributee partner may have for such as- 
sets. If the distributee partner receives less than his entire share of 
the fair market value of partnership inventory items or unrealized 
receivables, then, for purposes of section 7M, the adjusted basis of 
such distributed property to the partnership shall take into account 
the same proportion of the distributee's special basis adjustment for 
unrealized receivables or inventory items as the value of such items 
distributed to him bears to his entire share of the total value of all 
such items of the partnership. The provisions of this paragraph 
may be illustrated by the following example: 
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Example. Partner C acquired his 40-percent interest in part- 
nership AC from a previous partner. Since the partnership had 
made an election under section 754, C has a special basis adjust- 
ment to partnership property under section 748(b). C retires 
from the partnership when the adjusted basis of his partnership 
interest is $3, 000. He receives from the partnership in liquidation 
of his entire interest, $1, 000 cash, certain capital assets, depreciable 
property, and certain inventory items and unrealized. receivables. 
C has a special basis adjustment of $800 with respect to partner- 
ship inventory items and of $200 with respect to unrealized receiv- 
ables. The common partnership basis for the inventory items 
distributed to him is $500 and for the unrealized receivables is 
zero. If the value of inventory items and the unrealized receiv- 
ables distributed to C in his 40-percent share of the total value of 
all partnership inventory items and unrealized receivables, then, 
for purposes of section 782, the adjusted basis of such property in 
C's lrands ivill be $1, 300 for the inventory items ($500 plus $800) 
and $200 for the unrealized receivables (zero plus $200). The 
remaining basis of $500, which constitutes the basis of the capital 
assets and depreciable property distributed to C, is determined 
as follows: $8, 000 (total basis) less $1, 000 cash, or $2, 000 (the 
amount to be allocated to the basis of all distributed property), 
less $1, 500 ($800 and $200 special basis adjustments, plus $500 
common partnership basis, the amount allocated to inventory 
items and unrealized receiv~ables). However, if the value of the 
inventory items and unrealized receivables distributed to C con- 
sisted of only 20 percent of the total fair market value of such 
property (i. e. , only one-half of C's 40-percent share), then only 
one-half of. C's special basis adjustment of $800 for partnership 
inventory items and $200 for unrealized receivables would be taken 
into account. In that. case, the basis of the inventory items in C's 
hands would be $650 ($250, the common partnership basis for 
inventory items distributed to him, plus $400, one-half of C's spe- 
cial basis adjustment for inventory items). The basis of the 
unrealized receivables in C's h. ands would be $100 (zero plus $100, 
one-half of C's special basis adjustment for unrealized 
receivables) . 

$ 1. 7N STATE TORY PROVISIONS j BASIS OF DISTRIBUTEE PARTNER S 

INTEREST. 

SEC. 7"3. BASIS OF DISTRIBUTEE PARTNER'S INTEREST. 

In the case of a distribution by a partnership to a partner other than 
in liquidation of a partner's interest, the adjusted basis to such partner 
of his interest in the partnership shall be reduced (but not below zero) 
by— 

(1) The amount of any money distributed to such partner, and 
(2) The amount of the basis to such partner of distributed prop- 

erty other than money, as determined under section 732. 

$ 1. 788 — 1 BAHIs oF DisTRIRUTEE PARTNER s INTEREsT. — In the case 
of a distribution by a partnership to a partner other than in liquida- 
tion of a partner's entire interest, the adjusted basis to such partner of 
his interest in the partnership sha~ll be reduced (but not. below zero) by 
the amount of any money distributed to such partner and by the 

393474' — 56 — 18 
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amount of the basis to him of distributed property other than money as 
determined under section 7M and 8 1. 7M — 1 and 1. 7M — 9. 

I) 1. 784 STATUTORY PROVISIONS ) OI rIONAL ADJVSTMKNT To BASIS OF 

UNDISTRIBUTED PARTNKRsIIIP PRoPERTY. 

SEC. 734. OPTIONAL ADJUSTMENT TO BASIS OF UNDISTRIB- 
UTED PARTNERSHIP PROPERTY. 

(a) GENERAL RULE. — The basis of partnership property shall not be 
adjusted as the result of a distribution of property to a partner unless 
the election, provided in section 754 (relating to optional adjustment 
to basis of partnership property), is in effect with respect to such 
partnership. 

(b) METHoD OF ADJUSTMENT. — In the case of a distribution of property 
to a partner, a partnership, vvith respect to which the election provided 
in section 754 is in effect, shall— 

(1) Increase the adjusted basis of partnership property by— 
(A) The amount of any gain recognized to the distributee 

partner with respect to such distribution under section 781 
(a) (1), aml 

(B) In the case of distributed property to which section 
782(a) (2) or (b) applies, the excess of the adjusted basis of 
the distributed property to the partnership immediately before 
the distribution (as adjusted by section 7S2(d) ) over the basis 
of the distributed property to the distributee, as determined 
under section 732, or 

(2) Decrease the adjusted basis of partnership property by— 
(A) The amount of any loss recognized to the distributee 

partner with respect to such distribution under section 781 
(a)(2), and 

(B) In the case of distributed property to which section 
782(b) applies, the excess of the basis of the distributed prop- 
erty to the distributee, as determined under section 782, over 
the adjusted basis of the distributed property to the partner- 
ship immediately before such distribution (as adjusted by 
section 732(d) ). 

(c) ALr, ocArrox or BAsrs, — The allocation of basis among partner- 
ship properties where subsection (b) is applicable shall be made in 
accordance with the rules provided in section 755. 

$ 1. 784 — 1 OPTIONAL ADJL SCIENT TO BASIS or UNDISTRIBUTED PART- 
NKRsHIP PRQPKRTY. — (a) General rule. — A partnership shall not adjust 
the basis of partnership property as the result of a distribution of 
property to a partner, unless the election provided in section 754 (re- 
lating to optional adjustment to basis of partnership property) is in 
eA'ect. 

(b) 3Iethod of adj ustment. (1) Increase zn baszs. — 'tVhere an elec- 
tion under section 754 is in efFect and a distribution of partnership 
property is made, whether or not in liquidation of the partner's entire 
interest in the partnership, the adjusted basis of the remaining part- 
nership assets shall be increased. by- 

(i) Thc amount of any gain recognized under section 731(a) (1) 
to the distributee partner, or 

(ii) The excess of the adjusted basis to the partnership im- 
mediately before the distribution of. any property distributed 
(including adjustments under section 748(b) or section 7M(d) 
when applied) over the basis under section 7M (including such 
special basis adjustments) of such property to the distributee 
partner. 

The provisions of this subparagraph may be illustrated by the follow- 
ing examples: 
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Value 

$4, 000 
11, 000 
18, 000 

Totals $30, 000 $33, 000 

Liabilities and Capital 

L'+ample (1). Partner A has a basis of $10, 000 for his one- 
third interest in partnership ABC. The partnership has no 
liabilities and has assets consisting of cash of $11, 000 and property 
with a partnership basis of $19, 000 and avalue of $22, 000. A 
receives $11, 000 in cash in liquidation of his entire interest in 
the partnership. He has a gain of $1, 000 under section 731(a) (1). If the election under section 754 is in eRect, the partnership basis 
for the property becomes $20, 000 ($10, 000 plus $1, 000). 

Encamp/e (9). Partner D has a basis of $10, 000 for his one- 
third interest in partnership DEF. The partnership balance 
sheet before the distribution shows the following: 

Adjusted Assets basis 

C ash 
Property X 11, 000 
Property Y 15, 000 

Liabilities 
Capital: 

D 
E 
F 

0 0 

$10, 000 $11, 000 
10, 000 11, 000 
10, 000 11, 000 

Totals $30, 000 $33, 000 

In liquidation of his entire interest in the partnership, D 
received property X with a partnership basis of $11, 000. D's 
basis for property X is $10, 000 under section 7M(b). Where 
the election under section 7o4 is in eRect, the excess of $1, 000 (the 
partnership basis before the distribution less D's basis for prop- 
erty X after distribution) is added to the basis of property Y. 
The basis of property Y becomes $16, 000 ($15, 000 plus $1, 000). 
H the distribution is made to a transferee partner who elects 
under section 7M(d), see $ 1. 784 — 2. 

(2) Decrease in basis. — Where the election provided in section 
754 is in eRect and a distribution is made in liquidation of a partner's 
entire interest, the partnership shall decrease the adjusted basis of the 
remaining paltnership property by- 

(i) The amount of loss, if any, recognized under section 
781(a) (2) to the distributee partner, or 

(ii) The excess of the basis of the distributed property to the 
distributee, as cletermined under section 7o2 (including adjust- 
ments under section 743 (b) or section 732 (d) when applied) over 
the adjusted basis of such property to the partnership (includ- 
ing such special basis ad]ustments) immediately before such 
distribution. 

The provisions of this subparagraph may be illustrated by the fol- 
lowing examples: 

Example (1). Partner G has a basis of $11, 000 for his one- 
third interest in partnership GHI. Partnership assets consist of 
cash of $10, 000 and property with a basis of $23, 000 and a value of 
$20, 000. There are no partnership liabilities. In liquidation of 
his entire interest in the partnership, G receives $10, 000 in cash. 
He has a loss of $1, 000 under section 781(a) (2). If the election 
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under section 754 is in e8ect, the partnership basis for the property 
becomes $22, 000 ($23, 000 less $1, 000) . 

Encamp/e (9). Partner J has a basis of $11, 000 for his one- 
third interest in partnership JILL. The partnership balance 
sheet before the distribution shows the following: 

Assets 

Cash 
Property X 
Property Y 

Adjasted 
basis 

$5, 000 
10, 000 
18, 000 

Vstse 

$5, 000 
10, 000 
15, 000 

Total $33, 000 $30, 000 

Liabilities 
Capital: 

J 
K 
L 

Liabihties and Capital 

0 0 

$11, 000 $10, 000 
11, 000 10, 000 
11, 000 10, 000 

Total $33, 000 $30, 000 

In liquidation of his entire interest in the partnership, J receives 
property X with a partnership basis of $10, 000. J's basis for 
property X. under section 7M(b) is $11, 000. Adhere the election 
under section 754 is in effects the excess of $1, 000 ($11, 000 basis of 
property X to J, the distributee, less its $10, 000 adjusted basis to 
the partnership immediately before tlie distribution) decreases 
the basis of property Y in the partnership. Thus, the basis of 
property Y becomes $17, 000 ($18, 000 less $1, 000) . If the distribu- 
tion is made to a transferee partner who elects under section 
7o2 (d), see $ 1. 734 — 2. 

(c) Allocation of ba8i8. — For allocation among the partnership 
properties of basis adjustments under section 7M(b) and para- 
graph (b) of this section, see section 755 and $ 1. 755 — 1. 

(d) Returns. — A partnersliip which must adjust the bases of part- 
nership properties under section 784 shall attach a statement to the 
partnership return for the year of the distribution setting forth the 
computation of the adjustment and the partnership properties to 
which the adjustment has been allocated. 

$ 1. 734 — 2 A. DJvsTMENT A. I'TER DisTRIBvTIQN To TRANsEEREE PART- 
NER. — (a) In the case of a distribution of property by the partnership 
to a partner who has obtained all or part of his partnership interest by 
transfer, the adjustments to basis provided in section 748(b) and sec- 
tion 732(d) shall be taken into account in applying the rules under 
section 784(b). For determining the adjusted basis of distributed 
property to the partnership immediately before the distribution v here 
there has been a prior transfer of a partnership interest with respect to 
which the election provided in section 754 or section 7M(d) is in eBect, 
see $$ 1. 732 — 1 and 1. 7M — 2. 

(b) (1) If a transferee partner, in liquidation of his entire partner- 
ship interest, receives a distribution of property (including money) 
with respect to which he has no special basis adjustment, in exchange 
for his interest in property with respect to which he has a special bas~is 

adjustment, and does not utilize his entire special basis adjustment in 
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determining the basis of the distI ibutecl property to him under section 
782, the unused special basis acljustment of the distributee shall bc 
applied as an adtustment to the partnership basis of the property 
retained by the partnership and as to which the distributee did not use 
his special basis adjustment. The provisions of this subparagraph 
may be illustrated by the following example: 

Exam p/e. Upon the cleath ol his f', Ither partner S acquires by 
inheritance a half-interest in partnership XCS. Partners A ancl 
C each have a one-quarter interest. The assets of the partner- 
ship consist of $10, 000 cash and land usecl in farmin«worth 
$10, 000 with a, basis of $1, 000 to the partnership. Since the part- 
nership had macle the election uncler section 754 at the time of 
the transfer, partner S has a special basis adjustment of $4. 500 
under section 748(b) with respect to his unclivided half-interest 
in the real estate. The basis of S's partnership interest, in accord- 
ance with section 742, is $10, 000. S retires from the partnership 
and receives $10, 000 in cash in exchange for his entire interest. 
Since S lras received no part of the rea~l estate, his special basis 
adjustment of $4, 500 will be allocated to the real estate, the remain- 
ing partnership property, and will increase its basis to the part- 
nership to $5, 500. 

(2) The provisions of this paragraph do not apply to the extent that 
certain distributions are treated as sales or exchanges under section 
751(b) (relating to unrealized receivables and substantially appre- 
ciated inventory items). See section 751(b) and $ 1. 751 — 1(b). 

$ 1. 785 STATUTORY PROvISIONS; CHARACTER OI GAIN OR LOss oN 
DISPOSITION OF DISTRIBUTED PROPERTY. 

SEC. 785. CHARACTER OF GAIV OR LOSS ON DISPOSITION OF 
DISTRIBUTED PROPERTY. 

(a) SALE oR EXCHANGE oF CERTAIN DIsTRIBUTED PRQPERTY. — 
(1) UNREALIKED REcEIYABI. Ks. — Gain or loss on the disposition by 

a distributee partner of unrealized receivables (as defined in sec- 
tion 751 (c) ) distributed by a partnership, shall be considered 
gain or loss from the sale or exchange of property other than a 
capital asset. 

(2) INvENToRY ITEMs. — Gain or loss on the sale or exchange by 
a distributee partner of inventory items (as defined in section 
751(d) (2) ) distributed by R partnership shall, if sold or exchanged 
within 5 years from the date of the distribution, be considered gain 
or loss from the sale or exchange of property other than a capital 
asset. 

(b) HoLDING PERIGD FQR DISTRIBUTED PRGPKRTY. — In determining the 
period for which a partner has held property received in a distribution 
from a partnership (other than for purposes of subsection (a) (2) ), 
there shall be included the holding period of the partnership, as de- 
termined under section 1223, with respect to such property. 

I) 1. I 85 — 1 CIIARACTER OF (jrAIV OR LOSS ON DISPOSITION OF DISTRIB- 
IITED PRoPERTY. — (a) Sale or exchange of dzetributed property. — (1) 
Unrealized receivables. — Any gain realized or loss sustainecl by a 
partner on a sale or exchange or other disposition of unrealized re- 
ceivables (as defined in section 751(c) ) received by him in a distribu- 
tion from a partnership shall be considered gain or loss from the 
sale or exchange of property other than a capital asset. 

(2) Inventory items. — Any gain realized or loss sustained by a 
partner on a sa(e or exchange of inventory items (as defined in sec- 
tion 751(d) (2) ) received in a distribution from a partnership shall 
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be considered gain or loss from the sale or exchange of property other 
than a capital asset if such inventory items are sold or exchanged 
within 5 years from the date of the distribution by the partnership, 
The character of any gain or loss from a sale or exchange by the 
distributee partner of such inventory items after 5 years from the 
date of distribution shall be determined as of the date of such sale 
or exchange by reference to the character of the assets in his hands 
at that date (inventory items, capital assets, property. used in a trade 
or business, etc. ). 

(b) Holding period for distributed property. — A partner's hold- 
ing period for property distributed to him by a partnership shall in- 
clude the period such property was held by the partnership. The 
provisions of this paragraph do not apply for the purpose of deter- 
mining the 5-year period described in section 785(a) (2) and para- 
graph (a) (2) of this section. If the property has been contributed 
to the partnership by a partner, then the period that the property 
was held by such partner shall also be included. See section 1228(2). 
For a partnership's holding period for contributed. property, see 

$ 1. 728 — 1. 
(c) Eff'ective date. — Section 785(a) applies to any property dis- 

tributed by a partnership to a partner af'ter AIarch 9, 1954. See sec- 
tion 771(b) (2) and $ 1. 771 — 1(b) (2). However, see section 771(c). 

1, 7c36 STATUTORY PROVISIONS j PAYMENTS TO A RETIRING PARTNER 
OR A DECEASED PARTNER S SUCCESSOR IN INTEREST. 

SEC. 730. PAYMENTS TO A RET1RING PARTNER OR A DE- 
CEASED PARTNER'S SUCCESSOR 1N INTEREST. 

(a) PAYMENTs CoNsIDERED As DIsTRIBUTIVE SIIARE oR GUARANTEED 
PAYMENT. — Payments made in liquidation of the interest of a retiring 
partner or a deceased partner shall, except as provided in subsection 
(b), be considered— 

(1) As a distributive share to the recipient of partnership in- 
come if the amount thereof is determined with regard to the income 
of the partnership, or 

(2) As a guaranteed payment described in section 707(c) if 
the amount thereof is determined without regard to the income of 
the partnership. 

(b) PAYMENTs FoR INTERERT IN PARTNERsHIP— 
(1) GENERAL RULE. Payments made in liquidation of the interest 

of a retiring partner or a deceased partner shall, to the extent 
such payments (other than payments described in paragraph (2) ) 
are determined, under regulations prescribed by the Secretary or 
his delegate, to be made in exchange for the interest of such part- 
ner in partnership property, be considered as a distribution by the 
partnership and not as a distributive share or guaranteed payment 
under subsection (a). 

(2) SPEGIAL RI J. Es. — — For pnrposes of this subsection, payments in 
exchange for an interest in partnership property shall not include 
amounts paid for— 

(A) Unrealised receivables of the partnership (as defined 
in section 751(c) ), or 

(B) Good will of the partnership, except to the extent that 
the partnership agreement provides for a payInent with re- 
spect to good will. 

$ 1. 786 — 1 PAYMENTs To A RETIRING PARTNER oR A DEGEAsED PART- 
NER s SUccEssoR IN INTEREsT. — (a, ) Payn~ents considered as IEistribu- 
tive share or guaranteed payment. — (1) (i) Section 786 and this sec- 
tion apply only to payments made to a retiring partner or to a de- 
ceased partner's successor in interest in liquidation of such partner's 
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entire interest in the partnership. See section 761(d). Section 786 
and tliis section do not apply if the estate or other successor in in- 
terest of a deceased. partner continues as a partner in its own right 
under local law. Section 786 and this section apply only to paynients 
made by the partnership and not, to transactions between the partners. 
Thus, a sale by partner A to partner 8 of his entire one-fourth in- 
terest in partiiership VBCD woulcl not come within the scope of 
section 786. 

(ii) l partner retires when he ceases to be a partner uncler local 
law. However, for tlie purposes of subchapter Iv, a retired partner 
or a deceased partner's successor will be treated as ~a partner until his 
interest in the partnership has been conipletely liquid~ated. 

(2) When payments (including assumption of liabilities treatecl as 
a distribution of money under section 752) are made to a witlidrawing 
partner, that is, a retiring partner or the estate or other successor 
in interest of a deceased partner, tlie amounts paid may represent 
several items. In part, they may represent the fair market value at 
the time of his death o~r retirenient of the withdrawing partner's in- 
terest in all the assets of the partnership (including inventory) unre- 
duced by partnership liabilities. Also, part of such payments may 
be attributable to his interest in unrealized receivables and part to 
an arrangement among the partners in the nature of mutual insurance. 
When a partnersliip makes such payments, whether or not related 
to partnership income, to retire the withdrawing partner's entire in- 
terest in the partnership, the payments must be allocated between 
(i) payments for the value of his interest, in assets, except unrealized 
receivables and, under some circumstances, good will (section 786 (b) ), 
and (ii) other payments (section 786(a)). The amounts paid for 
his interest in assets are treated in the same manner as a distribution 
in complete liquidation under sections 781& 7M& and, where applicable, 
751. See $1. 751 — 1(b) (4) (ii). The rema~ining pa~rtners are allowed 
no deduction for these payments since they represent either a dis- 
tribution or a purchase of the withdrawing partner's capital interest 
by the partnership (coniposecl of the remaining partners). 

(8) Under section 736(a), the portion of the paynients made to a 
withdrawing partner for his share of unrealized receivables, good 
mill (in the absence of an agreement to the contrary), or otherwise 
not in exchange for his interest in assets under the riiles contained 
in paragraph (b) of this section will be considered either- 

(i) A distributive share of partnership inconie, if the amount 
of payment is determined with regard to income of the partner- 
ship; or 

(ii) A guaranteed paymeiit under section 707 (c), if the anioimt 
of the payment is cleterniined without regard to income of the 
partnership. 

(4) Payments, to the extent considered as a distributive share of 
partnership income uncler section 786(a) (1), are taken into account 
under section 702 in the income of the withdrawing partner and tlnis 
reduce the amount of the distributive shares of the remaining part- 
ners. Payments, to the extent considered as guaranteed pa~yinents 
under section 786(a) (2), are deductible by the partnership uncler 
section 162(a) and are taxable as ordinary income to the, recipieiit 
under section 61(a). See section 707(c). 
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(5) The amount of any payments under section 7M (a) shall be 
included in the income of the recipient for his taxable year with or 
within which ends the partnership taxable year for which the pay- 
ment is a distributive share, or in which the partnership is entitled 
to deduct such amount as a guaranteed payment. On the other hand, 
payments under section 736(b) shall be taken into account by the 
recipient for his taxable year in which such payments are made. See 
paragraph (b) (4) of this section. 

(6) A retiring partner or a deceased partner's successor in interest 
receiving payments under section 736 is regarded as a partner until 
the entire interest of the retiring or deceased partner is liquidated. 
Therefore, if one of the members of a 2-man partnership retires under 
a plan whereby he is to receive payments under section 786, the part- 
nership will not be considered terminated, nor will the partnership 
year close with respect to either partner, until the retiring partner s 
entire interest is liquidated, since the retiring partner continues to 
hold a partnership interest in the partnership until that time. Simi- 
larly, if a partner in a 2-man partnership dies, and his estate or other 
successor In interest receives payments under section 7M, the part- 
nership shall not be considered to have terminated upon the death 
of the partner but shall terminate as to both partners only when the 
entire interest of the decedent is liquidated. See section 708(b). 

(b) Paymentg forinterest in partnerghip. — (1) Payments made in 
liquidation of the entire interest of a retiring partner or deceased 
partner shall, to the extent made in exchange for such partner's interest 
in partnership property (except for unrealized receivables and good 
will as provided in subparagraphs (2) and (8) of this paragraph), 
be considered. as a distribution by the partnership (and not as a 
distributive share or guaranteed payment under section 7M(a)). 
Generally, the valuation placed by the partners upon a partner's 
interest in partnership property in an arm's length agreement will be 
regarded as correct. If such valuation refiects only the partner's net 
interest in the property (i. e. , total assets less liabilities), it must be 
adjusted so that both the value of the partner's interest in property 
and the basis for his interest take into account the partner's share of 
partnership liabilities, Gain or loss with respect to distributions 
under section 736(b) and this paragraph will be recognized to the 
distributee to the extent provided in section 781 and, where applicable, 
section 751. 

(9) Payments niade to a retiring partner or to the successor in 
interest of a deceased partner for his interest in unrealized receivables 
of the partnership in excess of their partnership basis, including any 
special basis adjustment for them to which such partner is entitled, 
shall not be considered as made in exchange for such partner's interest 
in partnership property. Such payments shall be treated as payments 
under section786(a) andparagraph (a) of thissection. For definition 
of unrealized receivables, see section 751 (c) . 

(8) For the purposes of section 786(b) and this paragraph, pay- 
ments made to a retiring partner or to a successor in iiiterest of a 
deceased partner in exchange for the interest of such partner in 
partnership property shall not include any amouiit paid for the 
partner's share of good will of the partnership in excess of its part- 
nership basis, including any special basis adjustments for it to which 
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such partner is entitled, except to the extent that the partnership 
agieement provides for a reasonable payment with respect to such 
good will. Such payments shall be considered as payments under 
section 736 (a) . To the extent that the partnership agreement pi ovides 
for a reasonable payment with respect to good will, such payments shall 
be treated under section 736(b) and this paragraph. Generally, the 
valuation placed upon good will by an arm's length agreement of the 
partners, whether specific in amount or determined by a formula, 
shall be regarded a, s correct. 

(4) Payments made to a retiring partner or to a successor in interest 
of a deceased partner for his interest in inventory shall be considered 
as made in exchange for such partner's interest in partnership property 
for the purposes of section 786(b) and this paragraph. However, pay- 
ments for an interest in substantially appreciated inventory items, as 
defined in section 751(d), are subject to the rules provided in section 
751(b) and $ 1. 751 — 1(b). The partnership basis in inventory items as 
to a deceased partner's successor in interest does not change because 
of the death of the partner unless the partnership has elected the 
optional basis adjustment under section 754. But see $ 1. 751 — 1(b) (8) 
(iii). 

(5) AVhere payments made under section 786 are received during 
the taxable year, the recipient must segregate that portion of each 
such payment whicli is determined to be in exchange for the partner's 
interest in partnership property and treated as a distribution under 
section 736(b) from that portion treated as a distributive share or 
guaranteed payment under section 736(a). Such allocation shall be 
niade as follows- 

(i) If a fixed amount (whether or not supplemented by any 
additional amounts) is to be received over a fixed number of years 
the portion of each payment to be treated as a distribution under 
section 7M(b) for the taxable year shall bear the same ratio to 
the total fixed agreed payment for such year (as distinguished 
from the amount actually received) as the total fixed agreed 
payments under section 736(b) bear to the total fixed agreed 
payments under section 786(a) and (b). The balance, if any, 
of such amount received in the same taxable year shall be treated 
as a distributive share or a guaranteed payment under section 
786(a) (1) or (9). However, if the total amount received in any 
one year is less than the amount considered as a distribution 
under section 7'N(b) for that year, then any unapplied portion 
shall be added to the portion of the payments for the following 
year or years which are to be treated as a distribution under 
section 786(b). For example, retiring partner AV who is entitled 
to an annual payment of $6, 000 for 10 years for his interest in 
partnership property, receives only $8, 500 in 1955. In 1956, he 
receives $10, 000. Of this amount, $8, 500 ($6, 000 plus @, 500 
from 1955) is treated as a distribution uncler section 786(b) for 
1956; $1, 500, as a payment under section 786 (a) . 

(ii) If the retiring partner or deceased partner's successor in in- 
terest receives payments which are not fixed in amount, such pay- 
rnents shall first be treated as payments in exchange for his interest 
in partnership property under section 786 (b) to the extent of the 
value of that interest and, thereafter, as payments under section 
736(a). 
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(iii) In lieu of the rules provided in subdivisions (i) and (ii) 
of this subparagraph, the allocation of each annual payment be- 
tween section 786 (a) and (b) may be made in any manner to 
which all the remaining partners and the withdrawing partner or 
his successor in interest agree, provided that the total amount allo- 
cated to property under section 786(b) does not exceed the fair 
market value of such property at the date of death or retirement. 

(6) Except to the extent section 751(b) applies, the amount of any 
gain or loss with respect to payments under section 786(b) for a 
retiring or deceased partner's interest in property for each year of 
payment shall be determined under section 781. However, where the 
total of section 786 (b) payments is a fixed sum, a retiring partner or a 
deceased partner's successor in interest may elect (in his tax return for 
the first taxable year for which he receives such payments), to report 
and to measure the amount of any again or loss by the di6'erence 
between- 

(i) The amount treated as a distribution under section 786(b) 
in that year, and 

(ii) The portion of the adjusted basis of the partner for his 
partnership interest attributable to such distribution (i e. , the 
amount which bears the same proportion to the partner's total 
adjusted basis for his partnership interest as the amount dis- 
tributed under section 786(b) in that year bears to the total 
amount to be distributed under section 786 (b) ). 

A recipient who elects under this subparagraph shall attach a state- 
ment to his tax return for the first taxable year for which he receives 
such payments, indicating his election and shotving the computation 
of the gain included in gross income. 

(7) The provisions of this paragraph may be illustrated by the 
following examples: 

Earp/e (1). Partnership ABC is a personal service partner- 
ship and its balance sheet is as follows: 

Assets Liabilities and capital 

Adjusted 
basis per 

books 
Market 

value 
Per 

books Value 

Cash 
Unrealized receivables 
Capital and section 1231 assets 

Total 

$13, 000 
0 

20, 000 

$33, 000 

$13, 000 
30, 000 
23, 000 

$66, 000 

Liabilities. 
Capital: 

A 
B c 

$3, 000 

10, 000 
10, 000 
10, 000 

21, 000 
21, 000 
21, 000 

Total $33, 000 $66, 000 

Partner A retires from the partnership in accordance with an 
agreement whereby his share of liabilities ($1, 000) is assumed. 
In addition he is to receive $9, 000 in the year of retirement plus 
$10, 000 in each of the two succeeding years. Thus, the total that 
A. receives f' or his partnership interest is $80, 000 ($29, 000 in cash 
and $1, 000 in liabilities assumed) . Under the agreement terminat- 
ing A's interest, the value of A's interest in section 786 (b) partner- 
ship property is $12, 000 (one-third of $86, 000, the sum of $18, 000 
cash and $28, 000, the fair market value of capital and section 1281 
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assets). A, 's share in unrealized receivables is not included in his 
interest in partnership property described in section 786(b). 
Since the basis of A's interest is $11, 000 ($10, 000 plus $1, 000, his 
share of partnership liabilities), he will realize a c;ipit;il gain of 
$1, 000 ($12, 000 minus $11, 000) from the dispositIon of his interest 
in partnership property. The remaining $18, 000 ($80, 000 mi»us 
$12, 000) will constitute payments under section 736 (a) (2) which 
are taxable to A. as guaranteed payments under scitio» 707(c). 
The payment for the first year is $10, 000, consisting of $0, 000 in 
cash, plus $1, 000 in liability assumed (section 752(b) ). '1'hus, 
unless the partners agree otherwise under s»bpar;igraph (5) (iii) 
of this paragraph, each annual payment of $10, 0()0 will be allo- 
cated as follows: $6, 000 (18, 000/80, 000 of $10, 000) is a, sectio» 
786 (a) (2) payment and $4, 000 (12, 000/80, 000 of $10, 000) is a pay- 
ment for an interest in section 786(b) parti~iership property. (The 
partnership may decluct the $6, 000 guai anteed payment i»ade to 
A in each of the 8 years. ) The gain on the payments for part- 
nership property will be determinecl uncler section 731, as pro- 
vided in subparagraph (6) of this paragraph. A will tieat only 
$4, 000 of each payment as a distribution in a series in liquidation 
of his entire interest and, under section 731, will have a capital 
gain of $1, 000 when the la~st payment is made. IIowever, if A so 
elects, as provided in subparagraph (6) of this paragraph, he may 
treat such gain as follows: Of each $4, 000 payment attribiitable to 
A's interest in partnership property, $888 is capit;il gain (one- 
third of the total capital gain of $1, 000), and $8, 667 is a return of 
capital. 

Encamp/e (8). Assume the same facts as in example (1) of this 
subparagraph except that the agreement between the partners 
provides for payments to A. for 8 years of a percentage of annual 
income instead. of a fixed amount. Unless the partners agree 
otherwise under subparagraph (5) (iii) of this paragraph, all 
payments received by A up to $12, 000 shall be treated under sec- 
tion 786(b) as payments for A's interest in partnership property. 
His gain of $1, 000 will be taxed only after he has received his full 
basis under section 781. Since the payments are not fixed in 
amount, the election provided i» subparagraph (6) of tliis para- 
graph is not available. 4. ny payments in excess of $12, 000 shall 
be treated as a distributive sliare of partnership i»conic to A under 
section736(a) (1). 

Encamp/e (8). Assume the same facts as in example (1) of this 
subparagraph except that the partnership agreement provides that 
the payment for A's interest in partnership property sh;ill include 
payment for his interest in the good will of the partnership. At 
the time of A's retirement, the partners determine the value of 
partnership good will to be $0, 000. The value of A. 's interest in 
partnership property described in section 786(b) is thus $15, 000 
(one-third of $45, 000, the sum of $18, 000 cash, plus $28, 000, the 
value of capital and section 1281 assets, plus $0. 000 goodwill). 
From the disposition of his interest in partnership pioperty, A 
will realize a capital gain of $4, 000 ($15, 000, minus $11, 000, , the 
basis of his interest. The remaining $15, 000 ($80, 000 minus $15, - 
000) will constitute payments under section 786 (a) (2) which aie 
taxable to A as guaranteed payments under section 707(c). 
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(c) Cvocal reference. — See section 753 for treatment of payments 
under section 736 (a) as income in respect of a decedent under section 
601. 

Transfers of Interests in a Partnership 

$ 1. 741 STATUTORY PROVISIONS; RECOGNITION AND CHARACTER OF 

GAIN OR LOSS ON SALK OR EXCHANGE. 

SEC. 74L RECOGNITION AND CHARACTER OF GAIN OR LOSS 
ON SALE OR EXCHANGE. 

In the case of a sale or exchange of an interest in a partnership, gain or 
loss shall be recognized to the transferor partner. Such gain or loss shall 
be considered as gain or loss from the sale or exchange of a capital asset, 
except as otherwise provided in section 751 (relating to unrealized receiv- 
ables and inventory items which have appreciated substantially in value). 

3 1. 741 — 1 RECOGNITION AND CHARACTER OF GAIN OR LOSS ON SALE 
oR ExcIIANGE. — (a) The sale or exchange of an interest in a partner- 
ship shall, except to the extent section 751(a) applies, be treated as 
the sale or exchange of a capital asset, resulting in capital gain or loss 
measured by the difference between the amount realized and the ad- 
'usted basis of the partnership interest, as determined under section 
05. For treatment of selling partner's distributive share up to date 

of sale, see section 706(c) (2). lVhere the provisions of section 751 
require the recognition of ordinary income or loss with respect to a 
portion of the amount realized from such sale or exchange, the amount 
realized shall be reduced by the amount attributable under section 751 
to unrealized receivables and substantially appreciated inventory items, 
and the adjusted basis of the transferor partner's interest in the part- 
nership shall be reduced by the portion of such basis attributable to 
such unrealized receivables and substantially appreciated inventory 
items. See section 751 and $ 1. 751 — 1. 

(b) Section 741 shall apply whether the partnership interest is sold 
t, o one or more members of the partnership or to one or more persons 
who are not members of the partnership. Section 741 shall also apply 
even though the sale of the partnership interest results in a termina- 
tion of the partnership under section 708(b). Thus, the provisions of 
section 741 shall be applicable (1) to the transferor partner in a 2-man 
partnership when he sells his interest to the other partner, and (2) to 
all the members of a partnership when they sell their interests to one 
or more persons outside the partnership. 

(c) See section 351 for nonrecognition of gain or loss upon transfer 
of a partnership interest to a corporation controlled by the transferor. 

f 1. 742 STATUTORY PROVISIONS j BASIS OF TRANSFEREE PARTNER S 
INTEREST. 

SEC. 742. BASIS OF TRANSFEREE PARTNER'S INTEREST. 
The basis of an interest in a partnership acquired other than by con- 

tribution shall be determined under part II of subchapter 0 (Section 
1011 and following). 

) 1. 742 — 1 BAsIs oF TRANsFEREK PARTNER s INTKRKsT. — The basis to 
a transferee partner of an interest in. a partnership shall be determined 
under the general basis rules for property provided by part II of sub- 
chapter 0 (sections 1011 to 1022, inclusive). Thus, the basis of a pur- 
chased interest will be its cost. ~The basis of a partnership interest ac- 
quired from a decedent is the fair market value of the interest at 
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the date of his death or at the alternate valuation date, increased by his 
estate's or other successor's share of pai tnership liabilities, if any, on 
that date, and reduced to the extent that such value is attributable to 
items constituting income in respect of a decedent (see section 758 and 
II' 1. 706 — 1(c) (3) (v) and 1. 758 — 1(b) ) under section 691. See section 
1014(c). For basis of contributing partner's interest, see section 729. 
The basis so determined is then subject to the adjustments provided in 
section 705. 

1 748 STATUToRT PRovlsloNs j OPTIQNAL An J o sTMEKT To BAsIs 
or PARTNERSEIIP 1 ROPERTY'. 

SEC. 748. OPTIOXAI. ADZVSTlIEXT TO BASIS OF PARTNERSHIP 
PROPERTY. 

(a) GENERAL RULE. — The basis of partnership property shall not be 
adjusted as the result of a transfer of an interest in a partnership by 
sale or exchange or on the death of a partner unless the election provided 
by section 754 (relating to optional adjustment to basis of partnership 
property) is in effect vvith respect to such partnership. 

(b) ADJUSTMEvT To BAsrs oF PARTNERsHIP PRoPERTT. — In the case 
of a transfer of an interest in a partnership by sale or exchange or 
upon the death of a partner, a partnership with respect to which the 
election provided in section 754 is in effect shall— 

(I) Increase the adjusted basis of the partnership property by 
the excess of the basis to the transferee partner of his interest 
in the partnership over his proportionate share of the adjusted 
basis of the partnership property, or 

(2) Decrease the adjusted basis of the partnership property by 
the excess of the transferee partner's proportionate share of the 
adjusted basis of the partnership property over the basis of his 
interest in the partnership. 

Vnder re ulations prescribed by the Secretary or his delegate, such 
increase or decrease shall constitute an adjustment to the basis of 
partnership property with respect to the transferee partner only. A 
partner's proportionate share of the adjusted basis of partnership 
property shall be determined in accordance with his interest in partner- 
ship capital and, in the case of an agreement described in section 
704(c) (2) (relating to effect of partnership agreement on contributed, 
property) such share shall be determined by taking such agreement 
into account. In the case of an adjustment under this subsection to 
the basis of partnership property sublect to depletion, any depletion 
allowable shall be determined separately for the transferee partner 
with respect to his interest in such property. 

(c) ALLocATzoN oF BAszs. — The allocation of basis among partner- 
ship properties where subsection (b) is applicable shall be made in 
accordance with the rules provided in section 755. 

$ 1. 748 — 1 OrTIONAL ADJVSTMENT TO BASIS OF PARTNERSHIP PROP- 
ERTY. — (a) General ale. — The basis of. partnership property shall 
not be adjusted as tl'e result of a transfer of an interest in a partner- 
ship, either by sale or exchange or as a result of the death of a 
partner, unless the election provided by section 754 (relating to op- 
tional adjustment to basis of partnership property) is in eHect with 
respect to the partnership. However, whether or not the election 
provided in section 754 is in efI'ect, the basis of pai tnership property 
shall not be adjusted as the result of a contribution of property, in- 
cluding money, to the partnership. 

(b) Adjustment to bazis Of partnership property. — (1) De- 
termination of adjust»ient. — In the case of a transfer of an interest 
in a partnership, either by sale or exchange or as a result of the death 
of a partner, a partnership as to which the election under section 754 
is in eQ'ect shall— 
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(i) Increase the adjusted basis of partnership property by 
the excess of the transferee's basis for his partnership interest 
over his share of the adjusted basis to the partnership of all 
partnership property, or 

(ii) Decrease the adjusted basis of partnership property by 
the excess of the transferee partner's share of' the adjusted basis 
of all partnership property over his basis for his partnership 
interest. 

The amount of the increase or decrease constitutes an adjustment 
affecting the basis of partnership property with respect to the trans- 
feree partner only. Thus, for purposes of depreciation, depletion, 
gain or loss, and distributions, the transferee partner will have a 
special basis for those partneIship properties which are adjusted 
under section 748(b) and this paragraph. This special basis is his 
share of the common partnership basis (i. e. , the adjusted basis of 
such properties to the partnership without regard to any special basis 
adjustments of any transferee) plus or minus his special basis ad- 

justments. A partner's share of the adjusted basis of partnership 
property is equal to the sum of his interest as a partner in partner- 
ship capital and surplus, plus his share of partnership liabilities. 
'tVhere an agreement with respect to contributed property is in eGect 
under section 704(c) (2), such agrreement shall be taken into account 
in determining a partner's share of the adjusted basis of partnership 
property. Generally, if a partner's interest in partnership capital 
and profits is I/s, his share of the adjusted basis of partnership prop- 
erty will be I/& of such basis. The provisions of this paragraph may 
be illustrated by the following examples: 

Exa77tp/e (1). A is a member of partnership ABC in which 
the partners have equal interests in capital and profits. The 
partnership has made the election under section 754, relating 
to the optional adjustment to the basis of partnership property. 
A sells his interest to P for $22, 000. The balance sheet of the 
partnership at the date of sale shows the following: 

Assets Liabilities and capital 

Adjusted 
basis per 

books 

Market 
value 

Adjusted 
basis per 

books 
Value 

Cash 
Accounts receivable 
Inventory 
Depreciabje assets 

Total 

$5, 000 
10, 000 
20, 000 
20, 000 

$55, 000 

$5, 000 
10, 000 
21, 000 
40, 000 

$76, 000 

Liabilities 
CapitaL 

A 
B c 

Total 

$10, 000 $10, 000 

15, 000 22, 000 
15, 000 22, OIN 

15, 000 22, 000 

$55, 000 $76, 000 

The amount of the adjustment under section 748(b) is the dif- 
ference between the basis of the transferee's interest in the part- 
nership and his share of the adjusted basis of partnership prop- 
erty. Under section 742, the basis of P's interest is $25, 888 (the 
cash paid for A's interest, $22, 000, plus $8, 888, P's share of 
partnership liabilities). P's share of the adjusted basis of part- 
nership property is $18, 888, i. e. s $15I000 plus $8, 888. The amount 
to be added to the basis of pa~rtnership property is, therefore, 
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$7, 000, the difFerence between $25, 888 and $18, 388. This amount 
will be allocated to partnership properties in accordance with the 
rules set forth in section 755 and $ 1. 755 — 1. 

Example (8). D is a member of partnership DEF in 1vhich 
the partners have equal interests in profits, but not in capital. 
The partnership has made the election un~der section 754. D 
dies and his interest passes to W, his widow. The balance sheet 
of the partnership at the date of D's death shovvs the following: 

Assets Liabilities and capital 

Adjusted 
basis per 

books 

Market 
value 

Adjusted 
basis per 

books 
Value 

Cash 
Accounts receivable 
Inventory. 
Depreciablc assets 

otaL T 

$7, 000 
10, 000 
20, 000 
20, 000 

$57, 000 

$7, 000 
10, 000 
24, 000 
40, 000 

$81, 000 

Liabilities 
Capital: 

D 
E 
F 

$10, 000 

18, 000 
15, 000 
14, 000 

Total $57, 000 

$10, 000 

26, 000 
23, 000 
22, 000 

$81, 000 

The amount of the adjustment under section 748(b) is the dif- 
ference between the basis of the transferee's interest in the part- 
nership and her share of the adjusted basis of partnership prop- 
ertv. Under section 749, the basis of W's interest is $29, 888 (the 
fair market value of D's interest at his death, $96, 000, plus $8, 888, 
his share of partnership liabilities). W's share of the adjusted 
basis of partnership property is $21, 888 (i. e. , $18, 000 plus $8, 888, 
her share of partnership liabilities). The amount to be added to 
the basis of partnership property is, therefore, $8, 000, the dif- 
ference betvveen $o9, 338 and @1, 838. This amount will be al- 
located to partnership properties in. accordance with the rules set 
forth in section 755 and g 1. 755 — 1. 

Xote that in examples (1) and (2) of this subparagraph the amount of 
the adjustment does not depend upon the adjusted basis to the trans- 
fereor for his interest in partnership capital. 

(o) Determination of partrter's share of adjusted basis of partner- 
ship property. — (i) Under the provisions of section 748(b), a part- 
ner's share of the adjusted basis of partnership property shall be 
determined by taking into acccount the efFect of any partnership agree- 
ment with respect to contributed property as described in section 
704(c) (2), or the eA'ect of the contribution of undivided interests under 
section 704(c) (8). This rule may be illustrated by the following 

examples: 
Eza775p/e (1). A, B, and C form partnership ABC, to which 

A. contributes land worth $1, 000 (property X) with an adjusted 
basis to him of $400, and B and C each contributes $1, 000 cash. 
Each partner has $1, 000 credited to him on the books of the 
partnership as his capital contribution. The partners share in 
profits equally. During the partnership's first taxable year, prop- 
erty X appreciates in value to $1, 800. A sells his one-third in- 

terest in the partnership to D for $1, 100, when the election uncler 
section 754 is in efi'ect. Xo agreement under section 704(c) (2) 
is in e8ect. The adjusted basis of the partnership property is in- 
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creased with respect to D by the excess of his basis for his partner- 
ship interest, $1, 100, over his share of the adjusted basis of part- 
nership property, $800 (&/s of $2, 400, the total adjusted basis of 
partnership property). The amount of the adjustment, there- 
fore, is $800 ($1, 100 minus $800), which is an increase in the 
basis of partnership property with respect to D only. This 
special basis adjustment will be allocated to property X. (See 
section 755 and $ 1. 755 — 1. ) If property X is sold for $1, 600, the 
gain to the partnership is $1, 200 ($1, 600 received, less the ad- 
justed common partnership basis of $400 for property X). Thus, 
each partner's distributive share of the gain on the sale is $400. 
However, D's recognized gain is only $100 (his $400 distributive 
share of. the gain, reduced by $800, his special basis adjustment, 
with respect to pr~operty X). If D purchased his interest from 
B or C, the partners who contributed cash, D's adjustment under 
section 748(b) would also be $800, computed in exactly the same 
manner as in the case of a purchase from A. 

Ezcmp/e (8). Assume that partnership ABC described in 
example (1) of this subdivision has an agreement under section 
704(c) (2) withrespect to property X, stating that upon the sale 
of that property any gain, to the extent attributable to the precon- 
tribution appreciation of $600 (the difference between its value, 
$1, 000, and its basis, $400, at the time of the contribution) is to be 
allocated entirely to A, who contributed property X. Upon the 
purchase of A's interest by D for $1, 100, the computation of D's 
special basis would dilFer from that indicated in example (1) of 
this subdivision as follows: Under the partnership agreement, 
A's share of the $2, 400 adjusted basis of partnership property is 
only $400 (his basis for property X prior to its contribution to 
the partnership), and B's and C's share is $1, 000 each (the amount 
of the cash investment of each). The amount of the increase to 
D in the adjusted basis of partnership property under section 
743 (b) (1) is $700 (the excess of $1, 000, D's cost basis for his inter- 
est, over $400, A's share of the adjusted basis of partnership prop- 
erty to which D succeeds). This amount constitutes an adjustment 
to the basis of partnership property with respect to D only. If X 
is sold by the partnership for $1, 600, the gain is $1, 200 ($1, 600 
received less the adjusted common partnership basis of $400). 
Under the partnership agreement, $600 of tins gain, which is 
attributable to precontribution appreciation in value, is allocable 
to D, who is A's successor. The remaining $600 gain is not sub- 
ject to the agreement and is allocable to the partners equally, $200 
each. D's distributive share of the partnership gain is thus $600 
plus $200, or $800. However, D has a special basis adjustment of 
$700 under section 748(b) (1), which reduces his gain from $800 
to $100. B and C each has a gain of $200, which is una6'ected by 
the transfer of A's interest to D. 

Examp/e (8) . Assume the same facts as in example (2) of this 
subdivision, except that D has purchased his interest from B 
instead of from A. His special basis adjustment for partner- 
ship property in this case di Hers from that where he had purchased 
his interest from A, because of the eÃect of the agreement under 
section 704(c) (2). In this case, D is a successor to B, whose 



share of the adjusted basis of partnership property is $1, 000, 
instead of A, whose share is only $400. As a result, the adjust- 
ment under section 743(b) (1) is the excess of D's cost basis for 
his interest, $1, 100, over his share of the adjusted basis of part- 
nership property, $1, 000, or $100. In this case, if property X 
is sold for $1, 600, the partnership «ain is $1, 200 ($1, 600 less the 
adjusted partnership basis of $400). Of this gain, $600, repre- 
senting precontribution appreciation, is allocable to A under the 
partnership agreement. The remaining $600 is allocable in the 
amount of $200 to each partner. Since D as a transferee has a 
special basis acljustnient of $100 under section 743(b) (1), his gain 
is reducecl from $200 to $100. 

(ii) If a partner receives a distribution of property ivith respect 
to which another p;irtner has a special basis adjustinent, the distributee 
shall not take into account the special basis adjustment, of the other 
partner. However, the partner with the special basis adjustment will 
reallocate it under section 7M to reniaining partnership property of 
a like kind or, if he receives a distribution of like property, to such 
distributed property. If a partner receives a distribution of property 
with respect to which he has a special basis adjustment, such basis ad- 
justment ~~ill be taken into account when relevant under section 732. 
See ) 1. 732 — 2(b). If, at the time a partner receives property (whether 
or not he has a special basis adjustment with respect to such property), 
he relinquishes his interest in other property of a like kind with re- 
spect to which he has a special basis adjustment, the adjusted basis 
to the partnership of the distributed property shall include his special 
basis adjustment for the property in which he relinquished his interest. 
For the purposes of the preceding sentence, a partner will be consid- 
ered as having relinquished his interest in any remaininz«partnership 
properties wlien his interest has been completely liquidated; how- 
ever, when a partner receives a distribution not in liquidation, he will 
be considered as relinquishing his interest only in property distributed 
to other partners. For the purposes of tliis subdivision, like property 
means property of the same class, that is, stock in trade, property used 
in the trade or business, capital assets, etc. For certa~in adjustments 
to the basis of remaining partnership property after a distribution to 
a transferee partner, see $1. 734 — 2(b). The provisions of tliis sub- 
division may be illustrated by the following examples: 

Example (1). C is a transferee partner in partnership BC. 
The partnership owns, among other assets, X, a depreciable asset 
with a common basis to tlie partnership of $1, 000 and a special 
basis adjustment to C of $200, and Y, another depreciable asset 
with a comnion basis of $800 and a special basis adjustment to C 
of $300. B and C agree that B will receive a distribution of 
property Y, and C will receive a distribution of property X, with 
all other property to remain in the partnership. With respect to 
B, the partnership basis of property Y is $800, the common part- 
nership basis. Y will, therefore, have a basis of $800 in B's hands 
under section 732(a) ivhich provides for the use of a carryover 
basis in the case of current distributions. With respect to C, 
however, the partnership basis of property X is $1, 500, the com- 
nion partnership basis of. $1, 000, plus C's special basis adjustment 
of $200 for property X. , plus C's additional special basis adjust- 
303474' — 06 — 10 
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ment of $800 for property Y, in which he has relinquished his 
interest, . 

Example (8). (a) Partner D acquired his one-third interest 
in p;lrtnership BCD for $14, 000 from a previous partner when 
an election under section 754 was in effect. Therefore, under 
section 748(b), D has a special basis adjustment for certain part- 
nership property. Assume that at the time of the distribution in 
paragraph (b) of this example, the partnership assets consist of 
cash and rental property and that such assets and D's special basis 
adjustments under section 748(b) are as follows: 

Item Fair mar- 
ket value 

Common 
partner- 

ship basis 
D's share 

D's special Farmer- 
basis ad ship basis 
justment to D 

Cash 
House: 

U 
V 
w x 
Y 
Z 

Totals 

$12, 000 

9, 000 
6, 000 
8, 000 
9, 000 
9, 000 
7, 000 

$60, 000 

$12, 000 

1, 200 
4, 300 
1, 300 
4, 800 
6, 000 
3, 000 

$33, 000 

1, 600 

1, 600 
2, 000 
1, 000 

$11, 000 

$2, 000 

1, 000 

$4, 000 

1, 300 

3, 600 
2, 000 
2, 000 

(b) Assume further that D receives $4, 000 in cash and houses Y 
and Z in complete liquidation of his interest in partnership BCD. In 
determining the basis to D of houses Y and Z under section 782 (b) 
and (c), D must allocate $10, 000 basis ($14, 000 basis for his interest, 
less $4, 000 cash received) to houses Y and Z in proportion to their 
adjusted bases to the partnership. For purposes of section 782(c), 
the adjusted basis of house Y is $7, 200. ($6, 000 common partnership 
basis, plus $1, 200, allocated share of D's special basis adjustment of 
$2, 000 for house X, in which D relinquished his interest). The ad- 
justed basis of house Z is $4, 800 ($8, 000 common partnership basis, 
plus $1, 000, D's special basis for bouse Z, plus $800, allocated share of' 
D's special basis of $2, 000 for house X, in which D relinquished his 
interest). See subparagraph (2) (ii) of this paragraph under which 
6, 000/10, 000 of. the $2, 000 special basis adjustment for X is allocated 
to Y and 4, 000/10, 000 of such amount to Z. Therefore, $6, 000 basis 
(7, 200/12, 000 of $10, 000) is allocated to house Y and $4, 000 basis 
(4, 800/12, 000 of $10, 000) to house Z. 

(c) Since houses Y and Z had $12, 000 basis to the partnership, as 
computed in paragraph (b) of this example, and only $10, 000 basis to 
D, as determined under section 782, the partnership, under section 
784(b) (1) (B), must increase the basis of remaining partnership prop- 
erty (houses U, V, W, and X. ) by $2, 000 (excess of $12, 000 over 
$10, 000) . For allocation of this amount, see section 755 and $ 1. 755-1. 

(iii) Where an adjustment is made uncler section 748 (b) to the basis 
of partnership property subject to depletion, any depletion allowable 
shall be determined separately for each partner, including the trans- 
feree partner, based on his interest in such property. See f 1. 702 — 1(a) 
(8). This rule may be illustrated by the following example: 

EztImple. A, B, and C each contributes $5, 000 cash to form 
partnership ABC, which purchases oil property for $15, 000. 
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subsequently sells his partnership interest to D for $100, 000 when 
the election under section 754 is in e8ect. D has a special basis 
adjustment for the oil property of $M, OOO (the di8erence between 
D's basis, $100, 000, and his share of the basis of partnership 
property, $5, 000). Assume that the depletion allowance com- 
puted under the percentage method would be $91, 000 for the tax- 
able year so that each partner would be entitled to $7, 000 as his 
share of the deduction for depletion. However, under the cost 
depletion method, at an assumed rate of 10 percent, the allow- 
ance with respect to D's one-third interest which ha~s a basis to 
him of $100, 000 ($5, 000, plus his special basis adjustment of 
$95, 000) is $10, 000, although the cost depletion allowance with 
respect to the one-third. interest of A and B in the oil property, 
each of which has a basis of $5, 000, is only $500. For partners 
A and B, the percentage depletion is greater than cost depletion 
and each will deduct $7, 000 based on the percentage depletion 
method. Ho~ever, as to D, the transferee partner, the cost de- 
pletion method results in a greater allowance and D will, there- 
fore, deduct $10, 000 based on cost depletion. See section 613(a). 

(iv) AVhere there has been more than one transfer of partnership 
interests, the last transferee's special basis adjustment, if any, under 
section 748(b) shall be determined by reference to tive partnership 
colnmon basis for its property without regard to any prior transferee's 
special basis adjustment. For example, A, B, and C form a partner- 
ship. A and B each contributes $1, 000 cash and C contributes land 
with a basis and value of $1, 000. 'When the land has appreciated in 
value to $1y800) A sells his interest to D for $1&100 (1/s of $8, 800, the 
value of the partnership property). The election under section 754 
is in e8ect; therefore, D has a special basis adjustment of $100 with 
respect to the land under section 748(b). After the land has further 
appreciated in value to $1, 600, D sells his interest to E for $1, 900 (&/s 
of $3, 600, the value of the partnership property). Under section 
743(b), K has a special basis adjustment of $COO. Tlhis amount is 
determined without regard to any special basis adjustment that D may 
have had in the partnership assets. 

(8) returns. — A transferee partner who has a, special basis adjust- 
ment under section 748(b) shall attach a statement to his income tax 
return for the first taxable year in which the basis of any partnership 
property subject to the adjustment is pertinent in determining his 
income tax, showing the computation of the adjustment and the part- 
nership properties to which the adjustment has been allocated. 

(c) Avocation of bmi8. — For the allocation of basis anaong partner- 
ship properties where section 743(b) applies, see section 755 and 
f 1. 755 — l. 

Provisions Common to Other Subparts 

7C 1 STATIITOPi Y PROVISIONS j Uih REALIZED RECEIVABLES AND IN 
VENTORY ITEMS. 

SEC. 751. LNREALIZED RECEIVABLES AND INVENTORY ITEMS. 

(a) SALK oR ExcHANGE CF INTEREsT IN PARTNKRsHIP. — The amount 
of any money, or the fair market value of any property, received by a 
transferor partner in exchange for all or a pa. rt of his interest iu the part- 
nership attributable to— 
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(1) Unrealized receivables of the partnership, or 
(2) Inventory items of the partnership which have appreciated 

substantially in value, 
shall be considered as an amount realized from the sale or exchange of 
property other than a capital asset. 

(b) CERTAIN DIBTRIBUTIoNs TRFA'rro As SALEs OR ExcHANGEs. — 
(1) GENERAL RULE. — To the extent a partner receives in a dis- 

tribution— 
(A) Partnership property described in subsection (a) (1) 

or (2) in exchange for all or a part of his interest in other 
partnership property (including money), or 

(B) Partnership property (including money) other than 
property described in subsection (a) (1) or (2) in exchange 
for all or a part of his interest in partnership property de- 
scribed in subsection (a) (1) or (2), 

such transactions shall, under regulations prescribed by the Secre- 
tary or his delegate, be considered as a sale or exchange of such 
property between the distributee and the partnership (as constituted 
after the distribution). 

(2) ExczPrroNs. — Paragraph (1) shall not apply to— 
(A) A distribution of property which the distributee con- 

tributed to the partnership, or 
(B) Payments, described in section 780 (a), to a retiring 

partner or successor in interest of a deceased partner. 
(c) UNBEALizFB REczrvABLEs. — For purposes of this subchapter, the 

term "unrealized receivables" includes, to the extent not previously 
includible in income under the method of accounting used by the partner- 
ship, any rights (contractual or otherwise) to payment for— 

(1) Goods delivered, or to be delivered, to the extent the proceeds 
'herefrom would be treated as amounts received from the sale or 
exchange of property other than a capital asset, or 

(2) Services rendered, or to be rendered. 
(d) Inventory items which have appreciated substantially in value— 

(1) SvssTANTIAL APPRECIATIQN. — Inventory items of the partner- 
ship shall be considered to have appreciated substantially in value 
if their fair market value exceeds— 

(A) 120 percent of the adjusted basis to the partnership of 
such property, and 

(B) 10 percent of the fair market value of all partnership 
property, other than money. 

(2) INvRNTORx rxExrs. — For purposes of this subchapter the term 
"inventory items" means— 

(A) Property of the partnership of the kind described in 
section 1221(1), 

(B) Any other property of the partnership which, on sale 
or exchange by the partnership, would be considered property 
other than a capital asset and other than property described 
in section 1281, and 

(C) Any other property held by the partnership which, if 
held by the selling or distributee partner, would be considered 
property of the type described in subparagraph (A) or (B). 

$ 1. 751 — 1 UNREALIzEn REcEIvABLEs AND INVENTORY' ITE&ls. — (a) 
Sale or evohange of interest in a partnership. — (1) Character of 
amount realized. — To the extent that money or property received by 
a partner in exchange for all or part of his partnership interest is 
attributable to his share of the value of partnership unrealized re- 
ceivables or substantially appreciated inventory items, the money or 
fair market value of the property received shall be considered as an 
amount realized from the sale or exchange of property other than a 
capital asset. The remainder of the total amount realized on the sale 
or exchange of the partnership interest is realized from the sale or 
exchange of a capital asset under section 741. For definition of "un- 
realized receivables" and "inventory items which have appreciated 
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substantially in value", see section 751 (c) and (d). Unrealized re- 
ceivables and substanti~ally appreciated inventory items are hereafter 
in this section referred to as "section 751 property". See paragraph 
(e) of this section. 

(2) Determination of gain or loss. — The income or loss realized by 
a partner upon the sale or exchange of his interest in section 751 
property is the difference between (i) the portion of the total amount 
realized for the partnership interest allocated to section 751 property, 
and (ii) the portion of the selling partner's basis for his entire interest~ 
allocated to such. property. Generally, the portion of the total amount 
realized which the seller and the purchaser allocate to section 751 
property in an arm's length agreement will be regarded as correct. 
The portion of the partner's adjusted basis for his partnership interest 
to be alloca, ted to section 751 property shall be an amount equal to the 
basis such property would have had under section 732 (including sub- 
section (d) thereof) if the selling partner had received his sha~re of 
such properties in a current distribution made immediately before 
the sale. See $$ 1. 782 — 1 and 1. 782 — 2. Such basis shall reflect the rules 
of section 704(c) (8), if applicable, or any agreement under section 
704(c) (2). Any gain or loss recognized which is attributable to sec- 
tion 751 property will be ordinary gain or loss. The diiFerence be- 
tween the remainder, if any, of the partner's adjusted basis for his 
partnership interest and the balance, if any, of the amount realized 
is the transferor's capital gain or loss on the sale of his partnership 
interest. 

(8) Statement required. — A transferor partner selling or exchang- 
ing any part of his interest in a partnership which has any section 751 
property at the time of sale or exchange shall submit with his income 
tax return for the taxable year in which the sale or exchange occurs a 
statement setting forth separately the following information: 

(i) The date of the sale or exchange, the amount of the trans- 
feror partner's adjusted basis for his pa~rtnership interest, and the 
portion thereof attributable to section 751 property under section 
782 ) and 

(ii) The amount of any money and the fair market value of any 
other property received or to be received for the transferred in- 
terest in the partnership, and the portion thereof attributable to 
section 751 property. 

(iii) If the transferor partner computes his adjusted basis for 
section 751 property under the provisions of section 782(d), he 
must also include in the statement the information required by 
$ 1. 732 — 1(d) (8). 

(iv) If the transferor partner has a special basis adjustment 
under section 748(b), he must also include in the statement the 
computation of his special basis adjustment and the partnership 
properties to which the adjustment has been allocated. 

(b) Certain distributions treated a8 cakes or exchanges. — (1) In 
general. — (i) Certain distributions to which section 751(b) applies 
are treated in part as sales or exchanges of property between the part- 
nership and the distributee partner, and not as distributions to which 
sections 781 through 786 apply. A distribution treated as a sale or 
exchange under section 751(b) is not subject to the provisions of sec- 
tion 707(b). Section 751(b) applies whether or not the distribution 
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is in liquidation of the distributee partner's entire interest in the part- 
nership. However, section 751(b) applies only to the extent that a 
partner either receives section 751 property in exchange for his re- 
linquishing any part of his interest in other property, or receives other 
property in exchange for his relinquishing any part of his interest in 
section 751 property. 

(ii) Section 751(b) does not apply to a distribution to a partner 
which is not in exchange for his interest in other partnership property, 
Thus, section 751(b) does not apply to the extent that a distribution 
consists of the distributee partner s share of section 751 property or his 
share of other property. Similarly, section 751(b) does not apply to 
current drawings or to advances against the partner's distributive 
share, or to a distribution which is, in fact, a gift or payment for serv- 
ices or for the use of capital. In determining whether a partner has 
received only his share of either section 751 property or of other prop- 
erty, his interest in such property remaining in the partnership 
immediately after a distribution must be taken into account. For 
example, the section 751 property in partnership ABC has a fair 
market value of $100, 000 in which partner A has an interest of 80 
percent, or $30, 000. If A receives $20, 000 of section 751 property in a 
distribution, and continues to have a 30-percent interest in the $80, 000 
of section 751 property remaining in the partnership after the dis- 
tribution, only $6, 000 ($30, 000 minus $24, 000 (30 percent of $80, 000) ) 
of the section 751 property received by him will be considered to be his 
share of such property. The remaining $14, 000 ($20, 000 minus $6, 000) 
received is in excess of his share. 

(iii) If a distribution is, in part, a distribution of the distributee 
partner's share of section 751 property, or of other property (including 
money) and, in part, a distribution in exchange of such properties, the 
distribution shall be divided for the purpose of applying section 
751(b). The rules of section 751(b) shall first apply to the yart of 
the distribution treated as a sale or exchange of. such properties, and 
then the rules of sections 781 through 786 shall apply to the part, of the 
distribution not treated as a sale or exchange. See paragraph 
(b) (4) (ii) of this section for treatment of. payments under section 
736 (a) . 

(2) D& tribution of section 'Nl property (unrealized receivables or 
substantially appreciated inventory stems). — (i) To the extent that 
a partner receives section 751 property in a distribution in exchange 
for any part of his interest in partnership property (including money) 
other than section 751 propertv, the transaction shall be treated. as a 
sale or exchange of such properties between the distributee partner 
and the partnership (as constituted after the distribution) . 

(ii) At the time of the distribution, the partnership (as constituted 
after the distribution) realizes ordinary income or loss on the sale 
or exchange of the section 751 property. The amount of the income 
or loss to the partnership will be measured by the difFerence between 
the adjusted basis to the partnership of the section 751 property con- 
sidered as sold to or exchanged with the partner, and the fair market 
value of the distributee partner's interest in other partnership prop- 
erty which he relinquished in the exchange. In computing the part- 
ners' distributive shares of such ordinary income or loss, the income 
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or loss shall be allocated only to partners other than the distributee 
and separately taken into account under section 70~(a) (8). 

(iii) At the time of the distribution, the distributee partner real- 
izes gain or loss measured by the difference between his adjusted basis 
for the property relinquished in the exchange (including any special 
basis adjustment ivhich he may have) and the fair market value of 
the section 751 property received by him in exchange for his interest 
in other property v hich he has relinquished. The distributee's ad- 
justed basis for the property relinquished is the ba, sis such property 
would have had under section 732 (including subsection (d) thereof) 
if the distributee partner had received such property in a current 
distribution immediately before the actual distribution which is 
treated wholly or partly as a sale or exchange under section 751(b). 
The character of the gain or loss to the distributee partner shall be 
determined by the character of the property in which he relinquished 
his interest. 

(8) Distribution of partnership property other than section 18i 
property. — (i) To the extent that a partner receives a distribution 
of partnership property (including money) other than section 751 
property in exchange for any part of his interest in section 751 prop- 
erty of the partnership, the distribution shall be treated as a sale or 
-exchange of such properties between the distributee partner and the 
partnership (as constituted after the distribution). 

(ii) At the time of the distribution, the partnership (as constituted 
after the distribution) realizes gain or loss on the sale or exchange 
of the property other than section 751 property. The amount of the 
gain to the partnership will be measured by the di8erence between 
the adjusted basis to the partnership of the distributed property con- 
sidered as sold to or exchanged with the partner, and the fair market 
value of the distributee partner's interest in section 751 property 
which he relinquished in the exchange. The character of the gain 
or loss to the partnership is determined by the character of the dis- 
tributed property treated as sold or exchanged by the partnership. 
In computing the partners' distributive shares of such gain or loss, 
the gain or loss shall be allocated only to partners other than the dis- 
tributee and separately taken into account under section 702(a) (8), 

(iii) At the time of the distribution, the distributee partner realizes 
ordinary income or loss on the sale or exchange of the section 751 
property. The amount of the distributee partner's income or loss 
shall be measured by the difference between his adjusted basis for 
the section 751 property relinquished in the exchange (including any 
special basis adjustment which he may have), and the fair market 
value of other property (including money) received by him in ex- 
change for his interest in the section 751 property which he has relin- 
quished. The distributee partner's adjusted basis for the section 751 
property relinquished is the basis such property would have had 
under section 7M (including subsection (d) thereof) if the distributee 
partner ha. d received such property in a current distribution imme- 
diately before the actual distribution which is treated wholly or 
partly as a sale or exchange under section 751(b). 

(4) Exceptions. — (i) Section 751(b) does not apply to the distri- 
bution to a partner of property which the distributee partner con- 



tributed to the partnership. The distribution of such property is 
governed by the rules set forth in section 781 through 786, relating 
to distributions by a partnership. 

(ii) Section 751(b) does not apply to payments made to a retiring 
partner or to a deceased partner's successor in interest to the extent 
that, under section 786(a), such payments constitute a distributive 
share of partnership income or guaranteed payments. Payments to a 
retiring partner or to a deceased partner's successor in interest for his 
interest in unrealized receivables of the partnership in excess of their 
partnership basis, including any special basis adjustment for them to 
which such partner is entitled, constitute payments under section 
786(a) and, therefore, are not subject to section 751(b). However, 
payments under section 786(b) which are considered as made in ex- 
change for an interest in partnership property are subject to section 
751(b) to the extent that they involve an exchange of substantially 
appreciated inventory items for other property. Thus, payments to a 
retiring partner or to a deceased partner's successor in interest under 
section 786 must first be divided between payments under section 
786(a) and section 786(b). The section 786(b) payments must then 
be divided, if. there is an exchange of substantially appreciated in- 
ventory items for other property, between the payments treated as a 
sale or exchange under section 751(b) and payments treated as a dis- 
tribution under sections 781 through 786. See subparagraph (1) (iii) 
of this paragraph, and section 786 and $ 1. 786 — 1. 

(5) 8tatement r~eguired. — A pa, rtnership which distributes section 
751 property to a partner in exchange for his interest in other partner- 
ship property, or which distributes other property in exchange for 
any part of the partner's interest in section 751 property, shall submit 
with its return for the year of the distribution a statement showing 
the computation of any income, gain, or loss to the partnership under 
the provisions of section 751(b) and this paragraph. The distributee 
partner shall submit with his return a stateinent showing the com- 
putation of any income, gain, or loss to him. Such statement shall 
contain information similar to that required under paragraph (a) (8) 
of this section. 

(c) Unrealized receivables. — (1) The term "unrealized receiv- 
ables", as used in subchapter Ek, means any rights (contractual or 
otherwise) to payment for- 

(i) Goods delivered or to be delivered (to the extent that such 
payment would be treated as received for property other than a 
capital asset), or 

(ii) Services rendered or to be rendered, 
to the extent that income arising from such rights to payment was not 
previously includible in income under the method of accounting em- 
ployed by the partnership. Such rights must have arisen under con- 
tracts or agreements in existence at the time of sale or distribution, 
although the partnership may not be able to enforce payment, until a 
later time. I&'or example, the term includes tra, de accounts receivable 
of a cash method taxpayer, and rights to payment for work or goods 
begun but, incomplete at the time of the sale or distribution. 

(2) The basis for such unrealized receivables shall include all 
costs or expenses attributable thereto paid or accrued but not previ- 
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ously taken into account under the partnership method of accounting. 
(8) In determining the a»iount of the sale price attributable to un- 

realized receivables, or their value in a distribution treated as a sale 
pr exchange, any arm's length agreement between the buyer and the 
seller, or between the partnership and the distributee partner, mill 
generally establish the amount or value. In the absence of such an 
agreement, full account shall be taken not only of the estimated cost 
of completing performance of the contract or agreement, but also of 
the time between the sale or distribution and the time of payment. 

(d) Inventory iten' xohich have snbslantiaOy appreciated in 
ralue. — (1) Su68tantial appreciation. — Partnership inventory items 
shall be considered to have appreciated substantially in value if, at the 
time of the sale or distribution, the total fair market value of all the 
inventory itenis of the partnership exceeds 120 percent of the aggre- 
gate adjusted basis for such property in the liands of tlie partnership 
(without regard to any special basis adjustment of any partner) and, 
in addition, exceeds 10 percent of the fair market value of all partner- 
ship property other than money. The terms "inventory items which 
have appreciated substantially in value" or "substantially appreciated 
inventory items" refer to the aggregate of all partnership inventory 
items. Tliese terms do iiot refer to specific partnership inventory 
items or to specific groups of such items. For example, any dis- 
tribution of inventory items by a partnership the inventory items of 
which as a vhole are substantially appreciated in value shall be a 
distribution of substantially appreciated inventory items for the pur- 
poses of section 751(b), even tliough the specific inventory items dis- 
tributed may not be appreciated in value. Similarly, if the aggregate 
of partnership inventory items are not substantially appreciated in 
value, a distribution of specific inventory items, the value of which is 
more than 120 percent of their adjusted basis, will not constitute a 
distribution of substantially appreciated inveiitory items. For the 
purpose of this paragraph, the "fair market value" of inventory items 
has the same meanin~g as «market» value in the regulations under sec 
tion 471, relating to general rule for inventories. 

(2) Inventory itc~. — The term "inventory items" as used in sub- 
chapter K includes the following types of property: 

(i) Stock in trade of the partnership, or other property of a 
kind which would properly be included in the inventory of the 
partnership if on hand at the close of the taxable year, or property 
held by the partnership primarily for sale to customers in the 
ordinary course of its trade or business. See section 1221(1). 

(ii) Any other property of the partnership which, on sale or 
exchange by the partnership, would be considered property other 
than a capital asset and other than property described in section 
1231. Thus, accounts receivable acquired in the ordinary course 
of business f~or services or from the sale of stock in trade con- 
stitute inventory items (see section 1221(4) ), as rlo any unrealized 
receivables. 

(iii) Any other property retained by the partnership which, if 
held by the partner selling his partnership interest or receiving a 
distribution described in section 751(b), mould be considered 
property described in subdivisions (i) or (ii) of this subpara- 
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graph. Property actually distributed to the partner does not 
come within the provisions of section 751(d) (o) (C) and this 
subdivision. 

(e) 8edt3075 751 property and other property. — For the purposes of 
this section, "section 751 property" means unrealized receivables or 
substantially appreciated inventory items, and "other property" means 
all property (including money) except section 751 property. 

(f) Egeetiv, e date. — Section 751 applies to gain or loss to a seller, 
clistributee, or partnership in the case of a sale, exchange, or distribu- 
tion occurring after March 9, 1954. For the purpose OF applying this 
paragraph in the case of a taxable year beginning before January 1, 
1955, a partnership or a partner may elect to treat as applicable any 
other section of subchapter K. Any such election shall be made by a 
statement submitted not later than the time prescribed by law for the 
filing of the return for such taxable year, or submitted within 90 days 
after the promulgation of the regulations under this section, which- 
ever date is later (but not later than 6 months after the time pre- 
scribed by law for the filing of the return for such year). See section 
771(b) (6) and $ 1. 771 — 1(b) (6). See also section 771(c) and $ 1. 771— 
1(c). 

(g) ETamp/es. Application of the provisions of section 751 may 
be illustrated by the following examples: 

Example (1). C buys B's interest in personal services part- 
nership AB for $15, 000, when the balance sheet of the firm (re- 
flecting a cash receipts and disbursements method of accounting) 
is as follows: 

Assets Liabilities and capital 

Adjusted 
basis pcr 

books 
Market 

value 
Per 

books Value 

Cash 
i, caus receivable 
Other assets 
Unrealized receivables 

$3, 000 
10, 000 
7, 000 

0 

$3, 000 
10, 000 
7, 000 

12, 000 

Liabilities 
Capital: 

A 
jl 

$2, 000 

15, 000 
15, 000 

Total $32, 000 Total $20, 000 $32, 000 

Section 751(a) applies to the sale. The total amount realized by 
B is $16, 000, consisting of the cash received, $15)000, plus $1, 000, 
B's share of the partnership liabilities assumed by C. See sectioli 
759. B's undivided half interest in the partnership property 
includes a half-interest in the partnership's unrealized receivables 
which are worth $12, 000. Consequently, $6, 000 of the $161000 
realized by B shall be considered received in exchange for B's 
interest in the partnership attributable to its unrealized receiv- 
ables. The remaining $10, 000 realized by B is in exchange for a 
capital asset. B's basis for his partnership interest is $10, 000 
($9, 000, plus $1, 000, B's share of partnership liabilities) . No por- 
tion of this basis is attributable to B's share of the unreahzed. 
receivables of the partnership since such property has a zero basis 
in the hands of the partnership; therefore, B has a basis of zero 
for the unrealized receivables because the partnership basis for 



such receivables would have carried over to him under section 78& 
hnd they been distributed to him. The difference between the 
zero basis and the $6, 000 B renlized for the unrealized receivables 
is orclinnry income to him. The entire $10, 000 of B's basis is the 
basis for his interest in partnership property other than unrealized 
receivables nnd is applied against the remaining $10, 000 ($16, 000 
minus $6, 000) receivetl froln the sale of his interest, Therefore, 
B has no capital gain or loss. (If B's bnsis for his interest in 

nrtnership prope~rty, other than unrealized receivables, were 
9, 000, he ivould realize capital gain of $1, 000. If his basis v ere 

$11, 000, he would sustain a capItal loss of $1, 000. ) L"™p/e (8) . (a) Facts. — Partnership ABC makes a dis- 
tribution to partner C in liquidation of his entire, one-third inter- 
est in the partnership. At the time of the distribution, the balance 
sheet of the partnership, which uses the accrual method of account- 
ing, is ns follows: 

Liabilities and capital 

Adjusted 
basis per 

books 
31arket 

value Per books Value 

Cash 
Accounts receivable 
Inventory 
Depreciable property 
Land 

TotaL 

$15, 000 
9, 000 

21, 000 
42, 000 
9, 000 

$96, 000 

$15, 000 
9, 000 

80, 000 
48, 000 

9, 000 

$111, 000 

Current liabilities 
Mor tga$e payable 
Capital: 

A 
B c 

Total 

$15, 000 
21, 000 

20, 000 
20, 000 

$96, 000 

$15, 000 
21, 000 

25, 000 
25, 000 
25, 000 

$111, 000 

The distribution received by C consists of $10, 000 cash and de- 
preciable property with a fair market value of $15, 000 and an 
adjusted b&asis to the partnership of $15, 000. 

(b) Predence of 8ection 'Nl property. — The partnership hns 
no unrealized receivables, but the dual test provided in section 
751(d) (1) must be applied to determine whether the inventory 
items of the partnership, in the aggregate, have appreciated sub- 
stantially in value. The fair market value of all pnrtnership 
inventory items, $89. 000 (inventory $80, 000, nnd accounts receiv- 
able $9, 000), exceeds 120 percent of the $80, 000 adjusted basis 
of such items to the partnership. The fair market value of the 
inventory items, $39, 000, also exceeds 10 percent fo the fair mar- 
ket value of all partnership property' other thnn money (10 per- 
percent of $96, 000 or $9, 600). Therefore, the partnership inven- 

tory items have substantially appreciated in value. 
(c) The propertte8 exchanged. — Since C's entire partnership 

interest is to be liquidated, the provisions of section 786 are ap- 
plicable. Xo port of the payment, however, is considered as a 
distributive share or as a guaranteed payment under section 
786(a) because the entire payment is made for C's interest in 
partnership propetty. Therefore, the entire payment is for an 
interest in partnership property under section 786(b), nnd, to 
the extent applicable, subject to the rules of section 751. In the 
distribution, C received his share of cash ($5, 000) and $15, 000 
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in depreciable property ($1, 000 less than his $16, 000 share). In 
addition, he received other partnership property ($5, 000 cash and 
$12, 000 liabilities assumed, treated as money distributed under 
section 752(b) ) in exchan& e for his interest in accounts receiv- 
able ($8, 000), inventory ($10, 000), land ($8, 000), and the bal- 
ance of his interest in depreciable property ($1, 000). Section 
751(b) applies only to the extent of the exchange of other prop- 
erty for section 751 property (i. e. , inventory items, which include 
trade accounts receivable). The section 751 property exchanged 
has a fair market value of $18, 000 ($8, 000 in accounts receivable 
and $10, 000 in inventory). Thus, $18, 000 of the total amount C 
received is consiclered as received for the sale of section 751 
property'. 

(d) Distributee partner's tax consequences. C's tax conse- 
quences on the distribution are as follows: 

(1) The sectio~ 751(b) sale or exchange. — C's share of the in- 
ventory items is treated as if he received them in a current dis- 
tribution, and his basis for such items is $10, 000 ($7, 000 for in- 
ventory and $8, 000 for accounts receivable) as determined under 
paragraph (b) (8) (iii) of this section. Then C is considered as 
having sold his share of inventory items to the partnership for 
$18, 000. Thus, on the sale of his share of inventory items, C 
realizes $8, 000 of ordinary income. 

(2) The part of the distribution not under section 751(b). — 
Section 751(b) does not apply to the balance of the distribution. 
Before the distribution, C's basis for his partnership interest was 
$82, 000 ($20, 000 plus $12, 000, his share of partnership liabili- 
ties). See section 752(a). This basis is reduced by $10, 000, the 
basis attributed to the section 751 property treated as distributed 
to C and sold by him to the partnership. Thus, C has a basis 
of $22, 000 for the remainder of his partnership interest. The 
total distribution to C was $87, 000 ($22, 000 in cash and liabilities 
assumed, and $15, 000 in depreciable property) . Since C received 
no more than his share of the depreciable property, none of the 
depreciable property constituted proceeds of the sale under sec- 
tion 751(b). C did receive more than his share of money. There- 
fore, the sale proceeds, treated separately in subparagraph (1) 
of this paragraph of this example, must consist of mony and there- 
fore must be deducted from the money distribution. Conse- 
quently, in liquidation of the balance of C's interest, he receives 
depreciable property and $9, 000 in money ($22, 000 less $18, 000). 
Therefore, no gain or loss is recognized to C on the distribution. 
Under section 782 (b), C's basis for the depreciable property is 
$13, 000 (the remaining basis of his partnership interest, $22, 000, 
reduced by $9, 000, the money received in the distribution). 

(e) Partnership's tax consequences. — The tax consequences to 
the partnership on the distribution are as follows: 

(1) The section 751(b) sale or exchange. — The partnership 
consisting of the rema, ining members has no ordinary income on 
the distribution since it did not give up any section 751 property 
in the exchange. Of the $22, 000 money distributed (in cash and 
the assumption of C's share of liabilities), $18, 000 was paid to 
acquire C's interest in inventory ($10, 000 fair market value) and 
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in accounts receivable ($8, 000). Since under section 751(b) the 
partnership is treated as buying these properties, it has a new 
cost basis for the inventory and accounts receivable acquired froni 
C. Its basis for C's share of inventory and accounts receivable is 
$18, 000, the aniount which the partnership is considered as having 
paid C in the exchange. Since the pa, rtnership is treated as hav~ 
ing distributed C's share of inventory and accounts receivable 
to him, the partnership must decrease its basis for inventory and 
accounts receivable ($80, 000) by $10, 000, the basis of C's share 
treated as distributed to him, and then increase the basis for 
inventory and accounts receivable by $18, 000 to reflect the pur- 
chase prices of the items acquireil. Thus, the basis of the part- 
nership inventory is increased from $21, 000 to $94, 000 in the 
transaction. (ibote that the basis of pioperty acquired in a 
section 751(b) exchange is determined under section 1019 with- 
out regard to any elections of the partnership. See $ 1. 782 — 1(e). ) 
Further, the partnership realizes no capital gain or loss on the 
portion of the distribution treated as a sale under section 751(b) 
since, to acquire C's interest in the inventory and accounts receiv- 
able, it gave up money and assumed C's share of liabilities. 

(9) The part of the digtri bastion not umder section 'N1(b). — 
In the remainder of the distribution to C which was not in ex- 
change for C's interest in section 751 property, C received only 
other property as follows: $15, 000 in depreciable property (with 
a basis to the partnership of $15, 000) and $9, 000 in money 
($29, 000 less $18, 000 treated under subparagraph (1) of this 
paragraph of this example). Since this part of the distribution 
is not an exchange of section 751 property for other property, 
section 751(b) does not apply. Instead, the provisions which 
apply are sections 781 through 786, relating to distributions by 
a partnership. No gain or loss is recognized to the partnership 
on the distribution. (See section 781(b). ) Further, the partner- 
ship makes no adjustment to the basis of remaining depreciable 
property unless an election under section 754 is in eÃect. (See 
section 784(a). ) Thus, the basis of the depreciable property 
before the distribution, $49, 000, is reduced by the basis of the 
depreciable property oistributed, $15, 000, leaving a basis for 
the depreciable property in the partnership of $27, 000. However, 
if an election under section 754 is in e8ect, the partnership must 
make the adjustment required under section 784(b) as follows: 
Since the adjusted basis of the distributed property to the part- 
nership had been $15, 000, and is only $18, 000 in C's hands (see 
paragraph (d) (2) of this example), the partnership will increase 
the basis of the depreciable property remaining in the partner- 
ship by $2, 000 (the excess of the adjusted basis to the partnership 
of the distributed depreciable property immediately before the 
distribution over its basis to the distributee). whether or not 
an election under section 754 is in effect, the basis for each of the 
remaining partner's partnership interests will be $88, 000 ($20, 000 
original contribution, plus $12, 000, each partner's original share 
of the liabilities, plus $6, 000, the share of C's liabilities each 
assumed). 
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(f) Partnership trial balance. — A trial balance of the AB 
partnership after the distribution in liquidation of C's entire 
interest would reflect the results set forth in the schedule below. 
Column I shows the amounts to be reflected in the records if an 
election is in e8ect under section 754 with respect to an optional 
adjustment under section '734(b) to the basis of undistributed 
partnership property. Column II shows the amounts to be 
reflected in the records where an election under section 754 is not 
in effect. Note that in column II, the total bases for the partner- 
ship assets do not equal the total of the bases for the partnership 
interests. 

Section 754, Election 
in edect 

Section 754, Election 
not in eQect 

Basis 
Fair 

market 
value 

Basis 
Fair 

market 
value 

Cash 
Accounts receivable 
Inventory 
Depreciable property 
Land 

Totals 

Current liabilities 
Mortgage 
Capital: 

A 
B 

Totals 

$5, 000 
9, 000 

24, 000 
29, 000 

9, 000 

$76, 000 

$15, 000 
21, 000 

20, 000 
20, 000 

$76, 000 

$5, 000 
9, 000 

30, 000 
33, 000 

9, 000 

$15, 000 
21, 000 

25, 000 
25, 000 

$66, 000 

$5, 000 
9, 000 

24, 000 
27, 000 
9, 000 

$74, 000 

$15, 000 
'21& 000 

20, 000 
20, 000 

$76, 000 

$5, 000 
9, 000 

9, 000 

$15, 000 
21, 000 

25, 000 
25, 000 

$86, 000 

Exa7npIte (8). (a) Fact8. — Assume that the distribution to 
partner C in example (2) of this paragraph in liquidation of his 
entire interest in partnership ABC consists of $5, 000 in cash and 
$20, 000 worth of partnership inventory with a basis of $14&000. 

(b) Presence of section 781 property. — For the same reason as 
stated in paragraph (b) of that example, the partnership inven- 
tory items hav~e substanti illy appreciated in value. 

(c) The properties exchanged. — In the distribution, C received 
his share of cash ($5, 000) and his share of. appreciated inventory 
items ($13, 000). In addition, he received appreciated inventory 
with a fair market value of $7, 000 (and with an adjusted basis 
to the partnership of $4, 000) and $12, 000 in money (liabilities 
assumed). C has relinquished his interest in $16, 000 of deprecia- 
ble property and $3, 000 of land. Although C relinquished his 
interest in $3, 000 of accounts receivable, such accounts receivable 
are inventory items and, therefore, that exchange v'as not an ex- 
change of section 751 property for other property. Section 751 
(b) a~pplies only to the extent of the exchange of other propertY 
for section 751 property (i. e. , depreciable property or land for 
inventory items). Assume that the partners agree that the $7, 000 
of inventory in excess of C's share was received by him in exchange 
for $7, 000 of depreciable property. 
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(d) Distributee partner's tax consequences. — C's tax conse- 
quence on the distributions are as follows: 

(1) The section N1(b) sale or exchange. — C is treated as if he 
had received his 7/16th share of the depreciable property in a cur- 
rent distribution. His basis for that share is $6, 125 (42, 000/ 
48, 000 of $1, 000), as determined under paragraph (b) (2) (iii) of 
this section. Then C is considered as having sold his 7/16ths share 
of depreciable property to the partnership~for $7, 000, realizing a 
gain of $875. 

(2) The part of the distribution not under section /8'1(b). — 
Section 751(b) does not apply to the balance of the distribution. 
Before the distribution, C's basis for his partnership interest was 
$32, 000 ($20, 000, plus $12, 000, his slrare of partnership liabilities) . 
See section 752(a). This basis is reduced by $6, 125, the basis of 
property treated as distributed to C and sold by him to the part- 
nership. Thus, C will have a basis of $25, 875 for the remainder 
of his partnership interest, . Of the $37, 000 total distribution to 
C, $30, 000 ($17, 000 in money, including liabilities assumed, and 
$13, 000 in inventory) is not within section 751(b) . Under section 
732(b), C's basis for the inventory with a fair market value of 
$13, 000 (which had an adjusted basis to the partnership of $9, 100) 
is limited to $8, 875, the amount of the remaining basis for his 
partnership interest, $25, 875, reduced by $17, 000, the money re- 
ceived. Thus, C's total aggregate basis for the inventory received 
is $15, 875 ($7, 000 plus $8, 875), and not its $14, 000 basis in the 
hands of the partnership. 

(e) Portnership's tax consequences. — The tax consequences to 
the partnership on the distribution are as follows: 

(1) The section 751 (b) sale or exchange. — The partnership con- 
sisting of the remaining members has $2, 100 of ordinary income 
on the sale of the $7, 000 of inventory which had a basis to the part- 
nership of $4, 900 (21, 000/30, 000 of $7, 000). This $7, 000 of inven- 
tory was paid to acquire 7/16ths of C's interest in the depreciable 
property. Since, under section 751(b), the partnership is treated 
as buying this property from C, it ha, s a, new cost basis for such 
property. Its basis for the depreciable property is $42, 875 ($42, — 

000 less $6, 125, the basis of the 7/16ths share considered as distrib- 
uted to C, plus $7, 000, the partnership purchase price for this 
share) . 

(2) The part of the distribution not under section /51 (b). — 
In the remainder of the distribution to C v, hich was not a sale 
or exchange of section 751 property for other property, the 
partnership realizes no gain or loss. See section 731(b). Fur- 
ther, under section 734(a), the partnership makes no adjust- 
ment to the basis of the accounts receivable or the 9/16ths in- 
terest in depreciable property which C relinquished. However, 
if an election under section 754 is in e6'ect, the partnership must 
make the adjustment required under section 734(b) since the 
adjusted basis to the partnership of the inventory distributed 
had been $9, 100, and C's basis for such inventory after distribu- 
tion is only $8, 875. The basis of the inventory remaining in the 
partnership must be increased by $225. )Vhether or not an 
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election under section 754 is in e8ect, the basis for each of the 
remaininq partnership interests will be $89, 050 ($20, 000 original 
contribution, plus $12, 000, each partner's original share of the 
liabilities, plus $6, 000, the share of C's liabilities now assumed, 
plus $1&050, each partner's share of ordinary income realized by 
the partnership upon that part of the distribution treated as a 
sale or exchange). 

Example ($). — (a) Facts. — Assume the same facts as in ex- 

ample (8) of this paragraph, except that the partners did not 
identify the property which C relinquished in exchange for the 
$7, 000 of inventory which he received in excess of his share. 

(b) Presence of section 751 propert~. — For the same reasons 
stated in paragraph (b) of example (2) of this paragraph, the 
partnership inventory items have substantially appreciated in 
value. 

(c) The properties exchanged. — The analysis stated in para- 
graph (c) of example (8) of this paragraph is the same in this 
example, except that, in the absence of a specific agreement 
among the partners as to the properties exchanged, C will be 
presumed to have sold to the partnership a proportionate amount 
of each property in which he relinquished an interest. Thus, 
in the absence of an agreement, C has received $7, 000 of inven- 
tory in exchange for his release 7/19ths of the depreciable prop- 
erty and 7/19ths of the land. ($7, 000, fair market value of 
property released, over $19, 000, the sum of the fair market values 
of C's interest in the land and C's inte'rest in the depreciable 
property. ) 

(d) Distributee partner's tax consequences. — C's tax conse- 
quences on the distribution are as follows: 

(1) The section 7'51 (b) sale or exchange. — C is treated as 
if he had received his 7/19ths shares of the depreciable property 
and land in a current distribution. His basis for those shares 
is $6, 268 (51, 000/57, 000 of $7, 000, their fair market value), as 
determined under paragraph (b) (2) (iii) of this section. Then 
C is considered as having sold his 7/19ths shares of depreciable 
property and land to the partnership of $7, 000, realizing a gain 
of $787. 

(2) The part of the distribution not under section 'N1 (b). — 
Section 751(b) does not apply to the balance of the distribu- 
tion. Before the distribution C's basis for his partnership in- 
terest was $82, 000 ($20, 000 plus $12, 000, his share of partnership 
liabilities). See section 752(a). This basis is reduced by $6, 268, 
the bases of C's shares of depreciable property and land treated 
as distributed to him and sold by him to the partnership. Thus, 
C will have a basis of $25, 787 for the remainder of his partner- 
ship interest. Of the total $87, 000 distributed to C, $80, 000 
($17, 000 in money, including liabilities assumed, and $18, 000 in 
inventory) is not within section 751(b). Under section 782(b), 
C's basis for the inventory (with a fair market value of $18, 000 
and an adjusted basis to the partnership of $9, 100) is limited to 
$8, 787, the amount of the remaining basis for his partnership 
interest $25, 787 less $17, 000, money received). Thus, C's total 
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aggregate basis for the inventory he received is $15, 787 ($7, 000 
plus $8, 767), and not the $14, 000 basis it had in the liands of 
the partnersliip. 

(e) Partnership's tax consequences. — The tax consequences 
to the partnership on the distribution are as follows: 

(1) The section 'Ml (b) sale or exchange. — The partnership 
consisting of the remaining members has $2, 100 of ordinary in- 
come on the sale of $7, 000 of inventory which had a basis to the 
partnership of $4, 900 (21, 000/80, 000 of $7, 000). This $7, 000 
of inventory was paid to acquire 7/19ths of C's interest in the 
depreciable property and land. ~+ince, under section 751(b), the 
partnership is treated as buying this property from C, it has 
a nev cost basis for such property. The bases of the depreciable 
property and land v;ould be $42, 787 and $9, 000, respectively. 
The basis for the clepreciable property is computed as follows: 
The common partnership basis of $42, 000 is reduced by the 
$5, 158 basis (42, 000/48, 000 of $5, 895) for C's 7/19ths interest 
constructively distributed, and increased by $5, 895 (16, 000/ 
19, 000 of $7, 000), the part of the purchase price allocated to the 
depreciable property. The basis of the land would be computed 
in the same v ay. The $9, 000 original partnership basis is re- 
duced by $1, 105 basis (9, 000/9, 000 of $1, 105) of the land con- 
structively distributed to C, and increased by $1, 105 (3, 000/19, 000 
of $7, 000), the portion of the purchase price allocated to the land. 

(2) The pert of the distribution not under section 781(b). — In the 
remainder of the distribution to C which was not a sale or exchange 
of section 751 property for other property, the partnership realizes 
no gain or loss. See section 781(b). k'urther, under section 7M(a), 
the yartnership makes no adjustment to the basis of the accounts 
receivable or the 12/19ths interests in depreciable property and land 
which C relinquished. However, if an election under section 754 
is in efFect, the partnership must make the adjustment required under 
section 734(b) since the adjusted basis to the partnership of the in- 
ventory distributed had been $9, 100 and C's basis for such inventory 
after the distribution is only $8, 787. The basis of the inventory re- 
maining in the partnership must be increased by the difference of 
$668. Whether or not an election under section 754 is in eA'ect, the 
basis for each of the remaining partnership interests will be $69, 050 
($20, 000 original contribution plus $12, 000, each partner's original 
share of the liabilities, plus $6, 000, the share of C's liabilities assumed, 
plus $1, 050, each partner's share of ordinary income realized by the 
partnership upon the part of the distribution treated as a sale or 
exchange) . 

Example (o). (a) Facts. — Assume that partner C in example (2) 
of this paragraph agrees to reduce his interest in capital and profits 
from i/s to &/s for a current distribution consisting of $5, 000 in cash, and 
$7, 500 of accounts receivable with a basis to the partnership of $7, 500. 
At the same time, the total liabilities of the partnership are not re- 
duced. Therefore, after the distribution, C's share of the partnership 
liabilities has been reduced by $4, 800 from $12, 000 (&/s of $36, 000) 
to $7, 200 (% of $66, 000). 

s93474' — 56 — 20 
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(b) Presence of section "/51 property. — For the same reasons as 
stated in paragraph (b) of example (2) of this paragraph, the part- 
nership invent~ory items have substantIally appreciated in value. 

(c) The properties eachanged. — C's interest in the fair market 
value of the partnership properties before and after the distribution 
can be illustrated by the following table: 

C's interest C received 

Item Fair mar)ret value 

)4 Before rA After 

Distri- 
bution 

of share 

In excess 
of share 

C relin- 
quished 

Cash 
(Liabilities assumed) 
Inventory items: 

Accounts receivable 
Inventory 

Depreciable property 
Land 

$5, 000 
(12, 000) 

3, 000 
10, 000 
16, 000 
3, 000 

$2, 000 
(7, 200) 

300 
6, 000 
9, 600 
1, 800 

$3, 000 

2, 700 

$2, 000 
4, 800 

4, 800 
4, 000 
6, 400 
1, 200 

TotaL $25, 000 $12, 500 $5, 700 $11, 600 $11, 600 

Although C relinquished his interest in $4, 000 of inventory and 
received $4, 800 of accounts receivable, both items constitute section 
751 property and C has received only $800 of accounts receivable 
for $800 worth of depreciable property or for an $800 undivided 
interest in land. In the absence of an agreement identifying the 
properties exchanged, it is presumed C received $800 for propor- 
tionate shares of his interests in both depreciable property and 
land. To the extent that inventory was exchanged for accounts 
receivable, or to the extent cash was distributed for the release of 
C's interest in the balance of the depreciable property and land, the 
transaction does not f all within section 751 (b) and is a current dis- 
tribution under section 782(a). Thus, the remaining $6, 700 of 
accounts receivable are received in a current distribution. 

(d) Distributee partner's taa, consequences. — C's tax conse- 
quences on the distribution are as follows: 

(1) The section 'Ml (b) sale or eackan(7e. — Assuming that the 
partners paid $800 worth of accounts receivable for $800 worth of 
depreciable property, C is treated as if he received the depreciable 
property in a current distribution, and his basis for the $800 worth 
of depreciable property is $700 (42, 000/48, 000 of $800, its fair 
market value), as determined under paragraph (b) (9) (iii) of this 
section. Then C is considered as having sold his $800 share of 
depreciable property to the partnership for $800. On the sale of 
the depreciable property, C realizes a gain of $100. If, on the 
other hand, the partners had agreed that C exchanged an $800 
interest in the land for $800 worth of accounts receivable, C would 
realize no gain or loss, because under paragraph (b) (2) (iii) of 
this section his basis for the land sold would be $800. In the 
absence of an agreement, the basis for the depreciable property 
and land (which C is considered as having received in a current 
distribution and then sold back to the p~artnership) would be 
$716 (51, 000/57, 000 of $800). In that case, on the sale of the 
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balance of the $800 share of depreciable property and land, C 
would realize $84 of gain ($800 less $716). 

(2) The part of the distributioft not under section 751(b) . Sec- 
tion 751(b) does not apply to the balance of the distrIbution. 
Under section 781, C does not realize either gain or loss on the 
balance of the distribution. The adjustments to the basis of C's 
interest are illustrated in the following table: 

If accounts 
receivable 

received for 
depreciable 

property 

If accounts If there receivable 
received for 

Original basis for C's interest 
Less basis of property distributed prior to section 751 (b) 

sale or exchange 

Less money received in distribution 

Lem basis of property received in a current distribution 
under section 732 

Resulting basis for C's interest 

$32, 000 

— 700 

31, 300 
-9, 800 

21, 500 

-6, 700 

$14, 800 

$32, 000 

-800 

31, 200 
-9, 800 

21, 400 

-6, 700 

$14, 700 

$32, 000 

-716 

31, 284 
-9, 800 

21, 484 

-6, 700 

$14, 784 

C's basis for the $7, 500 worth of accounts receivable which he 
received. in the distribution ivill be $7, 500, composed of $800 for 
the portion purcllased in the section 751(b) exchange, plus $6, 700, 
the basis carried over uncler section 762 (a) for the portion received 
in the current distribution. 

(e) Partnership's tiff consequences. — The tax consequences to 
the partnership on the distl ibution are as follows: 

(1) The section i'':~1(b) sale or erchanr/e. — The partnership 
realizes no gain or loss in the section 7o1 sale or exchange because 
it had a basis of $800 for the accounts receivable for which it re- 
ceived $800 worth of other property. If the partnership agreed 
to purchase $800 ~orth of fleprecittble property, the partnership 
basis of depreciable property beconIes &-l", 100 ($42, 000 less $700 
basis of property constructively distributed to C, plus $800, price 
of property purchased). If the partnership purchased land with 
the accounts receivable, there would be no change in the basis of 
the land to the partnership because the basis of land distributed 
was equal to its purchase price. If there were no agreenIent, the 
basis of the depreciable property and land would be $51, 084 
(depreciable property, $42, 084 and land $9, 000). The basis for 
the depreciable property is computed as follows: The common 
partnership basis of $42, 000 is reduced by the $500 basis (42, 000/ 
48, 000 of $674) for C's $674 interest constructively distributed, 
and increased by $674 (6, 400/7, 600 of $800), the part of the pur- 
chase price allocated to the depreciable property. The basis of 
the land would be computed in the same way. The $9, 000 original 
partnership basis is reduced by $126 basis (0, 000/0, 000 of $126) 
of the land constructively distributed to C, and increased by $126 
(1, 200/7, 600 of $800), the portion of the purchase price allocated 
to the land. 
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(2) The part of the distribution not under section "/61(b). — The 
partnership will realize no gain or loss in the balance of the distribu- 
tion under section 731. Since the property in C's hands after the 
distribution will have the same basis it had in the partnership, the 
basis of partnership property remaining in the partnership after the 
distribution will not be adjusted (whether or not an election under 754 
is in effect). 

$ 1. 752 STATUToRY PRovIsIQNs; TREATMENT oF CERTAIN LIABILI- 
TIES. 

SEC. 752. TREATMENT OF CERTAIN LIABILITIES. 

(a) INcRKASE IN PARTNER s LIABILITIEs. — Any increase in a partner's 
share of the liabilities of a partnership, or any increase in a partner's 
individual liabilities by reason of the assumption by such partner of 
partnership liabilities, shall be considered as a contribution of money by 
such partner to the partnership. 

(b) DEOREAsED TN PARTNRR's LTABH. T TIER. — Any decrease in a partner's 
share of the liabilities of a partnership, or any decrease in a partner's 
individual liabilities by reason of the assumption by the partnership 
of such individual liabilities, shall be considered as a distribution of 
money to the partner by the partnership. 

(c) LIABILITY To WHIOH PRoPERTY Is SUBJEOT. — For purposes of this 
section, a liability to which property is subject shall, to the extent of the 
fair market value of such property, be considered as a liability of the 
owner of the property. 

(d) SALE oR ExcHANGE ox AN INTEREsT. — In the case of a sale or ex- 
change of an interest in a partnership, liabilities shall be treated in the 
same manner as liabilities in connection with the sale or exchange of 
property not associated with partnerships. 

$ 1. 7M — 1 TREATMENT oF CERTAIN LIABILITIEs — (a) Increase in 
partner's tiabi7ities. — (1) Where the liabilities of a partnership are 
increased, and each partner's share of such liabilities is thereby in- 
creased, the amount of each partner's increase shall be treated as a 
contribution of money by that partner to the partnership. For 
example, partnership AB borrows $1)000. If A and B are equal 
partners, the basis of the partnership interest of each is increased by 
$500 since each is considered under section 752(a) to have contributed 
that amount of money to the partnership. 

(2) Any increase in a partner's individual liabilities because of the 
assumption by him of partnership liabilities shall also be considered 
as a contribution of money by h. im to the partnership. For example, 
equal partnership AB owns real property with an adjusted basis to the 
partnership of $1, 000, a fair market value of $800, and which is sub- 
ject to a mortgage of $400 which the partnership has not assumed. 
The mortgage is considered as a liability of the partnership under 
section 7M(c). Since A. and B each share one-half thereof, under 
section 7M(a) the liability of each has been increased $200. Under 
section 722 such $200 increase is reflected in the basis of each partner 
for his interest. The real property is distributed by the partnership 
to A. Under the provisions of section 738(2), there is a net decrease 
of $800 in A's basis for his partnership interest. This amount is 
computed as follows: The basis of A's partnership interest is de- 
creased. in the distribution by $1, 000 (the partnership basis for the 
distributed property) and further decreased under section 752(b) by 
$200 (the decrease in A's share of partnership liabilities) and increased 
under section 752(a) by $400 (the increase in A. 's individual liability 
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by reason of section 752(c) ). Conversely, the basis of 8's partnership 
interest is decreased by $200 since the distribution of the real property 
to A resulted in a decrease in 8's share of the partnership liability 
under section 752 (b) . 

(b) Decrea8e in partner'e liahiiitiee. — (I) Where the liabilities of a 
partnership are decreased, and each partner's share of such liabilities 
is thereby decreased, tlie amount of the decrease shall be treated as a 
distribution of money to the partner by the partnership. For ex- 
ample, partnership AB, in which A and 8 are equal partners, repays 
an obligation of $10, 000. The repayment reduces each partner's share 
of partnership liabilities by $5, 000 and is considered a, distribution of 
money which reduces the basis of each partner's interest in the partner- 
ship by that amount. For the effect of a. discharge of indebtedness on 
the basis of partnership property, see sections 108 and 1017. 

(2) Where a partnership assumes the separate liabilities of a part- 
ner or a liability to which property owned by such partner is subject 
(see paragraph (c) of this section), the amount of the decrease in 
such partner's liabilities is treated as a distribution of money by the 
partnership to such partner. For example, partner A contributes 
property with a basis of $1, 000 to partnership ABC in exchange for a 
one-third interest in the partnership. The property is subject to a 
mortgage of $150. (It is immaterial whether the mortgage is assumed 
by the partnership. See section 752(c). ) The basis of A's partner- 
ship interest is $000, computed as follows: $1, 000, A's basis for the 
contributed property, reduced by $100, two-thirds of A's original lia- 
bility of $150 now attributable to partners 8 and C and reflected in 
their bases under the provisions of paragraph (a) of this section. 

(c) Liability to iohich property ie eMbject. — Where property sub- 
ject to a liability is contributed by a partner to a partnership, or dis- 
tributed by a partnership to a partner, the amount of the liability, to 
an extent not exceeding the fair market value of the property at the 
time of the contribution or distribution, shall be considered as a lia- 
bility assumed by the transferee. For example, A contributes prop- 
erty with a basis to him of $1, 000 to equal partnership AB. The 
property is subject to a mortgage of $2, 500 and its value exceeds 
$2, 500. Under paragraph (b) of this section, A will be treated as 
receiving a distribution in money of $1, 250, one-half of the liability of 
$2, 500 assumed by the partnership. Since the basis of A's partner- 
ship interest is $1, 000 (the basis of the property contributed by him), 
the distribution to him of $1, 250 results in his realizing a capital gain 
of $250 unrler section 731(a). A's basis for his partnership interest 
is zero. Although as a partner A. has a, $1/50 share of the $2, 500 part- 
nership liability, this $1, 250 is not added to the basis of A's partner- 
ship interest since it does not represent an increase in liabilities as to 
him. 

(d) Sale or exchange of a partnership intere8t. — Where there is a 
sale or exchange of an interest in a partnership, liabilities shall be 
treated in the same manner as liabilities in connection with the sale or 
exchange of property not associated with partnerships. For example, 
if a partner sells his interest in a partnership for $750 cash and at the 
same time transfers to the purchaser his share of partnership liabilities 
amounting to $250, the amount realized by the seller on the transaction 
is $1, 000. 



) 701. 1 
300 

(e) Partner's share of partnerslup liab~7ities. — A partner's share of 
partnership liabilities shall be determined in accordance with his ratio 
for sliaring losses under the partnership agreement. In the case of a 
limited partnership, a limited partner's share of partnership liabilities 
shall not exceed the ~difference between his actual contribution credited 
to him by the partnership and the total contribution which he is obli- 
gated to make under the limited partnership agreement. However, 
where none of the partners have any personal liability with respect to 
a partnership liability (as in the case of a mortgage on real estate 
acquired by the partnership without the assumption by the partner- 
ship or any of the partners of any liability on the mortgage), then all 
partners, including limited partners, shall be considered as sharing 
such liability under section 7M(c) in the same proportion as they share 
the profits. The provisions of this paragrapli inay be illustrated by 
the following example: 

Example. G is a general partner and L is a limited partner in 
partnership GL. Each makes equal contributions of $20, 000 cash 
to the partnership upon its formation. Un. der the terms of the 
partnership agreement, they are to sliare profits equally but L's 
liabilities are limited to the extent of his contribution. Subse- 
quently, the partnership pays $10, 000 for real property which is 
subject to a mortgage of $5, 000. Neither the partnership nor any 
of the partners assume any liability on the mortgage. The basis 
of such property to the partnership is $15, 000. The basis of G 
and L for their partnership interests is increased by $9, 500 each, 
since each partner's share of the partnership liability (the $5, 000 
mortgage) has increased by that amount. However, if the part- 
nership had assumed the mortgage so that G had become person- 
ally liable thereunder, G's basis for his interest would have been 
increased by $5, 000 and L's basis would remain unchanged. 

(f) Limitation. — In determining the amount of liabilities for the 
purposes of section 752 and this section, the amount of an indebtedness 
is to be taken into account only once, even though a partner (in addi- 
tion to his liability for such indebtedness as a partner) may be sepa- 
rately liable therefor in. a capacity otlier than as a partner. 

$ 1. 753 STATUTQRY PRovISIQNs ) PARTNER REcEIYING INcoME IN 
RESPECT or DECEDENT. 

SEC. 75g. PARTNER RECEIVING INCMIE IN RESPECT OF 
DECEDENT. 

The amount includible in the gross income of a successor in interest 
of a deceased partner under section 736(a) shall be considered income 
in respect of a decedent under section 091. 

f 1. 753 — 1 PARTNER RECEIVING INCOME IN RESPECT OF DKCEDENT. — 
(a) Income in respect of a decedent under section T86' (a). — All pay- 
ments coming within the provisions of section 736 (a) made by a part- 
nership to the estate or other successor in interest of a deceased partner 
are considered income in respect of the decedent under section 691. 
The estate or other successor in interest of a deceased partner sliall be 
considered to have received income in respect of a decedent to the extent 
that amounts are paid by a third person in exchange for rights to 
future payments froni the partnership under section 736 (a) . When a 
partner who is receiving payments under section 736(a) dies, section 
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758 applies to any remaining payments under section 766(a) made to 
his estate or other successor in interest. 

(b) Other income in re8pect of a decedent. — When a partner dies, 
the entire portion of the clistributive share which is attributable to 
the period ending ivith the date of his death and which is taxable to his 
estate or other successor constitutes income in respect of a decedent 
'ullder section 691. This rule applies even tliough that part of the dis- 
tributive share for the periocl before death which the decedent with- 
drew is not inclucled in the value of the decedent's partnership interest 
for estate tax purposes. See $ 1. 706 — 1(c) (6). 

(c) Example. The provisions of this section may be illustrated by 
the following example: 

Exa»ipse. A and the decedent, 8 were equal partners in a busi- 
ness havmg assets (other than money) ivorth $40, 000 with an ad- 
justed basis of $10, 000. Certain partnership business was well 
advanced towards completion before 8's death and, after 8's death 
but before the end of the partnership year, payment of $10, 000 
was made to the partnership for such work. The partnership 
agreement provided that, upon the death of one of the partners, 
all partnership property, including unfinished work, would pass 
to the survivino partner, and tliat the surviving pa~rtner would 
pay the estate o7 the decedent the undrawn balance of his share of 
partnership earnings to the date of death, plus $10, 000 in each of 
the three years after death. 8's share of earnings to the date of 
his death was $4, 000, of which he had withdrawn $3, 000. 8's 
distributive share of partnership income of $4, 000 to the date of 
his death is income in respect of a decedent (although only the 
$1, 000 undrawn at 8's death will be refiected in the value of 8's 
partnership interest on 8's estate tax return). Assume that the 
value of 8 s interest in partnership property at the date of liis 
death was $22, 000, composed of the following items: 8's one-half 
share of the assets of $40, 000, plus $2, 000, 8's interest in partner- 
ship cash. It should be noted that 8's $1, 000 undrawn share of 
earnings to the date of his death is not a separate item but will be 
paid from partnership assets. Under the partnership agreement, 
A is to pay 8's estate a total of $31, 000. The difference of $9, 000 
bet~veen the amount to be paid by A. ($31, 000) and the value of 8's 
interest in partnership property ($22, 000) comes within section. 
7'36(a) and, thus, also constitutes income in respect of a decedent. 
(Ho~ ever, the $17, 000 difference between the $5, 000 basis for 8's 
share of the partnership property and its $22, 000 value at the 
date of his death does not constitute income in respect of a de- 
cedent. ) If, before the close of the partnership taxable year, A. 
pays 8's estate $11, 000, of which they agree to allocate $8, 000 
as the payment under section 7, "-&6(a), 8's estate will include 
$7, 000 in its gross income (8's $4, 000 distributive share plus $8, 000 
payment under section 786(a)). In computing the deduction 
under section 691(c), this $7, 000 will be considered as the value 
for estate tax purposes of such income in respect of a decedent, 
even though only $4, 000 ($1, 000 of distributive share not witli- 
drawn, plus $6, 000, payment under section 786 (a) ) of this amount 
can be identified on the estate tax return as part of the partnership 
interest. 
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(d) Effective date. — The provisions of section 758 apply only in 
the case of payments made with respect to decedents whose death 
occurred af ter December 81, 1954. See section 771(b) (4) and 

( 1. 771(b) (4). 
$ 1. 754 STATUTORY PROVISIONS 

q 
MANNER OF ELECTING OPTIONAL 

ADJUSTMENT To BASIS OF PARTNERSHIP PROPERTY. 

SEC. 7. &4. MANNER Or' ELECTING OPTION'L ADJUST&IE; I TO 
BASIS OF PARTNERSHIP PROPERTY. 

If a partnership files an election, in accordance with regulations 
prescribed by the Secretary or his delegate, the basis of partnership 
propertv shall be adjusted, in the case of a distribution of property, in 
the manner provided in section 734 and, in the case of a transfer of a 
partnership interest, in the maner provided in section 74S. Such an 
election shall apply with respect to all distributions of property by the 
partnership and to all transfers of interests in the partnership during 
the taxable year with respect to vvhich such election was filed and all 
subsequent taxable years. Such election may be revoked bv the part- 
nership, subject to such limitations as may be provided by regulations 
prescribed by the Secretary or his delegate. 

$1. 754 — 1 TIME AND MANNER OF MAKING ELECTION To ADJUST 
BAsIs oF PARTNERsHIP PRoPERTY'. — (a) In genera/. — A partnership 
may adjust the basis of partnership property under section 784(b) and 
748 (b) if it files an election in accordance with the rules set forth in 
paragraph (b) of this section. An election may not be filed to make 
the adjustments provided in either section 784(b) or section 748(b) 
alone, but such an election must apply to both sections. An election 
made under the provisions of this section shall apply to all property 
distributions and transfers of partnership interests taking place in the 
partnership taxable year for which the election is made and in all 
subsequent partnership taxable years unless the election is revoked 
pursuant to paragraph (c) of this section. 

(b) 3fethod of nr, aLing election. — An election under this section to 
adjust the basis of partnership property uiider sections 784(b) and 
748 (b) shall be made in a written statement filed with the partnership 
return for the first taxable year to ivhich the election applies (or within 
90 days after the promulgation of the regulations under section 754). 
The statement shall (1) set forth the na~me and address of the part- 
nership making the election, (2) be signed by any one of the partners, 
and (8) contain a declaration that the partnership elects to apply 
the provisions of section 784(b) and section 748(b). 

(c) Revocation of elec6on. — A partnership having an election in 
effect under this section may revoke such election with the approval 
of the disti ict director for the district in u hich the partnership return 
is required to be filed. A partnership which wishes to revoke such an 
election shall file ivith the district director for the district in which the 
partnership return is required to be filed an application setting forth 
the grounds on which the revocation is desired. The application shall 
be filed not later than 80 days after the close of the partnership taxable 
year with respect to ivhich revocation is intended to take effect and 
shall be signed by any one of the partners. Examples of situations 
which may be considered sufficient reason for approving an applica- 
tion for revocation include a change in the nature of the partnership 
business, a substantial increase in the assets of the partnership, a 
change in the character of partnership assets, or an increased fre- 
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quency of retirements or shifts of partnership interests, so that an 
increased administrative burden would result to the partnership from 
the election. However, no application for revocation of an election 
shall be approved when the purpose of the revocation is primarily to 
avoid stepping down the basis of partnership assets upon a transfer 
or distribution. 

f 1. 7, ')5 STATUTQRY I'RovlsloNS; RULzs FoR . iILLocATIQN oF BAsIs. 
SEC. i;), L RULES FOR ALLOCATION OF 1)ASIS. 

(a) OENEEAL RULE. — Auy increase or dc«rease in the adjusted basis 
of partnership property under section ig4(b) (relatiug to the optional 
adjustment to the basis of undistributed partnership property) or sec- 
tion 743(b) (relating to the optional adjustment to the basis of par- 
nership property in tlie case of a transfer of au interest in a partnership) 
shall, except as provided in subsection (b), be allocated— 

(1) In a manner which has the effect of reducing the difference 
between ihe fair market value and the adjusted basis of partnership 
properties, or 

(2) In any other manner permitted byregulations prescribed by 
the Secretary or his delegate. 

(b) SPEGIAL RULE. — In applying the allocatiou rules provided in sub- 
section (a), increases or decreases iu the adjusted basis of partnership 
property arising from a distribution of, or a transfer of an interest 
attributable to, property consisting of— 

(1) Capital assets and property described in section 1281 (b), or 
(2) Any other property of the partnership, 

shall be allocated to partnership property of a like character except 
that the basis of any such partnership property shall not be reduced 
below zero. If, in the case of a distribution, the adjustment to basis 
of property described in paragraph (1) or (2) is prevented by the ab- 
sence of such property or by insufficient adjusted basis for such prop- 
ertv, such adjustment shall be applied to subsequently acquired property 
of a like character in accordance with regulations prescribed by the 
Secretary or his delegate. 

() 1. 7M — 1 BULzs I"oR ALLocATIQN oF BAsis. (a) General ru3e. — 
(1) (i) A partnership which has elected under section 754 must adjust 
the basis of partnership property under the provisions of section 
734(b) (relating to the optional adjustment to the basis of undis- 
tributed partnership property) and section 748(b) (relating to the 
optional adjustment to the basis of partnership property where a 
partnership interest is transferred). The amount of the increase or 
decrease (as determined in those sections) in the adjusted basis of 
the partnership property shall first be divided, under paragraph (b) 
of this section, between the two classes of property described in section 
755(b). Then, the portion of the increase or decrease allocated. to 
each class shall be further allocatecl to the bases of the properties 
within the class in a manner which will reduce the difference between 
the fair market value and the adjusted basis of partnership proper- 
ties. In the alternative, any increase or decrease may be;illocated 
in any other manner approved by the district director under sub- 
paragraph (2) of this paragraph. 

(ii) If there is an increase in basis to be allocated to partnership 
assets, such increase must be allocated only to a, ssets whose values 
exceed their bases and in propoition to the di8erence between the 
value and basis of each. No increase shall be made to the basis of 
any asset the adjusted basis of which equals or exceeds its fair market 
value. 
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(iii) If there is a decrease in basis to be allocated to partnership 
assets, such decrease must be allocated to assets whose bases exceed 
their value and in proportion to the diff''erence between the basis and 
value of each. No decrease shall be made to the basis of any asset, the 
fair market value of which equals or exceeds its adjusted basis. 

(iv) The application of the rules with respect to the allocation of 
an adjustment in basis under subdivisions (ii) and (iii) of this sub- 
paragraph requires that a portion of such adjustment be allocated to 
partnership good will, to the extent that good will exists and is re- 
jected in the value of the property distributed, the price at which the 
partnership interest is sold, or the basis of the partnership interest 
determined under section 1014, in accordance with the diBerence be- 
tween such value of the good will and its adjusted basis at the time of 
the transaction. 

(9) If a partnership (or a partner electing under section 789 
(d)) desires to adjust the basis of assets under section 784(b) or 
748(b) in a manner other than that prescribed in subparagraph (1) 
of this paragraph, it must file an application for permission to use 
such method with the district director no later than 80 days after the 
close of the partnership taxable year in which the proposed adjust- 
ment is to be made. The application must describe the proposed ad- 
justments in detail and set forth the reasons for the desired use of 
the other method. Under section 755 (a) (2) & 

the district director may 
permit the partnership to increase the bases of some partnership prop- 
erties and decrease the bases of other partnership properties under 
section 784(b) or 748(b). Each increase or decrease to the basis of an 
asset must reduce or eliminate the di8erence between such basis and 
the value of the asset. The net amount of all such adjustments must 
equal the amount of the adjustment under section 784(b) or 748(b). 
Adjustments that both increase and decrease the basis of partnership 
assets will be permitted by the district director only upon a satis- 
factory showing of the values for partnership assets used by the 
parties to determine the price at which a partnership interest was sold, 
the value of the decedent's partnership interest at date of death (or at 
the alternate valuation date, if used), or the amount of a distribution. 

(b) 8pecia1 rules. — For the purposes of applying section 755, all 
partnership property shall be classified into two categories: capital 
assets and property described in section 1281(b) (certain property 
used in the trade or business), or any other property of the partnership. 

(1) Di8tribmtiona. — (i) Where there is a distribution of partner- 
ship property resulting in an adjustment to the basis of undistributed 
partnership property under section 784(b) (1) (B) or (b) (9) (B) & 

such adjustment must be allocated to remaining partnership property 
of a character similar to that of the distributed property with respect 
to v hich the adjustment arose. Thus, when the partnership adjusted 
basis of distributed capital assets and section 1981. (b) property im- 
mediately prior to distribution exceeds the basis of such property to the 
distributee partner (as determined under section 7M) 

& 
the basis of 

the undistributed capital assets and section 1981(b) property remain- 
ing in the partnership shall be increased by an amount equal to such 
excess. Conversely& lvhen the basis to the distributee partner (as de- 
termined under section 789) of distributed capital assets and section 
1281(b) property exceeeds the partnership adjusted basis of such 



305 

property immediately prior to the distribution, the basis of the un- 
distributed capital assets and section 1281(b) property remaining in 
the partnership shall be decreased by an amount equ il to such excess. 
Similarly, where there is a distribution of partnership property other 
than capital assets and section 1231(b) property, and the basis of such 
other property to the distributee partner (as determined under sec- 
tion 782) is not the same as the partnership adjusted basis of such 
property immediately prior to distribution, the adjustment shall be 
made only to undistributed property of the~same category remaining 
in the partnership. 

(ii) Where there is a distribution resulting in an adjustment under 
section 784(b) (1) (A) or (b) (2) (A) to the basis of undistributed 
partnership property, such adjustment must be allocated only to 
capital assets or section 1281(b) property. 

(2) Transfers. — AVhere there is a basis acljustment under section 
748(b) arising from a transfer of an interest in a partnership by 
sale or exchange or upon the death of a partner, the amount of the 
adjustment shall be allocated between the two classes of property de- 
scribed in section 755(b) and then the amount allocated to each 
class shall be further allocated under the rules of paragraph (a) (1) 
of this section. Thus, to the extent that an amount paid by a pur- 
chaser of a partnership interest (or the basis of the partnership 
interest to the estate or other successor in interest of a deceased part- 
ner) is attributable to the value of capital assets and section 1281(b) 
property, any difference between the amount so attributable and the 
transferee partner's share of the partnership basis of such property 
shall constitute a special basis adjustment with respect to partnership 
capital assets and section 1231(b) property. Similarly, any such dif- 
ference attributable to any other property of the partnership shall 
constitute a special basis adjustment with respect to such property. 

(8) Limitation on decrease of basis. — AVhere a decrease in the basis 
of partnership assets is required under section 784(b) (2) and the 
amount of the decrease exceeds the adjusted basis to the partnership 
of property of the required character, the basis of such property 
shall be reduced to zero (but not below zero), and the balance of 
the decrease in basis shall be made when the partnership subsequently 
acquires property of a like character to which an adjustment can 
be made. 

(4) Caw'ryoeer af adjustment. — Where, in the case of a distribu- 
tion, an increase or decrease required under paragraph (a) of this 
section in the basis of undistributed partnership property cannot be 
made because the partnership owns no property of the character re- 
quired to be adjusted, or because the adjustment has been limited 
under subparagraph (~8) of this paragraph, the adjustment shall be 
made when the partnership subsequently acquires property of a like 
character to which an adjustment can be made. 

(c) Examples. The provisions of this section may be illustrated 
by the following examples: 

Example (1). Assume that partnership ABC has three as- 
sets: X, a capital asset with an adjusted basis of $1, 000 and a 
value of $1, 500; Y, a depreciable asset with an adjusted basis 
of $1, 000 and a value of $000; and Z, inventory items with an 
adjusted basis of $700 and a value of $600. A. sells his interest to 
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D (when an election under 754 is in eRect) for $1, 000 (1/3 of 
$3, 000, the total value of partnership assets). D's share of the 

adjusted basis of partnership property is $900 (&/s of $2, 700). 
Therefore, under section 748 (b), D has a special basis adjustment 
of $100 ($1, 000 minus $900). This adjustment must be allocated 
entirely to property X. , since such allocation will have the eRect 

of reducing the difference between the value and basis of such 

asset. Therefore, D has a special basis adjustment of $100 with 

respect to property X, which now has a special basis to him of 
$1, 100. No part of the adjustment is made to depreciable prop- 
erty Y or inventory items Z, since any such adjustment would 

increase the diRerence between the basis and value of each such 

asset. 
Example (8). Assume the same facts- as in example (1) of. 

this paragraph except that capital asset X has a value of $1, 500, 
depreciable property Y has a value of $1, 100, and inventory items 

Z have a value of only $400. Therefore, under section 748(b), 
D has a special basis adjustment of $100, the excess of D's basis 
for his interest in the partnership ($1, 000) over his share of the 
adjusted basis of partnership property ($900). This $100 ad- 

justment must be allocated entirely to capital asset X and de- 

preciable property Y in proportion to the diRerence between the 
value and basis of each since such allocation has the eRect of 
reducing the diRerence betv-een the value and basis of each 
such asset. Therefore, D has a special basis adjustment of $88 
($500/$600 of $100) w~ith respect to capital asset X. , which now 

has a special basis to him of $1, 088, and of $17 ($100/$600 of 
$100) with respect to depreciable property Y, which now has a 
special basis to him of $1, 017. No part of the adjustment is 
made to inventory items Z, since any such adjustment would in- 
crease the diRerence between the basis of such asset and its value. 

Encamp/e (8). Assume that partnership EF6 has three assets: 
X, a capital asset with an adjusted basis of $1, 000 and a value of 
$1, 500; Y, a depreciable asset with an adjusted basis of $1, 000 and 
a value of $700; and Z, inventory items with an adjusted basis of. 

$700 and a value of $800. E sells his interest to H (when an 
election under section 754 is in eRect) for $1, 000 (~/s of $3, 000, the 
total value of the partnership assets). H's share of the adjusted 
basis of partnership property is $900 (~/s of $2, 700). Therefore, 
H has a special basis adjustment of $100 ($1, 000 minus $900) 
under section 748(b). Since, of the total $800 difFerence between 
the value and the adjusted basis of all partnership property, $200 
($500, appreciation in value of X, minus $300, depreciation in 
value of Y) is attributable to the class of capital assets and de- 
preciable property, and $100 (appreciation in value of inventory 
items Z) to the cl ~ss of other property, H's special basis adjust- 
ment of $100 must be allocated 2/a to capital assets and depreciable 
property and 1/3 to other property (inventory). The $67 increase 
(2/z of $100) to be allocated to capital assets and depreciable prop- 
erty must further be allocated so as to reduce the diRerence be- 
tween the value and basis of such assets. This can be done only 
by allocating the entire $67 increase to capital asset X (the basis 
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of which is less than its value), and no part of the increase to 
depreciable property Y (the basis of which exceeds its value). 
Therefore, H has a special basis adjustment of $67 for capital 
asset X, which now has a special basis to him of $1, 067; he has no 
special basis adjustment for depreciable property Y. He also 
has a, special basis adjustment of $88 (I/s of $100) for inventory 
items 8, the special basis of which is now $783. 

DEFINITIONS 

Ia 1. 761 STATIIToRY' PRovIsIQNs j TER%Is DEFINED. 
SEC. 761. TERMS DLD FINED. 

(a) PARTNERsrtrr. — For purposes of this subtitle, the term "partner- 
ship" includes a syndicate, group, pool, joint venture, or other unincor- 
porated organization through or by rueaus of which any busiuess, 
financial operation, or venture is carried ou, aud which is uot, within the 
meanin of this title, a corporation or a trust or estate. Under regula- 
tions the Secretary or his delegate mav, at the electiou of all the mem- 
bers of an unincorporated organization, exclude such orgauization from 
the application of all or part of this subchapter, if it is availed of— 

(1) For investment purposes only and not for the u. ctive conduct 
of a business, or 

(2) For the joint production, extraction, or use of property, but 
not for the purpose of selling services or property produced or ex- 
tracted, 

if the income of the members of the organization may be atlequately 
determined without the computation of partnership taxable income. 

(b) PARTNER. — For purposes of this subtitle, the term "partner" 
means a member of a partnership. 

(c) PARTNERRHIP AGREEMENT. — For purposes of this subchapier, a 
partnership agreement includes any modifications of the partnership 
agreement made prior to, or at, the time prescribed by law for the filing 
of the partnership return for the taxable year (not including exten- 
sions) which are agreed to by all the partners, or which are adopted in 
such other manner as may be provided by the partnership agreement. 

(d) LIQUIDATIoN oF A. PARTNER s INTEREsT. — For purposes of this sub- 
chapter, the term "liquidation of a partner's interest" means the termi- 
nation of a partner's entire interest in a partnership by means of a 
distribution, or a series of distributions, to the partner by the partner- 
ship. 

«O1. 761 — 1 TERl&fs DEIINED. — (a) Partnership. — (1) In general. — 
The term "partnership" includes a syndicate, group, pool, joint ven- 
ture, or other unincorporated organization through or by means of 
which any business, financial operation, or venture is carried on, and 
which is not a corporation or a trust or estate within the meaning of 
the Internal Revenue Code of 1954. The term "partnership" is 
broader in scope than the common law meaning of partnership, and 
may include groups not commonly called partnerships. See section 
7701(a) (9). See regulations under section 7701(a) (1), (9), and (8) 
for the description of those unincorporated organizations taxable as 
corporations or trusts. A joint undertaking merely to share expenses 
is not a partnership. For example, if two or more persons jointly 
construct a ditch merely to drain surface water from their properties, 
they are not partners. Mere coownership of property which is main- 
tained, kept in repair, and rented or leased does not constitute a 
partnership. For example, if an individual owner, or tenants in com- 
mon, of farm property lease it to a farmer for a cash rental or a share 
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of the crops, they do not necessarily create a partnership thereby. 
Tenants in conimon, however, may be partners if they actively carry 
on a trade, business, financial operation, or venture and divide tlie 
profits thereof. For example, a partnership exists if coowners of an 
apartment building lease space and in addition provide services to tlie 
occupants either directly or through an agent. 

(2) Exclusion o f certain partnershi ps from provisions of' subchapter 
E'. — (i) In general. — Under the conditions set forth in this paragraph, 
an unincorporated organization described in subdivision (ii) or (iii) 
of this subparagraph may be excluded from the application of all or a 
part of the provisions of subchapter K. Such organization must be 
availed of for investment purposes only and not for the active conduct 
of a business, or for the joint production, extraction, or use of property, 
but not for the purpose of selling services or property produced or 
extracted. The members of such organization must be able to compute 
their income without the necessity of computing partnership taxable 
income. Any syndicate, group, pool, or joint venture which is classi- 
fiiable as an association, or any group operating under an agreement 
which creates an organization classifiiable as an association, does not 
fall within these provisions. 

(ii) Investing partnership. — AVhere the participants in the joiiit 
purchase, retention, sale, or exchange of investment property— 

a) Own the property as coowners, 
b) Reserve the right separately to take or dispose of their 

shares of any property acquired or retained, and 
(c) Do not actively conduct business for joint profit, or irre- 

vocably authorize some person or persons acting in a representa- 
tive capacity to purchase, sell, or exchange such investment prop- 
erty, although each separate participant may delegate authority to 
purchase, sell, or exchange his share of any such investment prop- 
erty for the time being for his account, but not for a period of 
more than a year, then 

such group may be excluded from the application of the provisions of 
subchapter K under the rules set forth in subdivision (iv) of this 
subparagr- ph. 

(iii) Operating agreements. — 3Vhere the participants in the joint 
production, extraction, or use of property- 

(a) Own the property as coowners, either in fee or under a lease 
or other form of contract granting exclusive operating rights, and 

(b) Reserve the right separately to take in kind or dispose of 
their shares of any property produced, extracted, or used, and 

(c) Do not jointly sell services or the property produced or 
extracted, although each separate participant may delegate au- 
thority to sell his share of the property produced or extracted for 
the time being for his account, but not for a period of time in 
excess of the minimum needs of the industry, and in no event for 
more than one year, then 

such group may be excluded from the application of the provisions of 
subchapter K under the rules set forth in subdivision (iv) of this 
subparagraph. However, the preceding sentence does not apply to 
any unincorporated organization one of whose principal purposes is 
cycling, manufacturing, or processing for persons who are not mem- 
bers of the organization. 
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(iv) 3Xethod of election. — (a) Complete exclusion from subchapter ji. — An unincorporiited organiziition ivhich ivishes to be excluded from 
all of subchapter Iv must make tlie election provided in section 761(a) 
in a statemeiit attached to a partnership returii filerl with the district 
director for the district in which the organization has its principal 
office or ylace of business. Such return shall be properly executed 
and shall contain, in lieu of the information required thereon, only 
the name and address of the organization. The statement attaclied to 
the return shall include the nZnies and aclilresses of all the members 
of tlie organization; a statement that the organization qualifies under 
subdivisions (i) and eitlier (ii) or (iii) of $ 1. 761 — 1(a) (2) and elects 
to be excluded from all of subchapter K; and a copy of the agreement 
under which the organization operates if written (or a summary 
thereof if oral). Unless, within 90 days after the formation of the 
organization (or after the promulgation of the regulations under sub- 
chapter K, whichever is later), any member of the organization notifies 
the Commissioner that the member desires subchapter K to apply to 
such organization, and also advises the Commissioner that he has so 
notified~all other members of. the organization by registered or certified 
mail, the election to be excluderl will be approved. Such election is 
irrevocable as long as the organization remains qualified under sub- 
divisions (i) and either (ii) or (iii) of this subparagraph. 

(b) Partial exclusion from subchapter E. — An unincorporated 
organization which v ishes to be excluded from only certain sections 
nf subchapter Iv must submit to the Commissioner, no later than 90 
days after the beginning of the first taxable year for which partial 
exclusion is desired, a request for permission to be excluded from cer- 
tain provisions of subchapter K. The request shall set forth the sec- 
tions of subchapter K from which exclusion is sought and shall state 
that such organization qualifies under subdivisions (i) and either (ii) 
or (iii) of $ 1. 761 — 1(a) (2), and that the members of the organization 
elect to be excluded to the extent indicated. Such exclusion shall be 
eff'ective only upon approval of the election by the Commissioner and 
subject to the conditions he may impose. 

(v) Information to be j7ed by organizations excluded under section 
Ml. — (a) An organization excluded from all of subchapter K shall 
file annually with the Commissioner of Internal Revenue, Midwest 
Service Center, Kansas City, Missouri, a Form 1099 for ea~ch person 
who was a member of the organization during any part of the calendar 
year. Such form shall shoiv the name and address of the member 
(under "To whom Paid" ) and the name and address of the organiza- 
tion (under "Hy whom Paid" ). In lieu of "Kind and Amount of In- 
come Paid", each such form shall state "Filed under section 761(a)" 
aiid the principal activity of the organizaticn. Such organization need 
not file Form 1065 annually. 

(b) Organizations partially excluded from subchapter K shall file 
partnership returns containing such information as the Commissioner 
may require upon the granting of the partial exclusion under section 
761(a) . 

(b) Partner. — The term "partner" means a member of a partner- 
ship. 

(c) Partnership agreement. — For the purposes of subchapter K, 
a partnership agreement includes the original agreement and any mod- 
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ifications thereof agreed to by all the partners or adopted in any other 
manner»rovided by the partnership agreement. Such agreement or 
modifications can be oral or written. A partnership agreement may 
be niodified with respect to a particular taxable year subsequent to the 
close of such taxable year, but not later than the date (not including 
any extension of time) prescribed by law for the filing of the partner- 
ship return. As to any matter on which the partnership agreement, 
or any modification thereof, is silent, the provisions of local law shall 
be considered to constitute a part of the agreement. 

(d) Liquidation of partner'8 interest. — The term "liquidation of a 
partner's interest" means the termination of a partner's entire interest 
in a partnership by me~ns of a distribution, or a series of distributions, 
to the partner by the partnership. A series of distributions will coine 
within the meaning of this term whether they' are made in one year 
or in more than one year. Where a partner's interest is to be liquidated 
by a series of distributions, the interest will not be considered as liqui- 
dated until the final distribution has been made. For the basis of 
property distributed in one liquidating distribution, or in a series of 
distributions in liquidation, see section 782(b). A distribution which 
is not in liquidation of a partner's entire interest, as defined in this par- 
agraph, is a current distribution. Current distributions, therefore, 
include distributions in partial liquidation of a partner's interest, and 
distributions of the partner's distributive share. See ( 1. 731 — 1 
( ) (1) ("). 

Elective Date For Subchapter 

f 1. 771 STATUTORY' PROVISIONs; KRFECTD'E DATz. 
SEC. 771. EFFECTIVE DATE. 

(a) GENERAL RUI. E. — 
(1) TAKABLE YEARs BEGINNING AFTER DEcEMBER 31, 1954. — Except 

as provided in subsection (b), this subchapter shall apply with 
respect to— 

(A) Any partnership taxable year beginning after Decem- 
ber 81, 1054, and 

(B) Any part of a partner's taxable vear falling within such 
partnership taxable year. 

(2) APPLIcATICN oF PRIoR PRovIsIQNs. — Except as provided in 
subsection (b), sections 118(a) (18), 1S1 to 191 (inclusive), and 
8797(a) (2) of the Internal Revenue Code of 1089 shall apply with 
respect to— 

(A) Any partnership taxable year beginning before Jan- 
uary 1, 1955, and 

(B) Any part of a partner's taxable year falling within 
such partnership taxable year. 

(b) SPECIAL BULKS— 
(1) ADQPTIoN CF TAKABLK YEAR. — Section 706(b) (relating to 

the adoption of a taxable year by a partuership or partner) shall 
apply to— 

(A) Any partnership which adopts, or changes to, a tax- 
able year beginning after April 1, 1954, and 

(B) Any partner who changes to a taxable year beginning 
after April 1, 1954. 

For the purpose of applying this paragraph, section 70S (relating 
to the continuation of a partnership) shall be effective for taxable 
years beginning after April 1, 1954, 

(2) PRoPERTY DIsTRIBUTED RY A PARTNKRBHIP. — Section 785(a) 
(relating to the character of gain or loss on the disposition of prop- 
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erty distributed by a partnership) shall apply only to property distributed by a partnership;lfter March 9, 1054. 
(8) TJNRKAL&zED RKOEIvABLES AND INvKNTCRY ITEMs. — Sectiou 751 (relating to unrealized receivables and inventory items) shall apply lvith respect to gain or loss to a seller, distributee, or partnership 

in the case of a sale, exchange, or distribution occurring after 
March 0, 1054. For the purpose of applying this para raph in the 
case of a taxable year beginning before January 1, 1955, the other 
sections of this subchapter shall l&e applicable to the extent pro- 
vided by regulations prescribed by the Secretary or his dele ate. 

(4) PARTNER REcslv&NG INco&&&K IN RKSPEOT oF DKOKDENT. — Sec(lou 
753 (relating to income in respect of a decedent) shall apply only 
in the case of payments made with respect to decedents dying after 
December 81, 1954. 

(c) OPTIDNAL TREATMENT oF CERTAIN DISTR&l&UTIDNS. — In the case 
of a partnership taxable year beginning after December 81, 1058, and 
before January 1, 1055, a partnership may elect, umler regulations pre- 
scribed by the Secretary or his delegate, with respect to distributions 
made during such year to any partner, other than in liquidation of the 
partner's interest, to apply the rules in sections 781, 782(a), (c), and 
(e), 788, 785, and 751(b), (c), and (d) (and, to the extent applicable, 
the rules provided in sections 705, 752, and 761(d) ). If a partnership 
so elects, such rules shall be effective for the partnership and all mem- 
bers of such partnership with respect to such distributions. 

() 1. 771 — 1 EFFEcTIvE DATE. — (a) Genera rule. — Except as pro- 
vided in paragraph (b) or (c) of this section, the provisions of sub- 
chapter Ik shall apply to any taxable year of a partnership beginning 
after December 31, 1954, and to any part of a partner's taxable year 
falling Ivithin such partnership taxable year. The provisions of the 
Internal Revenue Code of 1989 relating to partnerships shall apply to 
any taxable year of a partnership beginning before January 1, 1955, 
and to any part of a partner's taxable year falling within such part- 
nership taxable year. If a partnership and the partners are on 
diRerent taxable years, subchapter K shall become eRective at the 
same time both for the partnership and for the partners. 

(b) Special rute8. — Certain provisions of section 771 apply after 
specific dates in 1954, as follows: 

(1) Adoption of tuxuble yeur. — Section 706(b) (relating to 
the adoption of taxable years by partners and partnerships), shall 
apply to any partnership which adopts or changes to, and any 
partner who changes to, a taxable year beginning on or after 
April 2, 1954. For the purpose of applying this subparagraph, 
the rules of section 708 (relating to the continuation of partner- 
ships) shall apply. For example, if two or more partnerships 
merge after April 1, 1954, and the new partnership uses the tax- 
able year of the partnership of which it is deemed to be the suc- 
cessor under section 708(b) (2) (A), it will not need prior ap- 
proval to continue to use such taxable year even though such year 
may be diRerent from the taxable years of the partners. Such a 
partnership is not "adopting" or "changing" its taxable year. 

(2) Property 

distributed 

by u pu'tner8hip. — Section 785(a), 
relating to the character of gain or loss on disposition of property 
distributed by a partnership to a partner, shall apply only to 
property distributed after March 9, 1954. Although a partner- 
ship whose taxable year begins before J anuary 1, 1955, generally 
will be subject to the provisions of the Internal Revenue Code 
899474' — 56 — 21 
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of 1039, any unrealized receivables or inventory items distributed 
by any such partnership after March 9, 1054, will be subject to 
the provisions of section 735(a), and the gain or loss on the sub- 
sequent disposition of such property will be ordinary gain or 
loss rather than capital gain or loss. In the case of property 
distributed before March 10, 1954, section 735(a) will not apply, 
even. though the property is disposed of by the distributee part- 
ner after that date, unless the partnership elects uncler paragraph 
(c) of this section to apply section 735. 

(8) li»rr. rrh'. =. ed receivawes and inventory items. — Section 751 
(providiug for the realization of ordinary income on certain 
transfers or distributions of unrealized receivables or substan- 
tially appreciated inventory items) shall be applicable to any 
such transfer or distribution occurring after March 9, 1954. For 
the purpose of applying section 751 in the case of a taxable year 
beginninrg before January 1, 1955, a partnership or partner may 
elect to treat as applicable any other section of subchapter I&. See 
$ 1. 751 — 1(f). 

(4) Partner receiving inco»se in respect of a decedent. — Sec- 
tion 75'3, which provides that the amount includible in the gross 
income of a successor in interest of a deceased partner under 
section 736(a) shall be considered income in respect of a decedent 
uncler section 601, shall apply only in the case of payments made 
with respect to decedents whose death occurred after December 
81, 1054. 

(c) Optionat treatment of certain tIistributions. — (1) For a. part- 
nership taxable year beginning after Decelnber 81, 1058, and before 
January 1, 1055, a partnership may elect to apply the rules of certain 
sections of subchapter IZ with respect to current distributions made 
by the partnership in such year. These sections are 781, 732(a), (c), 
and (e), 783, 785, and 751(b), (c), and (d). If an election is made, 
it shall apply to the partnership a~nd all its members for all current 
distributions made by the partnership during the taxable year. Such 
distributions slrall also be subject to the rules of sections 705 (relating 
to determination of basis of a partner's interest), 752 (relating to 
treatment of certain liabilities), and 761(d) (relating to the definition 
of liquidation of a partner's interest), to the extent that such sections 
apply to current distributions. 

(2) hn election uneler this paragraph shall be made by a statement 
filed with the partnership return for the ta, xable year to which such 
election applies, or filed within 00 days after the promulgation of the 
regulations under section 771, whichever date is later. The state- 
ment shall be signed by all members of the partnership and the elec- 
tion once made shall be binding on the partnership and on all of its 
members. 

RussELL C. HARRIXGTON) 
Commissioner of Internal P~evenue. 

Approved May 28, 1056. 
Dxx THRoor SitrrH, 

8peciat assistant to the Secretary in Charge of Tax Pohcy. 

(Yilerl by the Division of the federal Register May 23, 1956, 4: ol y. m. ) 
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FART III. — DEFINITIONS 

[$ 801. 

SECTION 761. — TEI'IIS DEFINED 
26 CFR 1. 761 — 1: Terms Defined. 

Extension of time, allowed unincorporated organizations entitled 
to mal-e the election under section 761(a) of the Internal Revenue 
Code of 1954 for filing any partnership returns or other inforInation 
in lieu thereof. See Rev. Proc. 56 — 9, page 1025. 

SUBCHAPTER L. — INSURANCE COMPANIES 

PART I. — LIFE INSURANCE COMPANIES 

SUBPART A. — 1955 FORFIULA 

SECTION 801. — DEFINITION OF LIFE INSURANCE 
COMPANY 

(Also Part II, Section 201; Regulations 118, 
Section 39. 201 — 8. ) 

Rev. Rul. 56 — 106 

A life insurance company which disposes of its insurance business 
under a reinsurance agreement with another company, but which 
continues its corporate existence under local law for an extended 
period thereafter for the purpose of winding up and liquidating its 
afFairs, ceases to be a life insurance company on the effective date 
of such agreement and thereafter becomes taxable as an ordinary 
corporation. 

Advice has been requested whether, in the case of a life insurance 
company, as defined in section 801 of the Internal Revenue Code of 
1954, which transfers all of its insurance business and assets to another 
insurance company in pursuance of a reinsurance agreement between 
the two companies, and which ceases thereafter to engage in the busi- 
ness of issuing insurance contracts, but continues its corporate exist- 
ence for an extended period subsequent to the efiective date of such 
agreement for the purpose of liquidating and winding up its afFairs, 
such life insurance company retains its identity as a life insurance 
company under section 801 of the 1954 Code. 

In the instant case PJ'S company, prior to the date of the transaction 
described b'elow, qualified as a "life insurance company" as defined by 
section 801 of the Code. It filed its Federal income tax returns on the 
calendar year basis. Efi'ective as of the close of business September 
~0, 1954, 3I company, pursuant to a reinsurance agreement with 
N company, transferred to the latter all of its assets, including the 
investments underlying its life insurance reserves. 1V company, under 
tiie terms of the agreement, assumed all obligations of 3I company to 
the latter's policyholders and, as additional consideration for the 
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transfer, agreed to pay to . ]I company certain fixed or determinable 
amounts clescribed in the agreement. Under the terms of the agree- 
ment such amounts, plus interest on the unpaid balance, will be paid 
to 3I company over a period of years'. After the e]Fective date of the 
reinsurance agreement, 3I company ceased to engage in the business of 
issuing insura~nce contracts, but its corporate existence under local law 
ivi]1 be continued indefinitely for the purpose of liquidating and 
winding up its a]Fairs. 

Section 801 of the 1054 Cocle defines "life insurance company, " in 
part, as follows: 
SI:C. 80l. DKFIXITI()X OI' LIFI: IXST'RANCE CO&&IPAXY. 

For purposes of this subtitle, the term "life insurance company" means an 
insurance con&puny &vhich is engaged in the business of issuing life insurance 
and annuity contracts (either separately or combined with health and accideut 
insurance), or uoncancellable contracts of health and accident insurance, if its 
life insurance reserves (as tlefined in section 803 (b) ), plus unearned premiums 
aml unpaid losses ou noncaucellable life, health, or accident policies not included 
in life insurance r«serves, cou&prise more than tio percent of its total reserves. 
For purposes of this section, the term "total reserves" means life insurance 
reserves, unearned prenuuu&s aud unpaid losses not included in life insurance 
reserves, aud all other insurauce reserves required by law. 

After the efFective date of the reinsurance agreenlent, . ]l company 
ivi]l have no "life insurance reserves" as defined in section 808(b) of 
the 1054 Code; nor will it have any unearned premiums and unpaid 
losses on health or accident policies since the entire business, including 
these items, divas transferred to N company. Thus, . ]I company can 
no longer meet the conclitions of the definition of "life insurance 
compaiiy" contained in section 801. Accordingly, 3I company will 
not be taxable as a life insurance company after the e]Fective date 
of the reinsurance agreement with N company, but will be taxable 
under the provisions~of the 1054 Code applicable to ordinary' cor- 
porations, Cf. Prese&'oe Io»» Life I»s. Code of Te»e&a& 4 T. C. 7'32, 
«cquiescence C. B. 1N5&, 6; The P&, o J1a/ IlighLandei:a. 1 T. C. 184, acqui- 
escence C. B. 1948, 20. 

SECTION 808. — OTHER DEFINITIONS AND RULES 

(Also Section 248. ) Rev. Rul. 56-107 

Interest pay&sents n&ade on certifi«ates of indebtedness issued and 
sold by a mutual life insurance company to certain corporations, 
under factual circu&nstances which disclose that the relationship 
between the insurance company aud the certificate holders is a 
debtor-creditor relationship, constitute "interest paid" on Indebted- 
ness of the insurance company within the meaning of section 809 (f) 
of the Internal Revenue Code of 19, &4. It follows, such amounts do 
not constitute dividemls, within the purview of section 248(a) of the 
Code, &vhen received by the corporate holders of the certificates. 

Information has been requested regarding the tax treatment to be 
accorded the interest paid to the owners of certificates of indebted- 
ness issued and sold by a mutual life insurance company under the 
following circumstances: 

A mutual insurance company, which qualifies as a "life insurance 
company" within the meaning of section 801 of the Internal Revenue 
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Code of 1954, is authorized and licensed to do business in a certain 
state. In order to have sufhcient capital (guaranty fund and surplus) 
to be able to qualify to engage in the life insurance business in other 
states, the company& unde~i ~resolution of its board of directors and 
pursuant to the provisions of state statutes, issued and sold to two 
other corporations certificates of indebtedness in the total principal 
amount of 400m dollars. The certificates bear interest at the rate of 
four percent per year on the principal sum and five percent on any 
and all overdue interest. The certificates of indebtedness are to be 
redeemed to the extent of 150x dollars ivhen the company's surplus 
equals or exceeds 800m dollars and in full when the company's surplus 
equals or exceeds 500m dollars. No dividend will be voted or paid to 
members or policyholders at any time there occurs a default in the 
payment of interest or default in the redemption of such certificates. 

The certificates ivhich are registered on the company's books will 
pass only by transfer on such books. In the event of liquidation, the 
registered owners of tlie certificates shall be paid in full the unpaid 
principal and interest, before any dividends are paid to the members or 
policyholders, to the extent that the company s reserves are not im- 
paired. There is no provision in the certificates for voting rights to 
the owners. 

The issues for consideration briefiy stated are' 
(1) Vi'hether, in computing its "reserve and other policy liability 

deduction" within the meaning of section 804(a) of the Code, the 
interest paid by the company during the taxable year to the owners of 
the certificates of indebtedness may be treated as interest paid within 
the meaning of section 808(f) of the Code; and (2) whether, in com- 
puting their Federal income tax, the two corporations holding the 
certificates of indebtedness may deduct 85 percent of the "interest" 
paid to them under the provisions of section 243 (a) of the Code. 

Section 808(f) of the Code defines the term "interest paid" as 
meaning: 

(1) All interest paid or accrued within the ta. xable year on indebtedness 
incurred or continued to purchase or carry obligations (other than obliga- 
tions of the United States issued after September 24, 1017, and originally 
subscribed for by the taxpayer) the interest upon which is wholly exempt 
from taxation under this chapter, and 

(2) All amounts in the nature of interest, whether or not guaranteed, 
paid or accrued within the taxable year on insurance or annuity contracts 
(or contracts arising out of insurance or annuity contracts) which do not 
involve, at the time of payment or accrual, life, health, or accident 
contingencies. 

Section 803 (g) of the Code relates to the computation of the taxable 
income of life insurance companies and provides that the term "taxable 
income" means its gross income less the deductions for tax free interest, 
investment expenses, real estate expenses, certain depreciation deduc- 
tions allowed by section 167 of the Code, and the special deductions' 
allowed by part VIII of subchapter B (except section 248) of the Code. 

There is no provision under section 808(g) of the Code for the 
deduction of "interest paid" as an ordinary and necessary business 
expense ivithin the meaning of section 162 or for the deduction as 
"interest paid" under section 168 of the Code in computing the taxable 
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income of an insurance company. The "interest paid" as defined in 
section 803(f) is employed in the computation of the "reserve and 

other policy liability deduction" defined in section 804 of the Code and 

in the computation of "required interest" as defincd in section 805(d) 
of the Code and used in determining the amount of the reserve interest 
credit uncler section 805 (b) of the Code. 

It is well established that a security, regarclless of the name it is 

given, may represent either a share of stock o~r evidence of i»debtedness, 
depending upon the f;icts in the particular case. Thus, the owner is 
either a cieclitor or a shareholcler. 

The principles established in Reve»ue Ruling 55 — 240, C. B. , 1955 — 1, 
406, relative to the detei mination of the relationship of the certificate 
holders (shareholders) to the insurance company referred to therein, 
are considered to be applicable in determining ivhether the certificate 
holders in tlie instant case are creditors or shareholders. It was 

pointed out tliat where the certificate holders (shareholders) of a 
mutual company have (1) voting rights equal to or superior to those 
of policyholders, (2) equal representation with the policyholders on 
the board of directors, and (3) the riglits to pai ticipate in tlie earnings 
of tlie company ancl the distribution of the company's assets upon 
liquidation, their relationship to the company is in the nature of that 
o f stockholders. 

The facts in the instant case clo not indicate that the certificate 
holclers qualify as stockholders of the insurance company under the 
above-mentioned criteria. Therefore, they are creditors. Accord- 
ingly, it is held that the paynients niade thereto by the insurance 
comp~any constitute "interest paid" on indebtedness within the mean- 

ing of section 803(f) of the Code. It follows, since the two corpo- 
rations holding the certificates of indebtedness are creditors of the 
insurance company, that the amounts paid to them clo not constitute 
dividencls. Accorclingly. the deduction provided by section 248(a) 
of the Cocle (relative to dividends received by corporations) is not 
allowable to such recipients. 

SUBCHAPTER M. — REGULATED I CVESTAIEXT COAIVA'XIES 

SECTION 852, — TAXATION OI RECI. LATED INVESTMENT 
COMPANIES AND THEIP~ SHAREHOI. DERS 

(Also Part II, Section 362; Regula tio»s 118, Rev. Rul. 56-246 
Section 30. 302 — 2. ) 

A. multi-fund regulate&1 investment company constitutes one tax- 
payer for I&'ecleral income tare purposes and niay not report, as separate 
entities the segregated gains and losses of its various funds. See 
Un2on TrtcgteedA nd8, Ine. v. Conxmi~sioner, 8 T. C. 11M, acquies- 
cence, C. B. 1' — 2, 4. Accordingly, in the case of such company, no 
gain or loss is realized upon the transfer of securities, for an o6'setting 
transfer of cash, directly between one fund and another within the 
same coinpany, and the basis of such securities for the purpose of deter- 
mining gain or loss by the company upon their sale remains unchanged. 
Such company may not designate any dividend, under section 852(b) 
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(8) (C) of the Internal Revenue Code of 1954 or section 362(b) (7) of 
the Internal Revenue Code of 1939, as a capital gain dividend where 
the claimed capital gain is the result of the transfer of securities, for 
an off'setting transfer of cash, directly between one fund and another 
within such multi- f und company. 

SUBCHAPTER N. — TAX BASED ON INCOME FROM SOURCES WITHIN OR 
WITHOUT THE UNITED STATES 

PART I. — DETERMINATION OF SOURCES OF INCOME 

SECTION 862 — INCOME FROM SOURCES WITHOUT THE 
UNITED STATES 

Tax of nonresident alien married to a United States citizen domi- 
ciled in a community property State and employed by tlie United 
States Government outside the United States. See Rev. Rul. 56 — 269, 
page 818. 

PART II. — NONRESIDENT ALIENS AND FOREIGN CORPORATIONS 

SUBPART A. — NONRESIDENT ALIEN INDIVIDUALS 

SECTION 871. — TAX ON NONRESIDENT ALIEN 
INDIVIDUALS 

Rev. Rul. 56 — 268 

A domestic foundation was organized primarily to advance the 
cultural and educational background of employees in a certain field 
of business by making awards to such employees. The awards are 
based. upon and keyed to the character, ambition, and general merit of 
the particular individual. One of the purposes of the foundation is to 
assist promising young men and women to acquire the experience, 
skills, and self-confidence which lead to positions of higher responsi- 
bility. Employees of foreign branches of a domestic corporation par- 
ticipate in the program. The employees are brought to this country 
to study various aspects of the particular business field. Generally, 
the awards will also benefit the employer due to the broadened knowl- 
edge and increased skills acquired by the employees. During his stay 
in this country, each employee's salary is paid to his dependents by the 
foreign branch. 1XeM, the salary paid by the employer to the em- 
ployee, his family or other dependents constitutes compensation for 
performance of personal services within the United States and is, 
therefore, subject to United States income tax and the withholding 
of tax thereon. However, under the provisions of section 861(a) (8) 
of the 1954 Code, such compensation will not be subject to tax if the 
employee is temporarily present in the United States for a period or 
periods not exceeding a total of 90 days during the taxable year and 
such compensation does not exceed $3, 000 in the aggregate. 
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(Also Section 862. ) Rev. Rul. 56 — 269 

A nonresident alien wife's share of the community income derived 
from the performance of personal services by the husband for the 
United States Government in a foreig'n country does not lose its 
identity in her hands as income from sources without the United 
States and would not be subject to Federal income tax. 

Advice has been requested whether a nonresident alien wife's share 
of the community income from the performance of personal services 
by the husband for the United States Government in a foreign country 
is subject to Federal income tax. 

The husband, a United States citizen who is domiciled in a corn- 
munity property state, was employecl by the Federal Government in a 
foreign country for the entire taxable year. During the taxable year. , 
he ma~rried a, nonresident alien who did not at any time during the year 
reside in the United States. 

The question presented is whether the fact that the community in- 
come is derived from compensation paid by the United States or an 
agency thereof and, consequently, is not exempt under the Internal 
Revenue Code of 1954 (section 011(a) ) as to the husband's share, 
may nevertheless constitute tax exempt income as to the share of the 
nonresident alien wife. 

Under section 871 of the Code, a nonresident alien may be taxed 
only on income derived from sour~ces within the Unitecl States. Sec- 
tion 80. 211 — 2 of Regulations 118, made applicable herein by Treasury 
Decision 6001, C. B. 1054 — 2, 47, defines a nonresident alien as one who 
is not a citizen of the United States and whose residence is not within 
the United States. 

The domicile of a husband in a, connnunity property State fixes the 
domicile of the wife in that State. However, the fact that the wife 
is domiciled in a community property Sta~te does not determine 
whether she is a nonresiclent alien. "Domicile" and "residence" are 
not synonymous for federal income tax purposes. A citizen of the 
United States, although domiciled in this country, may under certain 
circumstances be considered a, resident of a foreign country. In ascer- 
taining whether an alien, who is the wife of a citizen or resident of the 
United States, is, for Federal income tax purposes, a nonresident alien, 
it is necessary to apply the rules set forth in. sections 89. 211 — 1 to 
30. 211 — 5 of Regulations 118. IVhere a husband is domiciled in a, 

community property State, the domicile of the wife is also fixed in that 
State, and the community income is divisible for Federal income tax 
purposes. See Paul Caeanuugk v. Commis'8ioner', 42 B. T. A. 1067, 
alarmed, 125 k'ed. (2d) 866, and Herbert . 1larshal/ v. Oommi88ioner, 
41 B. T. A. 1064, acquiescence, C. B. 1047 — 2, 8. The division of income 
on the community property basis does not alter the exempt character 
of the income where it is entitled to exemption under the Code. See 
Rev. Rul. 55 — 246, C. B. 1055 — 1, 02. 

Section 862(a) (8) of the Code provides that "the following items 
of gross income shall be treated as income from sources without the 
United States: * "' ~ (8) Compensation for labor or personal services 
performed without the United States. " 
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Section 93] of the Code, dealing with income from sources within 
possessions of. the United States, provides in subsection (i) that 
"amounts paid for services perforIned by a citizen of the United States 
as an employee of the United States or any agency thereof shall be 
deemed to be derived from sources within the United States, " but sub- 
section (i) is made applicable only for the purposes of section 931 
and not to income from sources within foreign countries. 

Section 911(a) of the Code applies to earned income from sources 
within foreign countries and provides that income coming within its 

rovisions is exempt from taxation "except amounts paid by the 
nited States or any agency thereof. " It will be noted that under this 

section amounts paid by the United States are merely denied the 
exemption and are not "deemed to be derived from sources within the 
United States" as in the case of section 931(i). 

It is accordingly held that a nonresident alien wife's share of the 
community income, derived from the performance of personal services 
by the husband for the United States Government, in a foreign coun- 
try, retains its identity in her hands as income from sources without 
the United States and is not subject to Federal income tax. If she 
has no gross income from sources within the United States and is not 
the dependent of any other taxpayer, the husband may claim an exemp- 
tion for her on his separate income tax return. 

Definition of word "day" for purpose of income tax conventions. 
See Rev. Rul. 56 — 24, page 851. 

SUBPART C. — MISCELLANEOUS PROVISIONS 

SECTION 893 — COMPENSATION OF EMPLOYEES OF 
FOREIGN GOVERNMENTS OR INTERNATIONAL OR- 
GANIZATIONS 

Rev, Rul. 56-44 (Also Part II, Section 116; Regulations 118, 
Section 39. 116 — 2. ) 

Section 893 of the Internal Revenue Code of 1954 exempts from tax- 
ation wages, fees, or salaries of an employee of a foreign government, 
if such employee is not a citizen of the United States, if the services 
are of a character similar to those performed by an employee of the 
United States in foreign countries, and if the foreign government 
grants an equivalent exemption to employees of the United States in 
such foreign country. B' e/d, the benefits of section 893 of the Code 
are extended only to any "employee' of a foreign government who 
qualifies therefor and not to a former employee. Accordingly, a pen- 
sion received from a foreign government by a former representative of 
such government, during a period when he is residin in the United 
States is not exempt'from' ax as wages, ees, or sa ary 
~eIved by an employee of a foreign government. 
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PART III. — INGOME FROM SOURCES wITHOUT THE UNrrED STATES 

SUBPART A. — FOREIGN TAX CREDIT 

SECTION 0O1. — TAXES OF FOREIGN COUNTRIES AND 
OF POSSESSIONS OF UNITED STATES 

Rev. Rul. 56 — 51 

The tax iuiposed by article Ii, chapter IV of Culian Law Xo, 7, 
approved April 5, 1048, as amended by article 2 &, chapter IV of 
Cuban Laiv No. 2, approved iilay 22, 1081, constitutes an excess 
profits tax and is, accordingly, allowable as a credit under section 
001 of the Iuternal Revenue Code of 1084. 

Rev. Rul. 31, G. B. 1088 — 1, 225, modified, 

The Internal Revenue Service has been requested to reconsider its 
position, as set forth in Revenue Ruling 81, C. IS. 1058 — 1, 225, in regard 
to the alloivance, as a credit against Federal income tax, of foreign 
taxes paid pursuant to article 15, chapter IV of Cuban Law No. 7, 
approved April 5, 1948, as amended by article 25, chapter IV of Cuban 
Laiv No. 9, approved May 92, 1051. 

The pertinent provisions of chapter IV of Cuban Law No. 7, as 
amended, read as folloivs: 

Aarzcnz 14. A tax of four pesos * * . ". is hereby levied on each one 
thousand pesos or fractiou thereof, on the capital, estiuiated at its real worth, 
with ivhich every partuership or couipauy of any sort or description, whether 
civil or mercantile, uatioual or foreign, may be operating in Cuba. 

Auric'. s lfi. without prejudice to the tax on profits, referred to in the Law 
of January 20, 1081, and its modifications, which vvill continiie to be paid as 
heretofore, a tax is established of fifteen per ceutum (18'tc) additional on any 
profits in excess of ten per centum of the capital taxed in the uianner specified 
in the preceding A. rticle. 

In Revenue Ruling 81, 8ttpra, it was held tliat neither of these taxes 
constituted an inconie tax or tax in lieu of an inconie tax for which a 
credit could be alloived uncler section 181 of the Internal Revenue Code 
of 1989 (section 001 of the Internal Revenue Code of 1954). This 
conclusion was based on the premise that the levies imposed by 
articles 14 and 15 were interrelated and interdependent. 

Upon reconsideration, it appears that the tax imposed by article 14 
of Cuban Law No. 7 of 1048, as amended, is levied against capital 
valuation and is due whether or not the taxpayer has net income for 
the period. The tax imposed by article 15 of the Cuban Law, on tlie 
other hand, is imposed as an additional tax on the profits subject to 
taxation and is due only if there is income in the form of profits. 
Although reference must be made to the valuation of capital declared 
under article 14, as a basis for computing the excess profits subject to 
taxation under ~article 15, this correlation of the tivo taxes does not 
cause them to be so integrated that they must be treated as a single 
tax for the purpose of determining whether credit is allowable for 
such taxes under section 001 of the Internal Revenue Code of 1954. 

It is not intended by any statement made herein to suggest that ivlien 
a single tax is imposed on items which, by United States standards, 
are both income and nonincome items, credit is alloivable for the por- 
tion of the tax imposed on income items but denied for the portion of 
the tax allocable to nonincome items. 9&en such a unified tax ls 
imposed by a foreign country, its predominant character ivill determine 
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whether the tax is an income tax and credit will be denied for the 
entire amount of the tax or allowed for the entire tax subject to the 
limitations of section 904 of the Code. I. T. 4074, C. B. 1952 — 1, 87. 

Accordingly, it is held that the two taxes imposed by article 14 and 
article 15, chapter IV of Cuban Law No. 7 of 1948, as amended, are 
legally separate and distinct and that the tax imposed by article 15 
constitutes a tax on excess profits for which credit, is allowed under 
section 901 of the Code. 

Revenue Ruling 81, supra, is accordingly modified to the extent that 
it applies to the tax imposed by article 15, chapter IV of Cuban Law 
No. 'l, approved April 5, 1948, as amended. 

(Also Section 902. ) Rev. Rul. 56 — 288 

The taxes on dividends imposed by' the Australian Income Tax and 
Social Services Contribution Assessment Act of 1936 — 1954 constitute 
income taxes imposed on the shareholder and may be claimed. by the 
shareholder as a credit under the provisions of section 901 of the Code. 
Furthermore, a domestic corporation owning at least 10 percent of the 
voting stock of an Australian corporation is entitled to a credit under 
section 902 of the Code on the basis of a portion of the taxes paid by 
the Australian subsidiary on income from which such dividends were 
paid. 

(Also Section 902. ) Rev. Rul. 56 — 289 

If a domestic corporation, the recipient of dividends froza a Brit- 
ish corporation, elects to include in its gross income the amount of 
standard tax appropriate to such dividends paid by the British 
corporation with respect to such dividends, it is entitled to a credit 
under section 901 of the Internal Revenue Code of 19o4 for the 
amount of such tax. 

Advice has been requested whether a domestic corporation which 
owned a majority of the stock of a British corporation, including at 
least 10 percent of the voting stock of such corporation, is entitled 
to either a deduction under section 164 of the Internal Revenue Code 
of 1954, or a credit under section 901, for the standard tax appro- 
priate to such dividends paid by the British corporation. 

The principal question presented is whether the decision in 3lary 
D. BMdle et aL v. Conwni88ionev, 802 U. S. 578, Ct. D. 1808, C. B. 
1938 — 1, 809, or article XIII (1) of the income tax convention between 
the United States and the United kingdom, Treasury Decision 5569, 
C B. 1947 — 2, 100, is applicable with. respect to the standard 
tax on dividends received by a domestic corporation from a 
British Corporation. 

The Biddle decision determined that the British standard tax paid 
by a British corporation is laid not upon the shareholder but upon 
the British corporation. Accordingly, it was held that although the 
tax burden of the corporation is passed on to its shareholders, the 
United States statutes do not take that fact into consideration in ascer- 
taining the tax obligation of the shareholder. These statutes do not 
treat as taxpayers those upon whom no legal duty to pay the tax 
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is laid. Therefore, on the basis of the Biddle decision, no deduction 
is allowable to the shareholder under section 23(c) (1) (C) of the In- 
ternal Revenue Cocle of 1989 (now section 164(b) (6) of the Internal 
Revenue Code of 1954) and no credit is allowable to the shareholder 
uncler section 181(a) of the 1%9 Code (now section 901(a) of the 
1954 Code) for British standarcl tax paid by corporations. 

Under article XIII(1) of the United States — United Kingdom in- 
come tax convention, if the shareholder should elect to include in his 
gross income the amount of the standard tax appropriate to the divi- 
dend paid by the British corporation, the shareholder shall be deemed 
to have paid such tax. Consequent]y, uncler the convention, a credit 
would be allowable to the shareholder under section 901 of the Code 
for such tax paicl, See Rev. Rub 54 — 5M, C. B. 1954 — 2, 210. If addi- 
tional United Kingclom income, v ar profit, or excess profits taxes 
not covered by the convention are paid by the British corporation, 
an additional credit based on such other taxes is allowable to the 
domestic corporation under section 902, because the domestic cor- 
poration owns at least 10 percent of the voting stock of the British 
corporation. 

If the domestic corporation should not elect to treat the standard 
tax in accorclance with article XIII(1) of the convention, the provi- 
sions of section 902 ~ould be applicable to both the standard tax 
and other income, war profits and excess profits taxes paid by the 
British corporation. IJnder this section, such taxes would not be in- 
cluclecl in the shareholder's gross income, but, in accordance with sec- 
tion 902 of the Code, a portion of the taxes paid by the British sub- 
sidiary would be deemed to have been paid by the domestic corpora- 
tloii. 

Article XIII(1) of the convention with the United Kingdom has no 
application to the allowance of a deduction to a shareholder for the 
standard tax paid by a Britisli corporation. Therefore, as held in 
the Bidclle case, the shareholder niay not claim a deduction for such 
tax paid by the corporation. 

SECTION 902. — CREDIT FOR CORPORATE STOCKHOLDER 
IN FOREIGN CORPORATION 

Credit to a domestic corporation for taxes paid to Australia, . See 
Rev. Rul. 56 — 288, page 821. 

Credit to a domestic corporation for taxes paid to the United. King- 
dom. See Rev. Rul. 56 — 289, page 821. 

SUBPART C. — WESTERN HEMISPHERE TRADE CORPORATIONS 

SECTION 922. — SPECIAL DEDUCTION 

Special deduction for '9restern IIeniisphere traile corporations 
where alternative tax is applicable. See Rev. Rul. 56 — 151, page 882. 
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SUBPART D. — POSSESSIONS OF THE UNITED STATES 

SECTION 031. — INCOME FROM SOURCES WITIIIN POS- 
SESSIONS OF THE UNITED STATES 

Rev. Rul. 56 — 127 
United States citizens who are employed in American Samoa by 

the government thereof are considered to be employees of the 
"United States or any agency thereof" within the meaning of 
section 931(i) of the luternal Revenue Code of 19;&4, and compensa- 
tion received by such employees for services performed for such 
government is subject to Irederal income tax. 

Advice has been requested whether the Government of American 
Samoa constitutes an agency of the United States within the meaning 
of section 931(i) of the Internal Revenue Code of 1054. 

Section 931(a) of the Internal Revenue Code of 1954 provides that 
under certain conditions income derived from sources within a pos- 
session of the United St, ates by a citizen of the United States or a 
domestic corporation may be exempt from Federal income tax. How- 
ever, section 981(i) of the Code provides that amounts received for 
services performed in a possession of the United States by a citizen of 
the United States, as an employee of the United States or any agency 
thereof, are deemed to be derived from sources within the United 
States. Such amounts, therefore, are subject to Federal income tax. 

Following cession of certain islands of the Samoan group to the 
United States, Executive Order No. 125 — A, dated February 19, 1900, 
placed those islands under the control of the Navy Department. The 
government which was established in. American Samoa by the Presi- 
dent of the United States ~ as recognized and accepted by Congress in 
statutory enactments. See Act of March 4, 1025, 48 Stat. 1357, 48 
U. S. C. 1481. AVith respect to American Samoa in general, the Con- 
gressional Act of February 20, 1929, 45 Stat. 1258, 48 U. S. C. 1431a, 
among other things, stipulated thaIt until Congress should provide 
for the government of such islands, all civil, judicial, and military 
powers should be vested in such person or persons aInd should be 
exercised in such manner as the President, of the United. States should 
direct. The jurisdiction of the Department of the Navy continued 
over the island group comprising American Samoa until July 1, 1051, 
when Executive Order No. 125 — A was repealed by Executive Order 
No. 10264, which transferred such jurisdiction to the Department of 
the Interior. As Congress has not provided a government for Ameri- 
can Samoa, the administration and control of the government thereof 
are still vested in the Department of the Interior. 

The term "agency of the United States" is not defined in section 
M1 of the 1954 Code. However, in certain cases not arising under 
the Code, the government of a possession of the United States has been 
held to be an agency of the United States. Domenech v. National 
City Bank of New York, 294 U. S. 109; Brarjforct v. Chaae National 
Bank of City of Nero Fork, 24 Fed. Supp. 28. 

It is held that United States citizens who are employed in American 
Samoa by the government thereof are employees of the "United States 
or any agency thereof" for the purpose of section %1(i) of the 
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Internal Revenue Code of 1054. Compensation received by such em- 

ployees for services performed in AHIerican Samoa for the govern- 

nIent thereof is, therefore, subject to Federal incolne tax. 

SUBPART E. — CHINA TRADE ACT CORPORATIONS 

SECTION 041. — SPECIAI. DEW-CTI()N FOR CHINA 
TRADE ACT CORI'ORATIONS 

Special deduction where alternative tax is applicable. See Rev. 
Rul. 56 — 151, pa e 882. 

SUBCHAPTER O. — GAIA OR LOSS OV DISPOSITION OF PROPERTY 

PART II. — BASIS RULES OF GENERAL APPLICATION 

SECTION 1014. — BASIS OI' PROPERTY ACOUIRED 
FROiI A DECEDENT 

Rev. Rul. 56 — 215 

To the extent that property held jointly with the ri, ht of survivor- 
ship or as tenants by the entirety is includible in a decedent's gross 
estate as provided by section 2040 of the 19o4 Code, section 
1014(b)(9) of the 19M Code provides that, in the hands of the 
survivor, the basis of that portion of the property includible in the 
gross estate of a decedent dyiug after DecenIber 31, 19o3, shall be 
fair. market value as of the date of valuation for Federal estate tax 
purposes, as reIluced by the atuount of depreciatimb if any, allowed 
the taxpayer where the property was acquired prior to the decedent's 
death. '(Vhere the value of the estate is less than $00, 000 and, there- 
fore, not subject to the Federal estate tax, the date of death valuation 
must be used. 

The Internal Revenue Service has been requested to state its position 
with respect to the provisions of section 1014(b) (0) of the Internal 
Revenue Code of 1054, relating to the basis of property acquired fronI 
a decedent dying after Decem~ber 31, 1953, by the survivor of jointly 
held propertyI for purposes of deterIninin~g gain or loss. 

Section 1014 of the Internal Revenue Code of 1054 relating to basis 
of property acquired froln a decedent provides in part as follows: 

(a) IN GENERAL. — Except as otherwise provided in this section, the basis of 
property iu the hands of a person acquirin the property froIn a decedent or to 
whom the property passed from a decedent shall, if not sold, exchanged, or 
otherwise disposed of before the decedent's death by such person, be the fair 
market value of the property at the date of the decedent's death, or, in the case 
of an election under either section 2032 or sectiou 811(j) of the Internal Reveuue 
Code of 1939 where the decedent died after October 21, 1942, its value at the 
applicable valuation date prescribed by those sections. 

(b) psopERTT AcqUIREn FzoiI THE DzcanFNT. — For purposes of subsection (a), 
the followiu property shall be cousidered to have been acquired from or io 
have passed from the decedent: 

:t 

(9) In the case of decedents dying after December 31, 1933, property 
acquired fronI the decedent by reaso~ of death, form of owIIership, or other 
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conditions (including property acquired through the exercise or non-exercise of a povver of appointment), if by reason thereof the property is required 
to be included in deterruining the value of the decedent's gross estate under chapter 11 of subtitle B or under the Internal Revenue Code of 1999. In 
such case, if the property is acquired before the death of the decedent, the 
basis shall be the amount determined under subsection (a) reduced by the 
amount allowed to the taxpayer as deductions in computing taxable income 
under the subtitle or prior income tax laws for exha. ustion, wear and tear, 
obsolescence, amortization, and depletion on such property before the death 
of the decedent. 

Paragraphs (1) to (8), inclusive, of section 1014(b) of the 1954 
Code correspond to the provisions of section 113(a) (5) of the 1939 
Code and set forth the circumstances under which property is treated 
as having been acquired from or having passed from the decedent. 

The eR'ect of section 1014(b) (9) of the 1954 Code is to make the 
general rule as provided in subparagraph (a) applicable to practically 
all property includible in the decedent's gross estate for estate tax 
purposes. See Report of Committee on Finance, United States 
Senate Xo. 1622, 83d Congress, page 108. 

The rule set forth in paragraph (9), subsection (b), section 1014 
of the Code applies to that portion of jointly held property includible 
in the decedent's gross estate under the provisions of section 2040 of 
the Internal Revenue Code of 1954. The fact that no estate tax may 
be due or that no estate tax return is required does not preclude the 
application of section 1014(b) (9) of the Code, if. the property is 
otherwise required to be included in determining the decedent's gross 
estate for Federal estate tax purposes. However, no alternate valu- 
ation may be elected for property where the value of the estate does 
not exceed $60, 000 at the time of the decedent's death. See Rev. Rul. 
56-60, page 443 of this Bulletin. 

Rev. Rul. 56 — 270 

The decedent bequeathed in trust for the benefit of his wife an 
amount sufhcient to utilize the marital deduction to the maximum 
extent authorized by section 2056 of the Internal Revenue Code of 
1954 after taking into consideration any other property with respect 
to which such deduction is allowable. The income from the trust is 
given to the surviving spouse for life with a power exercisable by her 
alone at death to appoint the entire interest to any other person or 
persons, or to her estate. EEe0, the marital trust fund was provided 
for in a fixed and definite "dollar amount. " Accordingly, capital gains 
were realized by the estate to the extent that the fair market value of 
the property on the date of distribution to the trustee exceeds the fair 
market valtie thereof on the date of the decedent's death (or, in the 
event alternate valuation is elected, the fair market value thereof on the 
alternate valuation date). See IViVliam Ei, '. ECenan, 0'r. , et a/. v Com- 
mi88i oner, 114 Fed. (2d) 217, and Sarah P. 8ui8man v. Eaton, 15 Fed. . 
Supp. 113, a%rmed, 83 Fed. (2d) 1019, certiorari denied, 299 U, S. 573. 
Consistent with the foregoing conclusion, it is further held that losses 
measured by the difference between the basis of the property in the 
hands of the executor and the value thereof at the date of distribution 
to the marital trust may be ofFset against the gains realized. 
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SECTION 1017. — DISCEIARGE OF INDEBTEDNESS 

26 CFR 1. 1017 — 1: Adjusted basis; discharge of 
indebtedness; general rule. 

Regulations under the 1954 Code relating to adjustment to the basis 
of property in certain cases involving the discharge of indebtedness. 
See T. D. 6158, page 81. 

PART HI. — COMMON NONTAXABLE EXCHANGES 

SECTION 1034. — SALE OR, EXCIIANGE OF RESIDENCE 

26 CI'R 1. 1034: Statutory provisions; common 
nontaxable exchanges; sale or exchange of 
residence. 

T. D. 6179' 

TITLE 20 — INTERNAL REVENUE, 1054. — CHAPTER I, SI. BCHAPTER A, PAPT 1. — 
INCoiEIE TAX; TAXABLE YL'ARS BEGINNING AFTER DECEMBER 81, 1953 

Regulations under section 1034 of the Internal Revenue Code of 1934 

DEI'ARTXIENT OF TIIE TREAS'URY) 
OFrICE oF CoMMIssIoNER OF INTERiVAL REVENUE) 

I Washington 8S) D. C. 
To Ogcers and. Employees of the Interne/ Picnenne 8ervice and 

Others Concerned: 

AUTHORITY: $$ 1. 1034 and 1. 1034 — 1 issued under sections 1034, 780o, I. R. C. 
1954; 08A Stat. 300, 917; 20 U. S. C. 1034, 7803. 

On July 28, 1955, notice of proposed rulemaking regarding regula- 
tions under section 1034 of the Internal Revenue Code of 1954, was 
published in the Federal Register (20 F. R. 5393). After considera- 
tion of all such relevant ma~tter as was presented by interested per- 
sons regarding the rules proposed, the following regulations are hereby 
adopted: 

$ 1. 1034 STATUTGRY PRovIsIGNS ) CGMMGN NGNTAXABLE Ex- 
CIIAiNGES ) SALE OR EXCIIANGE OF RESIDENCE. 

SKC. 1034. SALK OR EXCHAXGK OF RKSIDKNCK. 

(a) NoNREcoGNITIDN oE GAIN. — If property (in this section called 
"old residence" ) used by the taxpayer as his principal residence is sold 
by him after December 31, 1953, and, within a period beginning 1 year 
before the date of such sale and ending 1 year after such date, property 
(in this section called "new residence") is purchased and used by the 
taxpayer as his principal residence, gain (if any) from such sale shall 
be recognized only to the extent that the taxpayer's adjusted sales price 
(as defined in subsection (b) ) of the old residence exceeds the taxpay- 
er's cost of purchasing the new residence. 

(b) ADJUsTED SALEs PRIOE DEEINED. — 
(1) IN oENERAL, . — For purposes of this section, the term "ad- 

justed sales price" means the amount realized, reduced by the ag- 
gregate of the expenses for work performed on the old residence in 
order to assist in its sale. 

) 21 F. R. 3778. 
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(2) LIIIITATIONs. — The reduction provided in paragraph (1) applies only to expenses— 
(A) For worlr performed during the 00-day period ending on the day on which the contract to sell the old residence is 

entered into; 
(B) AVhich are paid on or before the 80th day after the date 

of the sale of the old residence; aud 
(C) AVhich are- 

(i) Not alloivable as decluctions in computing taxable in- 
come under section 68 (a) (defining taxable income), and 

(ii) Not talIen into account in coiuputing the amount 
realized from the sale of the old residcIIce. 

(3) EFFECTIVE DATE, — The reduction provided in paragraph (1) 
applies to expenses for work performed in any taxable year (whether 
beginniug before, on, or after January 1, 1004), but only in the case 
of a sale or exchange of an ohl residence Ivhich occurs after DecenI- 
ber 31, 10'. 

(c) RULES FoR APPI. IOATIoN oF SEOTIQN. — For purposes of this section: 
(1) An exchange by the taxpayer of his residence for other 

property shall be treated as a sale of such residence, and the acquisi- 
tion of a residence on the ezchauge of property shall be treated as a 
purchase of such residence. 

(2) A residence any part of which was constructed or recon- 
structed by the tazpayer shall be treated as purchased by the tax- 
payer. In determining the taxpayer's cost of purchasing a resi- 
dence, there shall be included only so Dinch of his cost as is at- 
tributable to the acquisition, construction, reconstruction, and 
improvements made which are properly chargeable to capital 
account, durin the period specified in subsection (a). 

(3) If a residence is purchased by the taxpayer before the date 
of his sale of the old residence, the purchased residence shall not 
be treated as his new residence if sold or otherwise disposed of by 
him before the date of the sale of the old residence. 

(4) If the taxpayer, during the period described in subsection 
(a), purchases more than one residence which is used by him as his 
principal residence at some time within 1 year after the date of the 
sale of the old residence, only the last of such residences so used by 
him after the date of such sale shall constitute the new residence. 

(o) In the case of a new residence the construction of Ivhich II as 
commenced by the taxpayer before the expiration of one year after 
the date of the sale of the old residence, the period specified in sub- 
~ection (a), and the 1 year referred to in paragI'aph (4) of this 
subsection, shall be treated as including a period of 18 months be- 
ginning with the date of the sale of the old residence. 

(d) LIIIITATIQN. — Subsection (a) shall not apply with respect to the 
sale of the taxpayer's residence if within 1 year before the date of 
such sale the taxpayer sold at a gain other property used by him as 
his principal residence, and any part of such gain was not reco "nized 
by reason of subsection (a) or section 112(n) of the Internal Reveuue 
Code of 1000. 

(e) BAsrs OP NEw RzsmrNOE. — AVhere the purchase of a new resi- 
dence results, under subsection (a) or under section 112(n) of the 
Internal Revenue Code of 1080, in the nonrecognition of gain on tbe 
sale of an old residence, in determining the adjusted basis of tbe new 
residence as of any time following the sale of the old residence, tbe 
adjustments to basis shall include a reduction by an amount equal to 
tbe amount of the gain not so recognized on the sale of the old resi- 
dence. For this purpose, the amount of the gain not so recognized on 
the sale of the old residence includes only so much of such gain as is not 
recognized by reason of the cost, up to such tinIe, of purchasing the 
new residence. 

(f) TENANT-STocKHoLDER IN A CooPERATIVE Hovsrzo CDRPQRATIDN. — 
For purposes of this section, section 1010 (relating to adjustments to 
basis), and section 1228 (relating to hoMing period), references to prop- 
erty used by the taxpayer as his principal residence, and references 

393474' — 56 — 22 
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to the residence of a taxpayer, shall include stock held by a tenant- 
stockholder (as defined in section 216, relating to deduction for amounts 
representing taxes and interest paid to a cooperative housing corpora- 
tion) in a cooperative housing corporation (as defined in such section) 
if— 

(1) In the case of stock sold, the house or apartment which the 
taxpayer was entitled to occupy as such stockholder was used by 
him as his principal residence, and 

(2) In the case of stock purchased, the taxpayer used as his 
principal residence the house or apartment which he was entitled 
to occupy as such stockholder. 

(g) HUsBAND AND WIFE. — If the taxpayer and his spouse, in accord- 
ance with regulations which shall be prescribed by the Secretary or his 
delegate pursuant to this subsection, consent to the application of 
paragraph (2) of this subsection, then— 

(1) For purposes of this section— 
(A) The taxpayer's adjusted sales price of the old residence 

is the adjusted sales price (of the taxpaver, or of the taxpayer 
and his spouse) of the old residence, and 

(R) The taxpayer's cost of purchasing the new residence 
is the cost (to the taxpayer, his spouse, or both) of purchasing 
the new residence (whether held by the taxpayer, his spouse, 
or the taxpayer and his spouse); and 

(2) So much of the gain on. the sale of the old residence as is not 
recognized solely by reason of this subsection, and so much of the 
adjustment under subsection (e) to the basis of the new residence 
as results solely from this subsection shall be allocated between the 
taxpayer and his spouse as provided in such regulations. 

This subsection shall apply only if the old residence and the new resi- 
dence are each used by the taxpayer and his spouse as their principal 
residence. In case the taxpaver and his spouse do not consent to the 
application of paragraph (2) of this subsection then the recognition 
of gain on the sale of the old residence shall be determined under this 
section without regard to the rules provided in this subsection. 

(h) MEMBERs oF ARMED FCRcEs. — The running of any period of time 
specified in subsection (a) or (c) (other than the 1 year referred to 
in subsection (c) (4) ) shall be suspended during any time that the tax- 
payer (or his spouse if the old residence and the new residence are 
each used by the taxpayer and his spouse as their principal residence) 
serves on extended active duty with the Armed Forces of the United 
States after the date of the sale of the old residence and during an in- 
duction period (as defined in section 112(c) (5) ) except that any such 
period of time as so suspended shall not extend beyond the date 4 
years after the date of the sale of the old residence. For purposes of 
this subsection, the term "extended active duty" means any period 
of active duty pursuaut to a call or order to such duty for a period 
in excess of 90 days or for an indefinite period. 

(i) SPECIAL RULE FOR INVOLUNTARY CONVERSIONS. — 
(1) IN OENEBAL. — For purposes of this section, the destruction, 

theft, seizure, requisition, or condemnation of property, or the sale 
or exchange of property under threat or imminence thereof— 

(A) If occurring after December 81, 1950, and before Janu- 
ary 1, 1954, shall be treated as the sale of such property; and 

(R) If occurring after December 81, 1953, shall not be treated 
as the sale of such property. 

(2) CRoss REFERENcE. — For treatment of residences involuntarily 
converted after December 31, 1958, see section 1088 (relating to in- 
voluntary conversions). 

(j) STATUTE CF LIMITATIONs. — If after December 81, 1950, the tax- 
payer during a taxable year sells at a gain property used by him as his 
principal residence, then— 

(1) The statutory period for the assessment of any deficiency 
attributable to any part of such gain shall not expire before the 
expiration of 3 years from the date the Secretary or his delegate is 
notified by the taxpayer (in such manner as the Secretary or his 
delegate may by regulations prescribe) of— 
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(&&. ) The taxp«yer's cost of purchasing the new residence 
vrhich the tan&payer clain&s re'Cults in nonrecog»ition of any part 
of such ailh 

(B) The taxpayer's intention not to purchase a»ew residence 
Ivithin the period . pecifi& d in subsection (a), or 

(C) . k faihue to t»al-e such purchase avichi» such period; 
an&1 

(o) Such deiicie»&y n&ay be assessed before the er&piration of 
such 3-year period not&vithstanding the provisions of any other 
lasv or rule of 1«w which ivould otherwise prevent such assessment. 

$ 1. 10M — 1 SAI. E oR L'xcH. && &GF. oF PiEsIDF&cE — (a, ) 1VonnecognitIOB 
o j gain; general statentent. — Section 10M provides rules for the non- 
recognition of gain in certain cases Ivhere a taxpayer sells one residence 
aftel' December 81, 1058, ancl buys or builcls, and uses as his principal 
residence, another resiclence within specifiecl time limits before or 
after such sale. In general, if the taxpayer invests in a, new residence 
an amount at least as large as the adjustecl sales price of his olcl 
residence, no gain is recogllized on the sale of the olcl residence (see 
par&graph (b) of this section for definition of "«djusted sales price", 
"new Iesiclence", and "olcl resiclence"). On the other hand, if the 
new resiclence costs the taxpayer less than the acljusted sales price 
of the oicl resiclence, gain is recognized to the extent of the difference. 
Thus, if an amount equal to or greater tlran the adjusted sales price 
of an old residence is investecl in a, new resiclence, according to the 
rules statecl in section 10M, none of the gain (if any) realiz~ed from 
the sale shall be recognized. If an amount less than such adjustecl 
sales price is so invested, &r«in shall be recognizecl, but only to the 
extent proviclecl in section 10M. If there is iIO investment in a new 
resiclence. section 1084 is inapplicable and all of the gain shall be 
recognized. Whenever, as a result of the application of section 1084, 
any or all of the gain realized on the sale of an olcl residence is not 
recognized, a, corresponcling reduction must be made in the basis of 
the new resiclence. The ptovisions of section 1081 are mandatory, 
so that the taxpayer cannot elect to have gain recognized under cir- 
cumstances where this section is applicable. Section 1084 applies 
only to gains; losses are recognized or not recognized without regard 
to the provisions of this section. Section 1084 affects only the amount 
of gain recognizecl, and not the alnount of' gain realized (see also 
section 1001 ~and regulations issued thereundeI). Any gain realized 
upon clisposition of other property in exchange for the new residence 
is not afi'ectecl by section 1084. 

(b) Dej&nitioiI8. — The follov& ing clefinitions of frequently used 
terms are app]icable for purposes of section 1084 (other definitions 
and cletailed explanations appear in subsequent paragraphs of this 
regulation): 

(1) "Old residence" means property used by the taxpayer as 
his principal residence which is the subject of a sale by him after 
December 81, 1058 (section 10M(a); for detailecl explanation 
see () 1. 10M — 1(c) (8) ). 

(9) "Xew residence" means property used by the taxpayer as 
his principal residence which is the subject of a, purchase by him 
(section 1084(a); for detailed explanation and limitations see 

$ 1. 10M — 1(c) (8) and (d) (1) ). 
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(3) "Adjusted sales price" means the amount realized reduced 
by the fixing-up expenses (section 1034(b) (1); for special rule 
applicable in some cases to husband and wife see $ 1. 1034 — 1(f) ). 

(4) "Amount realized" is to be computed by subtracting 
(i) The amount of the items which, in determining the 

gain from the sale of the old residence, are properly an ofFset 
against the considerations received upon the sale (such as 
commissions and expenses of advertising the property for 
sale, of preparing the deed, and of other legal services in 
connection with the sale); from 

(ii) The amount of the consideration so received, deter- 
mined (in accordance with section 1001(b) and regulations 
issued thereunder) by adding to the sum of any money so 
received, the fair market value of the property (other than 
money) so received. If, as part of the consideration for the 
sale, the purchaser either assumes a liability of the taxpayer 
or acquires the old residence subject to a liability (whether 
or not the taxpayer is personally liable on the debt), such 
assumption or acquisition, in the amount of the liability, shall 
be treated as money received by the taxpayer in computing 
the "amount realized. " 

(5) "Gain realized" is the excess (if any) of the amount real- 
ized over the adjusted basis of the old residence (see also section 
1001(a) and regulations issued thereunder). 

(6) "Fixing-up expenses" means the aggregate of the expenses 
for work performed (in any taxable year, whether beginning be- 
fore, on, or after January 1, 1954) on the old residence in order 
to assist in its sale, provided that such expenses (i) are incurred 
for work performed during the 90-day period ending on the day 
on which the contract to sell the old residence is entered into; 
and (ii) are paid on or before the 30th day after the date of the 
sale of the old residence; and (iii) are neither (a) allowable as 
deductions in computing taxable income under section 63(a), 
nor (5) taken into account in computing the amount realized 
from the sale of the old residence (section 1034(b) (2) and (3)). 
"Fixing-up expenses" does not include expenditures which are 
properly chargeable to capital account and which would, there- 
fore, constitute adjustments to the basis of. the old residence (see 
section 1016 and regulations issued thereunder). 

(7) "Cost of purchasing the new residence" means the total 
of all amounts which. are attributable to the acquisition, construc- 
tion, reconstruction, and improvements constituting capital ex- 
penditures, made during the period beginning one year before 
the date of sale of the old residence and ending either (i) one 
year after such date in the case of a new residence purchased. 
but not constructed by the taxpayer, or (ii) 18 months after 
such date in the case of a new residence the construction of which 
was commenced by the taxpayer before the expiration of one year 
after such date (section 1034(a), (c) (2) and (c) (5); for detailed 
explanation see $ 1. 1034 — 1(c) (4); for special rule applicable in 
some cases to husband and wife see $1. 1034 — 1(f); see also 
$ 1. 1034 — 1(b) (9) for definition of "purchase"). 
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(8) "Sale" (of a, resiclence) means a sale or an exchange (of 
a, residence) for other property either of which occurs after De- 
cember 31, 1053, or an involunt;iry conversion (of a, resideiice) 
which occurs after December 31, 1050, and before January 1, 1054 
(section 1034(c) (1) and (i) (1) (A) ); for detailed explanation 
concerning involuntary conversion see $ 1. 1034 — 1(h). 

(0) PLlrchase (of ', 1 residence) lneans a pili'cllase ol' all acguisl- 
tion (of a residence) on the exchange of property or the partial 
or total construction or reconstruction (of a residence) by the 
taxpayer (section 10M(c) (1) and (2) ), However, the mere 
iniprovement of a residence, not amounting to reconstruction, 
does not constitute "pui chase" of a residence. 

(c) Enles for ali plication of section 108$. — (1) General reZe; 
Zimitations on applicabiZity. — Gain realized from the sale (after 
Deceniber 31, 1053) of an olcl resiclence will be recognized only to 
the extent that the taxpayer's adjusted sales price of the old residence 
exceeds the taxpayer's cost of purchasing the new resiclence, provided 
that the taxpayer either (i) within a period beginning one year before 
the date of such sale and ending one year after sucli date purchases 
property ancl uses it as his prinnpal residence, or (ii) within a period 
beginning one year before the date of such sale and ending 18 months 
after such date uses as his principal residence a new residence the 
construction of which was commenced by him at any time before the 
expiration of one year after the date of the sale of the old residence 
(section 10M(a) and (c) (5); for detailed explanation of use as 
"principal residence" see $ 1. 1034 — 1(c) (3) ). The rule stated in the 
preceding sentence applies to a. new residence purchased by the tax- 
payer before the date of sale of the old resiclence provided the new 
residence is still owned by him on such date (section 10M(c) (3) ). 
)Vhether the construction of a new residence was commenced by the 
taxpayer before the expiration of one year after the date of the sale 
of the old residence will depend upon the facts and circumstances of 
each case. Section 1034 is not applicable to the sale of a residence if 
within the previous year the taxpayer made another sale of residential 
property on which gain was realizecl but not recognized (section 
10M(d) ). For further details concerning limitations on the applica- 
tion of section 10, 'W-, see $ 1. 1034 — 1(d). 

(2) Computation and examples, — In applying the general rule 
stated in subparagraph (1) of this paragraph, the taxpayer should 
first subtract the commissions and other selling expenses from the 
selling price of his old residence, to determine the amount realized. A 
comparison of the amount realized with the cost or other basis of 
the old residence will then indicate whether there is any gain realized 
on the sale. Unless the amount realized is greater than the cost or 
other basis, no gain is rea. lized and section 10M does not apply. If 
the amount realized exceeds tlie cost or other basis, the amount of 
such excess constitutes tlie gain realized. The amount realized should 
then be reduced by the fixing-up expenses (if any), to determine the 
adjusted sales price. A comparison of the adjusted sales price of the 
olc1 residence with the cost of purchasing the new residence will indi- 
cate how much (if any) of ihe realized gain is to be recognized. If 
the cost of purchasing the new residence is the same as, or greater 
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than, the adjusted sales price of the old residence, then none of the 
realized gain is to be recognized. On the other hand, if the cost of 
purchasing the new residence is smaller than the adjusted sales price 
of the old residence, the gain realized is to be recognized to the extent 
of the difference. (It should be noted that any amount of gain real- 
ized but not recognized is to be applied as a downward adjustment to 
the basis of the new residence (for details see I) 1. 1034 — 1(e) ). ) The 
application of the general rule stated above may be illustrated by the 
f ollowing examples: 

Ezamp/e (1). A taxpayer decides to sell his residence, which 
has a basis of $17, 500. To make it more attractive to buyers, he 
paints the outside at a cost of $300 in April 1954. He pays for 
the painting when the work is finished. In May 1954, he sells 
the house for $90, 000. Brokers' commissions and other selling 
expenses are $1, 000. In October 1954, the taxpayer buys a new 
residence for $18, 000. The amount realized, the gain realized, 
the adjusted sales price, and the gain to be recognized are com- 

puted as follows: 

Selling price $20, 000 
Less: Commissions and other selling expenses 1, 000 

Amount realized 
Less: Basis 

Gain realized 
Amount realized 
Less: Fixing-up expenses 

819, 000 
17, 500 

$1, 500 
819, 000 

300 

Adjusted sales price 818, 700 
Cost of purchasing new residence 18, 000 

Gain recognized 

Gain realized but not recognized 

8700 

8800 

Adjusted basis of new residence (see 3 1. 1034 — 1(e) ) $17, 200 

Earp/e (8). The facts are the same as in example (1), 
except that, the selling price of the old residence is $18, 500. The 
computations are as follows: 

Selling price $18, 500 
Less: Commissions and other selling expenses 1 000 

Amount realized 817, 500 
Less: Basis 17 500 

Gain realized 8 0 

(NoTz: Since no gain is realized, section 1034 is inapplicable; it is, there- 
fore, unnecessary to compute the adjusted sales price of the old residence 
and compare it with the cost or purchasing the new residence. No adjust- 
ment to the basis of the new residence is to be made. ) 

Example (8). The facts are the same as in example (1), ex- 
cept that the cost of purchasing the new residence is $17, 000. 
The computations are as follows: 
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Ansount realized 
Less: Basis 

Gain realized 
Asuount realized 
Less: Fixing-up expenses 

$10, 000 
17, $00 

$1, 500 
$10, 000 

300 

Adjusted sales price $1S 700 
Cost of purchasiug the new residence 17, 000 

Gain recognized $1 500 

(Xors: Since the adjusted sales price of (he old resident e exceeds 
the cost of purchasin; the uew residence by $1, 700, v, hich is mo& e 
than the gain realized, all of the gain realized is recognized. Xo 
adjushueut to the basis of the new residence is to be uiade. ) 
Gaiu realized but not recoguized $0 

Exantp/c ($). The facts are the same as in example (1), 
except tlrat the fixing-up expenses a. l'e $1, 100. The computations 
areas follows: 
Selling price ~&'-'0, 000 
Less: Cojuraissious and other sellin ~ expenses 1, 000 

Amount realized 
Less: Basis 

$10, 000 
17, 600 

Gain realized $1, o00 
Amount realized $10, 000 
Les: Fixin -up expenses 1, 100 

Adjusted sales price $17, 000 
Cost of purchasiug the new residence 1S, 000 

Gain recognized 

(XorE: Siuce the cost of purchasing the nevv residence ex- 
ceeds the adjusted sales price, none of the gain realized is 
recognized. ) 
Gain realized but not recognized $1, o00 

Adjusted basis of uew residence (sec $ 1. 1034-1(e) ) $16, ~00 

(3) P&"operty used by the taxpayer as hi8 pl'incipal residence, — 
(i) )whether or. not property is used by the taxpayer as his residence, 
and whether or not property is usecl by the taxpayer as his principal 
residence (in the case of a taxpayer using more than one property as 
a residence), clepends upon all the facts and circuinstances in each 
case, including the good faith of the taxpayer. The mere fact that 
property is, or has been, rented is not cleterminative that such prop- 
erty is not used by the taxpayer as his principal residence. For ex- 
ample, if the taxpayer purchases his new residence before he sells 
his old residence, the fact that he temporarily rents out the new 
residence during the period before he vacates the olcl residence may 
not, in the light of all the facts and circumstances in the case, pre- 
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vent the new residence from being considered as property used. by the 
taxpayer as his principal residence. Property used by the taxpayer 
as his principal residence may include a houseboat, a house trailer, 
or stock held by a tenant-stockholder in a cooperative housing cor- 
poration (as those terms are defined in section 216(b) (1) and (2) ), 
if the dwelling which the taxpayer is entitled to occupy as such stock- 
holder is used by him as his principal residence (section 1084(f) ). 
Property used by the taxpayer as his principal residence does not 
include personal property such as a piece of furniture, a radio, etc. , 
which, in accordance with the applicable local law, is not a fixture. 

(ii) Where part of a property is used by the taxpayer as his princi- 
pal residence and part is used for other purposes, an allocation must 
be made to determine the application of this section. If the old resi- 
dence is used only partially for residential purposes, only that part 
of the gain allocable to the residential portion is not to be recognized 
under this section and only an amount allocable to the selling price 
of such portion need be invested in the new residence in order to have 
the gain allocable to such portion not recognized under this section. 
If the new residence is used only partially for residential purposes 
only so much of its cost as is allocable to the residential portion may 
be counted as the cost of purchasing the new residence. 

(4) Co85 of purchasing new re8idence. — (i) The taxpayer's cost of 
purchasing the new residence includes not only cash but also any 
indebtedness to which the property purchased is subject at the time 
of purchase whether or not assumed by the taxpayer (including 
purchase-money mortgages, etc. ) and the face amount of any lia- 
bilities of the taxpayer which are part of the consideration for the 
purchase. Commissions and other purchasing expenses paid or in- 
curred by the taxpayer on the purchase of the new residence are to 
be included in determining such cost. In the case of an acquisition 
of a residence upon an exchange which is considered as a "purchase" 
under this section, the fair market value of the new residence on the 
date of the exchange shall be considered as the taxpayer's cost of 
purchasing the new residence. Where any part of the new residence 
is acquired by the taxpayer other than by "purchase", the value of 
such part is not to be included in determining the taxpayer's cost of 
the new residence (see $ 1. 1084 — 1 (b) (9) for definition of "pur- 
chase"). For example, if the taxpayer acquires a residence by gift 
or inheritance, and spends $20, 000 in reconstructing such residence, 
only such $20, 000 may be treated as his cost of purchasing the new 
residence. 

(ii) The taxpayer's cost of purchasing the new residence includes 
only so much of such cost as is attributable to acquisition, construc- 
tion, reconstruction, or improvements made within the 2-year or 80- 
month period of time, as the case may be, in which the purchase and 
use of the new residence must be made in order to have gain on the 
sale of the old residence not recognized under this section. Thus, if 
the construction of the new residence is begun two years before the 
date of sale of the old residence and completed on the date of sale 
of the old residence, only that portion of the cost'which is attributable 
to the second year of such construction constitutes the taxpayer's cost 
of purchasing the new residence for purposes of section 1084. Fur- 
thermore, the taxpayer s cost of purchasing the new residence includes 
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only such amounts as are properly chargeable to capital account 
rather tlran to current expense. As to what constitutes capital ex- 
penditures, see section 268; 

(iii) The provisions of this subparagraph may be illustrated by 
the following example: 

L"aamp/e. M began the construction of a new residence o» 
January 15, 1955, ancl completecl it on October 14, 1955. The 
cost of $18, 000 was incurred ratably over the 9-mo»th period of 
construction, On July 14, 1956, M solcl his old residence a»d 
realized a, gain of $7, 200. In determi»ing the extent to which 
the realized gain is not to be recognized under section 1084, 
i%i's cost of constructing the new resiclence shall include only the 
$6, 000 which was attributable to the July 15 — October 14, 1955, 
peIiod (8 neo»ths at $2, 000). The $12, 000 bala»ce of the cost of 
constructing the»ew resiclence was not attributable to the period 
beginning one year before the date of sale of the old residence 
and ending 18 mo»ths after such date and, under section 10M, 
is not properly a part of M's cost of constructing the new 
residence. 

(d) Linutatio)w on application of section 10~$. — (1) If a resi- 
dence is purchased by the taxpayer prior to the date of the sale of the 
old residence, the purchased resiclence shall, in no event, be treated 
as a new resiclence if such purchased residence is sold or otherwise 
disposed of by him prior to the date of the sale of the old residence 
(section 1084(c) (8) ). Ancl, if the taxpayer, duri»g the period within 
which the purchase and use of the new residence must be macle in 
order to have any gain on the sale of the old residence not recog- 
nized under this section, purchases more than one property which is 
used by him as his principal residence during the one year (or 18 
months in the case of the construction of the new residence) succeed- 
ing the date of the sale of the old resicIence, only the last of such 
properties shall be considered a new residence (section 10M(c) (4) ). 
If within one year before the date of the sale of the old residence, 
the taxpayer sold other property used by him as his principal resi- 
c1ence at a gain, and any part of such gain v-as not recognized uncler 
this section or section 112 (n) of the Internal Revenue Code of 1989, 
this section shall not apply with respect, to the sale of the old resi- 
dence (section 1034(d) ). 

(2) The followi»g example will illustrate the rules of subpara- 
graph (1): 

Encamp/e. A. taxpayer sells his old residence on January 15, 
1954, and purchases another residence on February 15, 1954. On 
March 15, 1954, he sells the residence which he bought on Febru- 
ary 15, 1954, and purchases another residence on April 15, 1954. 
The gain on the sale of the old residence on January 15, 1954, will 
not be recognized except to the extent to which the taxpayer's 
adjusted sales price of the old residence exceeds the cost of pur- 
chasing the residence which he purchased on April 15, 1954. 
G-ain on the sale of the residence which was bought on February 
15, 1954, and sold on March 15, 1954, will be recognized. 

(e) Ba. . ~is of negro residence. — (1) AVhere the purchase of a new resi- 
dence results, under this section, in the nonrecognition of any part of 
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the gain realized upon the sale of an old residence, then, in determining 
the adjusted basis of the new residence as of any time following the 
sale of the old residence, the adjustments to basis shall include a re- 
duction by an amount equal to the amount of the gain which was not 
recognized upon the sale of the old residence (section 10M(e); for 
special rule applicable in some cases to husband and wife, see 
$ 1. 1034 — 1(f) ). Such a reduction is not to be made for the purpose 
of determining the adjusted basis of the new residence as of any time 
preceding the sale of the old residence. For the purpose of this de- 
termination, the amount of the gain not recognized under this section 
upon the sale of the old residence includes only so much of the gain 
as is not recognized because of the taxpayer's cost, up to the date of 
the determination of the adjusted basis, of purchasing the new 
residence. 

(9) The following example will illustrate the rule of subparagraph 
(1): 

Examp/e. On January 1, 1954, the taxpayer buys a new resi- 
dence for $10, 000. On March 1, 1954, he sells for an adjusted 
sales price of $15, 000 his old residence, which has an adjusted 
basis to him of $5, 000 (no fixing-up expenses are involved, so that 
$15, 000 is the "amount realized" as well as the "adjusted sales 
price"). Between April 1 and April 15 a wing is constructed on 
the new house at a cost of $5, 000. Between May 1 and May 15 a 
garage is constructed at a cost of $9, 000. The adjusted basis of 
the new residence is $10, 000 during January and February, $5, 000 
during March, $5, 000 following the completion of the construction 
in April, and $7, 000 following the completion of the construction 
in May. Since the old residence was not sold until March 1, no 
adjustment to the basis of the new residence is made during 
January and February. Computations for March, April, and 
May are as follows: 
Amount realized on sale of old residence $15, 000 
Less: Adjusted basis of old residence 5 000 

Gain realized on sale of old residence 
3Iaroh, 1, 19511. 

Adjusted sales price of old resiclence $15, 000 
Less: Cost of purchasing new residence 10 000 

Gain recognized 

Gain realized but not reco nized 

Cost of purchasin new residence $10 000 
Less: Gain realized but not recognized 5 000 

$10, 000 

$5, 000 

5, 000 

Adjusted basis of new residence 

April 15, 195$ 
Gain realized on sale of old residence 
Adjusted sales price of old residence l. ess: Cost of purchasin new residence 

Gain recognized g 

Gain realized but not recognized 

$5, 000 

$10, 000 
$15, 000 
15, 000 

0 

$10, 000 
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Cost of purcbasing new residence $15, 000 
I. ess: Cruin realized but not reco; nized 10, UUU 

Adjusted basis of new residence 

3fciy ra, 10a-1 

y, &, 000 

(:ain realized ou sale of old resiclencc $10, 000 
Adjusted sales price of old rcsidciu. i ~ S15, 000 
l. css: Cost of purcbasin" new resiclcnce 17, 0UO 

G;iin recognized 

Gain realized but iiot recognized 

Cost of purchasing net residence $17, OCXl 

I. e. s: Gain realized but not recognized 10, 000 

$10, 000 

Adjusted basis of new residence $7, 000 

(f) EInsbanck ancz toi je. — (1) If the taxpayer ariel his spouse fil 
tlie consent referred to in this paragraph, then the "taxpayer's ad- 
justed sales price of tlie old residence" sliall incan the taxpayer's, or 
the taxpayer's and iris spouse's, acljusted sales price of the old resi- 
dence, and tlie "taxpayer s cost of purchasing the new resiclence" shall 
mean the cost to the taxpayer, or to liis spouse, or to both of theni, of 
purchasing the new resiclence, whether such new residence is held by 
the taxpayer, or his spouse, or both (section 1084(g) ). Such consent 
may be filed only if the old residence and the new resiclence are each 
used by tlie taxpayer and his same spouse as their principal residence. 
If the taxpayer and his spouse do not file such a. consent, the recog- 
nition of gain upon sale of the olcl residence sliall be deternrinecl urrcl~cr 

this section without regard to the foregoing. 
(2) Tire consent referrecl to in subparagraph (1) of tlfis paragrapli 

is a consent by the taxpayer and his sporrse to have the basis of tlie 
interest of either of them in the new residence recluced from what it 
would have been but for the filing of such consent by an amount by 
ivhich the gain of either of them on the sale of iris interest in the old 
residence is not recognizecl solely by reason of the filing of such co»- 
sent. Such recluction in basis is applicable to the basis of the new 
residence, whether such basis is that of the husband, of the wife, 
or divided between them. If the basis is divided between the husband 
ancl wife, the reduction in basis shall be divided between them in the 
same proportion as the basis (determined without regard to such re- 
cluction) is divided. Such consent shall be filed with the district 
director with whom the taxpayer filed the return for the taxable 
year or years in. which the gain from tlie sale of the old residence vvas 
realizecl. 

(8) The following examples will illustrate thc applic itio» of this 
rule: 

Encamp/e (1). A. taxpayer, in 1%4, sells for an adjusied sales 
price of $10, 000 the principal resiclence of himself' and lus wife, 
which he owns individually and which has an adjusted basis to 
him of +, 000 (no fixing-up expenses are involved, so that $10, 000 
is the "amount realized" as well as the "adjusted sales price"). 
within a year after such sale he and his wife contribute $5, 000 
each from their separate funds for the purchase of their new 



principal residence which they hold as tenants in common, each 
owning an undivided one-half interest therein. If the taxpayer 
and his wife file the required consent, the gain of $5, 000 upon 
the sale of the old residence will not be recognized to the tax- 

payer, and the adjusted basis of the taxpayer's interest in the 
new residence will be $2, 500 and the adjusted basis of his wife' s 
interest in such property will be $2, 500. 

Example (8). A taxpayer and his wife, in 1954, sell for an 
adjusted sales price of $10, 000 their principal residence, which 
they own as joint tenants ~aiid ivhich has an adjusted basis of 
$2, 500 to each of them ($5, 000 together) (no fixing-up expenses 
are involved, so that $10, 000 is the "amount realized" as well as 
the "adjusted sales price"). Within a year after such sale, the 
wife spends $10, 000 of her own funds in the purchase of a prin- 
cipal residence for herself and the taxpayer and takes title in her 
name only. If the taxpayer and his wife file the required consent, 
the adjusted basis to the wife of the new residence will be $5, 000, 
and the gain of the taxpayer of $2, 500 upon the sale of the old resi- 
dence will not be recognized. The wife, as a taxpayer herself, 
will have her gain of $2, 500 on the sale of the old residence not 
recognized under the general rule. 

(g) 3fember8 of Armed Forceg. — (1) Section 1084(h) provides a 
special rule for members of the Armed Forces with respect to the 
period after the sale of the old residence within which the acquisition 
of a new residence may result in a nonrecognition of gain on such 
sale. The running of the 1-year period after the sale of the old resi- 
dence in the case of the purchase of a new residence, or the 18-month 
period after such sale in the case of the construction of a new residence, 
is suspended during any time that the taxpayer serves on extended 
active duty with the Armed Forces of the United States during an 
induction period (as defined in section 112(c) (5) ). However, in no 
event may such suspension extend for more than four years after the 
da, te of the sale of the old residence the period within which the 
purchase or construction of a new residence may result in a nonrecog- 
nition of gain. For example, if the taxpayer is on extended active 
duty with the army from January 1, 1M1, to December 81, 1953, and 
if he sold his old residence on January 1, 1951, the latest date on which 
the taxpayer may use a new residence constructed by him and have 
any part of the gain on the sale of the old residence not recognized 
under this section is January 1, 1M5, the date four years after the date 
of sale of the old residence. 

(2) This suspension covers not only the Armed Forces services of 
the taxpayer but if the taxpayer and his same spouse used both the old 
and the new residences as their principal residence, then the extension 
applies in like manner to the time the taxpayer's spouse is on extended 
active duty with the Armed Forces of the United States. 

(8) The time during which the running of the period is suspended 
is part of such period. Thus, construction costs during such time are 
includible in the cost of purchasing the new residence under paragraph 
(c) (4) of this section. 

(4) The running of the 1-year (or 18-month) period after the date 
of sale of the old residence referred to in section 1084(c) (4) and in 
paragraph (d) of this section is not suspended; neither is the running 



of the 1-yenr period prior to the date of the snle of the o]cl resiclence 
witliin which the new residence mny be purchased in order. to hnve 
gain on tlie sale of the old reside»ce not recognized u»der this section. 

(5) The term "extended active duty" means any periocl of active 
duty which is served pursu:int to a c;ill or orcler to such duty for a 
period in excess of 90 days or for an inclefinite periocl. If tlie call or 
order is for a period of i»ore thn» 90 days, it is imm;it«ri;il that the 
time served pursuant to such call or order is less than 90 days, if the 
reason for such shorter period of service occurs nfter the beginning 
of such duty. As to whnt constitutes active service;is n, i»ember of 
the Ar»ied Forces of tlie United States, see ( 1. 11'& — 1(i). As to wli&i 

are members of the Arni«d I&orces of the U»ited Stat«. ;, s««s:cti&»i 
7701(n) (15) and the regulations thereunder. 

(h) Sperial rule forinvoluntary conver8ions. — Section 1034 is inap- 
plicable to invol»ntnry conversions of personal resicle»ces occurri»g 
after December 31, 1953 (section 1034(i) (1) (B) ). However, foi 
purposes of section 1034, nn involu»fary co»v«rsio» of a person;il resi- 
dence occurring after December 31, 1950, ancl before, January 1, 1954, 
is treated as a~sale of such residence (section 1034(i) (1) (A); see 
$1. 1034 — 1(b) (8)). For the purposes of this section an involuntary 
conversion is defined as the destruction in whole or in part, theft, 
seizure, requisition, or condemnntion of property, or the snle or ex- 
change of property uncler threat or imminence thereof. See sectioii 
1033 for treiitment of residences involuntnrily co»verted n, iter Decem- 
ber 31, 1953. 

(i) Statute of li~nitations. — (1) 0 henever n, taxpayer sells prop- 
erty used ns his principal residence at a gain, the statutory periocl 
prescribed in section 6501(a) for the assessme~nt of a deficiency at- 
tributable to nny part of such gain shnll not expire prior to the expira. - 
tion of three years from the dnte of receipt, by the district clirector 
ivith whom the return was filed for the taxable ye;ir or years in which 
the gain from the sale of the old residence was renlizecl (sectio» 
1034(j) ), oi a written notice from the taxpnyer of- 

(i) The taxpayer's cost of purchasing the new resiclence which 
the taxpayer claims results in no»recogiiition of any part of sucli 
gain, 

(ii) The taxpayer's intention not to p»i'chase n»ew resiclence 
within the period when such a purch;ise will result in nonrecogni- 
tion of nny part of such gain, or 

(iii) The taxpayer's failure to ninke such a puiclinse within 
such periocl. 

Any gnin from the sale of the old residence which is required to be 
recognized shall be included in gross income for the taxable year or 
venrs in which such gain was re~alized. Any deficiency attributable 
to any portion of such gain may be assessed before the expiration of 
the 3-year period described in this paragraph, notwithstancling the 
provisions of nny law or rule of law which might otherwise bnr such 
n, ssessment. 

(2) The notification required by the prececling subparagraph shall 
contain all pertinent details in connection with the sale of the old resi- 
dence and, where applicable, the purchase price of the new residence. 
The notification shall be in the form of a written statement and sliall 
be accompanied, where appropriate, by an n, mencled return for the year 
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in which the gain from the sale of the old residence was realized, in 
order to reflect the inclusion in gross income for that year of gain re- 
quired to be recognized in connection with such sale. 

(j) Effective date. — Pursuant to section 7851(a) (1) (C), para- 
graphs (a), (b), (c), (d), (f), (g), and (i) of this section apply in the 
case of any "sale" (as delined in subparagraph (8) of paragraph (b) ) 
made after December 61, 1953, although such sale may occur in a tax- 
able year subject to the Internal Revenue Code of 1989. Similarly, 
the rule in paragraph (h) that involuntary conversions of personal 
residences are not to be treated as sales for purposes of section 1084 but 
are governed by section 10'M applies to any such involuntary conver- 
sion made after December 31, 1953, although such involuntary conver- 
sion may occur in a taxable year subject to the Internal Revenue Code 
of 1&9. The rule in paragraph (e) requiring an adjustment to the 
basis of a new residence, the purchase of which results (uIIder section 
1034, or section 112(n) of the Internal Revenue Code of 1969) in the 
nonrecognition of gain on the sale of an old residence, applies in deter- 
mining the adjusted basis of the new residence at any time following 
such sale, although such sale may occur in a taxable year subject to the 
Internal Revenue Code of 1939. 

RUSSELL C. HARRINGTON, 
Commissioner of Internal I7'evenue 

Approved May 29, 1956. 
DAN THROOP SMITH) 

8y&ecial Assistant to the Secretary 
in Charge of Tar, Policy. 

(Filed by the Division of the Federal Register June 1, 1M6, 8: 52 a. m. ) 

PART IV. — SPECIAL RULES 

SECTION 1051. — PROPERTY ACQUIRED DURING 
AFFILIATION 

26 CFR 1. 1051 — 1: Statutory provisions: Property 
acquired during afhliation. 

T. D. 6178' 

TITLE 26 — INTERNAL REVENUE, 1964. — CHAPTER I, SUBCHAPTER A. , PART 1— 
INCOME TAX; TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1933 

Regulations prescribed under parts IV, V, VI, and VII of sub- 
chapter 0 of chapter 1 of the Internal Revenue Code of 1%4. 

DEPARTMENT Or THE TREASURY, 
OFFICE OF TIIE COMMISSIONER OF INTERNAL REVENUE, 

W ashing ton 8$, D. C. 
To Off'icers and Employees of the Internal Aevenue service and Others 

Concerned: 
On December 1, 1955, notice of proposed rulemaking regarding the 

regulations for taxable years beginning after December 31, 1956, and 
ending after A. ugust 16, 1954-, under parts IV, V, VI, and VII of sub- 
chapter 0 of chapter 1 (relating to gain or loss on disposition of prop- 

i 21 F. R. 3782. 



341 [$ 1051. 

erty) of the Inter»al Revenue Code of 10M, divas published in the 
Federal Register (20 F. R. 8816). After coI)sideration of all such 
relevant n]a~tter as mas presented by i»terested p;i]ties regarding the 
rules proposed& the following regulations are hereby adopted: 
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SPECIAL RULES 

$ 1. 1051 STATUTORY PROVISIONS; PROPERTY ACQUIRED DURING 
AFFILIATION. 

Sec. 1051. PROPERTY ACQUIRED DURING AFFILIATION. 

In the case of property acquired by a corporation, during a period of 
afhliation, from a corporation with which it was ai51iated, the basis of 
such property, after such period of affiliation, shall be determined, in 
accordance with regulations prescribed by the Secretary or his delegate, 
without regard to inter-company transactions in respect of which gain 
or loss was not recognized. For purposes of this section, the term "pe- 
riod of afhliation" means the period during which such corporations 
were affiliated (determined in accordance with the law applicable there- 
to) but does not include any taxable year beginning on or after January 
1, 1922, unless a consolidated return was made, nor any taxable year 
after the taxable year 1928. The basis in case of property acquired by a 
corporation during any period, in the taxable year 1929 or any subse- 
quent taxable year, in respect of which a consolidated return was made 
by such corporation under chapter 6 of this subtitle (sec. 1501 and fol- 
lowing) or under section 141 of the Internal Revenue Code of 1989 or of 
the Revenue Act of 1988, 1986, 1984, 1982, or 1928 shall be determined 
in accordance with regulations prescribed under section 1502 or in ac- 
cordance with regulations prescribed under the appropriate section 141, 
as the case may be. The basis in the case of property held by a corpo- 
ration during any period, in the taxable year 1929 or any subsequent 
taxable year, in respect of which a consolidated return was made by 
such corporation under chapter 6 of this subtitle or such section 141 
shall be adjusted in respect of any items relating to such period, in ac- 
cordance with regulations prescribed under section 1502 or in accordance 
with regulations prescribed under the appropriate section 141, as the 
case may be. 

$ 1. 1051 — 1 BASIS OF PROPERTY ACQUIRED DURING AFFILIATION. — 
(a) (1) The basis of property acquired by a corporation during a 
period of affiliation from a corporation with which it was a51iated 
shall be the same as it would be in the hands of the corporation from 
which acquired. This rule is applicable if the basis of the property 
is material in determining tax liability for any year, whether a sepa- 
rate return or a consolidated return is made in respect of such year. 
For the purpose of this section, the term "period of affiliation" means 
the period during which such corporations were affiliated (determined 
in accordance with the law applicable thereto), but does not include 
any taxable year beginning on or after January 1, 1922, unless a con- 
solidated return was made, nor any taxable year after the taxable year 
1928. 

(2) The application of subparagraph (1) above may be illustrated 
by the following example: 

Encamp/e. The X Corporation, the Y Corporation, and the Z 
Corporation v. ere affiliated for the taxable year 1920. During 
that year the X Corporation transferred assets to the Y Corpo- 
ration for $120, 000 cash, and the Y Corporation in turn trans- 
ferred the assets during the same year to the Z Corporation for 
$130, 000 cash. The assets were acquired by the X Corporation 
in 1916 at a cost of $100, 000. The basis of the assets in the hands 
of the Z Corporation is $100, 000. 

(b) The basis of property acquired by a corporation during any 
period, in the taxable year 1929 or any subsequent taxable year& 
spect of which a consolidated return v. as made or was required under 
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the regulations governing the making of consolidated returns, shall 
be determined in accordance with such regulations. The basis in the 
case of property held by a corporation during any period, in the tax- 
able year 1929 or any subsequent taxable yea~r, in respect of which a 
consolidated return is made or is required under the regulations gov- 
erning the making of consolidated returns, shall be adjusted in respect 
of any items relating to such period in. accordance with such regu- 
lations. 

(c) Except as otherwise provided in the regulations promulgated 
under section 1502, or the regulations under section 141 of the Internal 
Revenue Code of 1939 or the Revenue Acts of 1988, 1930, 1M4) 1932, 
or 1928, the basis of property after a consolidated return period shall 
be the same as the basis immediately prior to the close of such period. 

II 1. 1052 STATUTQRY PRovIsIoNs; BAsIs KsTABLlsHED BY THE REv- 
ENUK AOT oF 1%2 oR 1M4 oR BY TEIE INTERNAL REvENUE CoDE ol' 1M9. 

SEC. 1052. BASIS ESTABLISHED BY THE REVENIIE ACT OF 1M2 
OR 1084 OR BY THE INTI:RNAL REVENUE CODE OF 1989, 

(a) REvENUE AOT CE 1982. — If the property was acquired, after Feb- 
ruary 28, 1018, in any taxable year beginning before January 1, 1084, 
and the basis thereof, for purposes of the Revenue Act of 1M2 was pre- 
scribed by section 118(a) (6), (7), or (0) of such Act (47 Stat. 100), 
then for purposes of this subtitle the basis shall be the same as the basis 
therein prescribed in the Revenue Act of 1M2. 

(b) RETENUE AOT CF 1M4. — If the propertv was acquired, after Feb- 
ruary 28, 1018, in any taxable year beginning before January 1, 1986, 
and the basis thereof, for purposes of the Revenue Act of 1984, was pre- 
scribed by section 118(a) (6), (7), or (8) of such Act (48 Stat. 706), 
then for purposes of this subtitle the basis shall be the same as the basis 
therein prescribed in the Revenue Act of 1984. 

(c) IKTEENAL REvENUE CoDE CF 1989. — If the property was acquired, 
after February 28, 1913, in a transaction to which the Internal Revenue 
Code of 1980 applied, and the basis thereof, for purposes of the Internal 
Revenue Code of 1M9, was prescribed by section 118(a) (6), (7), (8), 
(18), (15), (18), (10), or (28) of such code, then for purposes of this 
subtitle the basis shall be the same as the basis therein prescribed in the 
Internal Revenue Code of 1980. 

) 1. 1052 — 1 BAsIs CF PRCPERTY KsTABLIsHED BY REvENUE AcT oF 
1932. Section 1052 (a) provides that if property was acquired after 
February 28, 1913, in any taxable year beginning before January 1, 
1934, and the basis of the property, for the purposes of the Revenue 
«t of 1932, was prescribed by section 113(a) (6), (7), or (9) of that 
Act, then for purposes of subtitle A the basis shall be the same as the 
basis prescribed in the Revenue A. ct of 19M. For the rules applicable 
in determining the basis of stocks or securities under section 118(a) 
(9) of the Revenue Act of 1932 in case of certain distribu- 
tions after December 31, 1928, and in any taxable year beginning 
"efore January 1, 1984, see $ 39. 118 (a) (12) — 1 of Regulations 118. 

(11052 — 2 BASIS OF PROPERTY ESTABLISHED BY REVENUE ACT OF 
1984. — Section 1052(b) provides that if property was acquired after 
Fe»nary 28, 1918, in any taxable year beginning before January 1, 
&986, and the basis of the property for the purposes of the Revenue 
«t of 1984 was prescribed by section 118(a) (6), (7), or (8) of 
&hat Act, then for purposes of subtitle A the basis shall be the same 
as the basis prescribed in the Revenue Act of 19M. For example, 
if after December 81, 1920, and in any taxable year beginning before 

393474' — 56 — 23 
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January 1, 1986, property was acquired by a corporation by the issu- 
ance of its stock or securities in connection with a transaction which 
is not described in section 119(b) (5) of the Internal Revenue Code of 
1989 but which is described in section 119(b) (5) of the Revenue Act 
of 1984, the basis of the property so acquired shall be the same as it 
would be in the hands of the transferor, with proper adjustments to 
the date of the exchange. 

$ 1. 10M — 8 BAszs or PRCPERTY F~sTABJ ISHKD BY THE INTERNAE RE' 
ENUE CQDE oF 1989. — Section 1052(c) provides that if property was 
acquired after February 28& 1918, in a transaction to which the In- 
ternal Revenue Code of 1989 applied and the basis thereof was pre- 
scribed by section 118(a) (6), (7)& (8), (18), (15), (18), (19) or 
(98) of such code, then for purposes of subtitle A the basis shall 
be the same as the basis prescribed in the Internal Revenue Code of 
1989. In such cases see section 118(a) of the Internal Revenue Code 
of 1939 and the regulations thereunder. 

$ 1. 1053. STATUTDRY PRovrsloNs; BAsis or PRorERTY AOQUIRKD 

BEFQRE MARGH 1& 1918. 
SEC. 1058. PROPERTY ACQUIRED BEFORE MARCH 1, 1918. 

In the case of propertv acquired before March 1, 1918, if the basis 
otherwise determined under this part, adjusted (for the period bef'ore 
March 1, 1918) as provided in section 1010, is less than the fair market 
value of the propertY as of March 1, 1918, then the basis for deter- 
mining gain shall be such fair market value. In determining the fair 
market value of stock in a corporation as of March 1, 1918, due regard 
shall be given to the fair market value of the assets of the corpora- 
tion as of that date. 

$ 1. 1058 — 1 PRCPERTY AcQUIRED BKFDRE II ARcH 1, 1918. — (a) Basis 
for determining gain. — In the case of property acquired before M &rch 

1, 1918, the basis as of March 1, 1918, for determining gain is the cost 
or other basis, adjusted as provided in section 1016 and other ap- 
plicable provisions of chapter 1, or its fair market value as of March 1, 
1918, whichever is greater. 

(b) Basis for determining Qss. — In the case of property acquired 
before March 1, 1918, the basis as of March 1, 1918, for determining 
loss is the basis determined in accordance with part II of subchap- 
ter 0, or other applicable provisions of chapter 1, without reference 
to the fair market value as of March 1, 1918. 

(c) Example. — The application of paragraphs (a) and (b) above 
may be illustrated by the. following example: 

L&'xan~ple. — (i) On March 1& 1908& a taxpayer purchased for 
$100, 000, property having a useful life of 50 years, Assuming 
that there were no capital improvements to the property, the 
depreciation sustained on the property before March 1, 1918, was 
$10, 000 (5 years  @&000)& so that the original cost adjusted, 
as of March 1, 1918, for depreciation sustained prior to that date 
is $90&000. On that date the property had a fair market value 
of $94, 500 with a relnaining life of 45 years. 

(ii) For the purpose of determining gain from the sale or 
other disposition of the property on M~arch 1, 1954, the basis of 
the property is the fair market value of $94, 500 as of March 1& 

1918, adjusted for depreciation allowed or allowable after Feb- 
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ruary 28, 1918, computed on $94, 500. Thus, the substituted basis, 
$94, 500, is reduced by the depreciation ndjustment. from March 1, 
1918, to February 28, 1954, in the;iggregate of' $86, 100 (41 years I $2, 100), leaving an adjusted b;isis for determining gain of 
$8, 400 ($94, 500 less $86, 100). 

(iii) For the purpose of deterniining loss from the sale or other 
disposition of such property on Mnrc~h 1, 1954, the basis of the 
property is its cost, adjusted for depreciation sustained before 
March 1, 1913, computed on cost, and the amount of depreciation 
allowed or alloivnble after Febr~uary 28, 1918, compiited on the 
fair market value of $94, 500 as of March 1, 1913. In this exan:pie, 
the anlount of depreci;i(ion sustnined before March. 1, 1918, is 
$10, 000 and the amount ofdepreciation de(ermined for the period 
after February 28, 1918, is $86i, 100. Therefore, the aggregate 
amount of depreciation for vvhich the cost ($100, 000) should be 
adjusted is $96, 100 ($10, 000 plus $86~100) i nlld the adjusted basis 
for determining loss on Ainrch 1, 1954, is $8, 900 ($100, 000 less 
$96, 100) . 

(d) Faii ~uarleet value. — The determination of the fair Innrket 
value of property on March 1, 1918, is geiierally;i question of f:ict nnd 
shall be established by competent evidence. In determining the fair 
market value of stock or other securities, clue regard shall be given to 
the fair market value of the corporate assets as of such date, niid other 
pertinent factors. In the ense of property tr:«led in on public ex- 
changes, nctunl sales on or near the basic date njord evidence of value. 
In general, the fair market value of a block or aggregate of a par- 
ticular kind of property is not to be determined by a forced-sale price, 
or by an estimate of what a whole block or aggregate would bring if 
placed upon the market at one and the same time. In such a case the 
value should be determined by ascertaining as the basis the fair market 
value of each unit of the property. All relevant facts nnd elements of 
value as of the basic date should be considered in each case. 

Ia 1. 1054 STATUTORY PROvISIONS j CROSS RKlrKRENOES. 

SEC. 1054. CROSS REFERENCES. 
(1) For nonrecognitiou of gain in connection with the transfer of 

obsolete vessels to the Maritiine Administration under section 510 of the 
Merchant Marine Act, 1966, see subsection (e) of that section, as 
amended August 4, 1969 (46 U. S. C. 1160). 

(2) For recognition of gain or loss in connection ivith th, . construction 
of new vessels, see section 511 of such Act, as ainended (46 U. S. C. 
1161). 

(6) For nonrecognition of gain in connection with vessels eirchanged 
ivith the Maritime Administration under section 6 of the Merchant 
Ship Sales Act of 1946, see subsection (a) of that section (50 U. S. C. 
App. 1741). 

CHANGES TO EFFECTUATE F. C. C. POLICY 

$ 1. 1071 STATUTORY PRovISIONS; GAIN FROM SALK OR ExcIIANGE 
To EFI"ECTUATK PoLIUIKs oF FEDERAL CQMMUNIU iTI«xs CoMiIIssioN. 

SEC. 1071. GAIN FROM SALE OR EXCHANGE TO EFFI~)CTUATE 
POLICIES OF F. C. C. 

(a) NONKEcooNITICN oF GAIN oR Loss. — If the sale or exchange of 
property (including stock in a corporation is certified by the Federal 
Comruunications Commission to be necessary or appropriate to effcctu- 
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ate the policies of the Commission with respect to the ownership and 
control of radio broadcasting stations, such sale or exchange shall, if the 
taxpayer so elects, be treated as an involuntary conversion of such prop- 
erty within the meaning of section 1088. Ivor purposes of such section as 
made applicable by the provisions of this seciion, stock of a corporation 
operating a radio broadcasting station, whether or not representing 
control of such corporation, shall be treated as property similar or re- 
lated in service or use to the property so converted. The part of the 
gain, if any, on such sale or exchange to which section 1083 is not applied 
shall nevertheless not be recognized, if the taxpayer so elects, to the 
extent that it is applied to reduce the basis for determining gain or loss 
on sale or exchange of property, of a character su1&ject to the allow- 
ance for depreciation under section 107, remaining in the hands of the 
taxpayer immediately after the sale or exchange, or acquired in the same 
taxable year. The manner and amount of such reduction shall be de- 
termined under regulations prescribed by the Secretary or his delegate. 
Any election made by the taxpayer unrler this section shall be made 
by a statement to that effect in his return for the taxable year in which 
the sale or exchange takes place, and such election shall be binding for 
the taxable year and all subsequent taxable years. 

(b) RAsis. — For basis of property acquired on a sale or exchange 
treated as an inv»luntary conversion under subsection (a), see section 
1088(c), 

I) 1. 1071 — 1 GAIN FRGBI SALE oR ExcHANGE To EFFEOTUATE PGLIOIEs 
or FEDERAL CGMMUNIOATIGNs CohixiissloN. — (a) At the election of 
the taxpayer, section 1071 in eA'ect postpones the recognition of gain 
upon the sale or exchange of property, if the Federal Communica- 
tions Commission certifies such sale or exchange to be necessary or 
appropriate to effectuate the policies of the Coinmission with respect 
to the ownership and control of radio broadcasting stations. Any 
taxpayer desiring to obtain the benefits of section 1071 shall file with 
the Commissioner of internal hei enue, or the district director of 
internal revenue for the district in which the income tax return of the 
taxpayer is required to be filed, a certificate from the Feder;il Com- 
munications Commission clearly identifying the property and show- 
ing that the sale or exchange of such property is necessary or appro- 
pr~iate to effectuate the policies of the Commission with respect to the 
ownership and control of i adio broadcasting stations. Such certificate 
shall be accompanied by a detailed statement sho~ing: The kind of 
property, the date of acquisition, the cost or other basis of the property, 
the date of sale or exchange, the nanie and address of the traiisferee, 
and the amount of money and the fair market value of the property 
other than money received upon such sale or exchange. 

(b) Section 1071 applies only in the case of a sale or exchange made 
necessary by reason of the Federal Communications Comniission's 
policies as to ownership or control of radio facilities. Section 1071 
does not apply in the case of a sale or exchange made necessary as a 
result of other matters, such as the operation of a broadcasting station 
in a manner deterinined by the Commission to be not in the public 
interest or in violation of Federal or State law. 

(c) An election to have the benefits of sectioii 1071 shall be made 
in the manner prescribed in $ 1. 1071 — 4. 

(d) For purposes of section 1071, the term "radio broadcasting" 
includes telecasting. 

$1. 1071 — 9 NATURE AND EFFEOT QI' ELEcTIoN. — (a) Alterant(itic'e 
eheetion8. — (1) A taxpayer entitled to the benefits of section 1071 in 
respect of a sale or exchange of property may elect— 



(i) To treat such sale or exchange as an involuntary conver- 
sion under the provisions of section 1088; or 

(ii) To treat such sale or exch. ange as an involuntary conver- 
sion under the provisions of section 1088, and in addition e!ect to 
reduce the basis of' property, in accordance with the regulations 
prescribed in $ 1. 1071 — 8, by all or part of the gain that would 
otherwise be recognized under section 1088; or 

(iii) To reduce the basis of property, in accordance with the 
regulations prescribed in $ 1. 1071 — 8, by all or part of the gain 
realized upon the sale or exchange. 

(9) The eBect of the provisions of subparagraph (1) above is, in 
general, to grant the taxpayer an election to treat the proceeds of the 
sale or exch~ange as the proceeds of an involuntary conversion subject 
to the provisions of section 1088, and a further election to reduce the 
basis of certain property owned by the taxpayer by the amount of 
the gain realized upon the sale or exchange to the extent of that portion 
of the proceeds which is not treated as the proceeds of an involuntary 
conversion. 

(8) An election in respect to a sale or exchange under section 1071 
shall be irrevocable and binding for the taxable year in which the sale 
or exchange takes place and for all subsequent taxable years. 

(b) Application o f section 108. ". — (1) If the taxpayer elects, under 
either paragraph (a) (1) (i) or (ii) above, to treat the sale or ex&change 
as an involuntary conversion, the provisions of section 1088, as modi- 
fied by section 1071, together with the regulations prescribed under 
such sections, shall be applicable in determining the amount of recog- 
nized gain and the basis of property acquired as a result of such sale 
or exchange. For the purposes of section 1071 and the regulations 
thereunder, stock of a corporation operating a radio broadcasting 
station shall be treated as property similar or related in service or use 
to the property sold or exchanged. Securities of such a corporation 
other than stock, or securities of a corporation not operating a radio 
broadcasting station, do not constitute property similar or related 
in service or use to the property sold or exchanged. If the taxpayer 
exercises the election referred to in paragraph (a) (1) (i) above, the 
gain realized upon such sale or exchange shall be recognized to the 
extent of that part of the money received upon the sale or exchange 
which is not expended in the manner prescribed in section 1033 and 
the regulations thereunder. If, however, the taxpayer exercises the 
elections referred to in paragraph (a) (1) (ii) above, the amount of the 
gain which would be recognized, determined in the same manner as in 
the case of an election under paragraph (a) (1) (i) above, shall not be 
recognized but shall be applied to reduce the basis of property, remain- 
&ng in the hands of the taxpayer after such sale or exchange or acq&'ired 
by him during the same taxable year, which is of a character subject 
to the allowance for depreciation under section 167. Such reduction 
of' basis shall be made in accordance with and under the conditions 
prescribed by $ 1. 1071 — 8. 

(2) In the application of section 1088 to determine the & ecognized 
Wain and the basis of property acquired as a result of a sale or exchange 
pursuant to an election under paragraph (a) (1) (i) or (ii) «1&;;ve, 
the entire amount of the proceeds &)f such sale or exchange shall be 
taken into account. 
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(c) Ea'amp/e. The application of the provisions of section 1071 
may be illustrated by the following example: 

Eacmple. A, who makes his return on a, calendar year basis, 
sold in 1054, fot $100, 000 cash, stock of X Corporation, which 
operates a ra~dio broadcasting station. A's basis of this stock was 
$75, 000. The sale was certified by the Federal Communications 
Conimission as provided in section 1071. Soon after, in the same 
taxable year, A used $50, 000 of the proceeds of the sale to pur- 
chase stock in Y Corporation, which operates a radio broadcast- 
ing station. A. electecl in his ll)54 return to treat such sale and 
pu~rchase as an involuntary conversion subject to the provisions 
of section 1088. EEe also elected at the same time to reduce the 
basis of depreciable property by the amount of the gain that other- 
wise would be recognized under the provisions of section 1088, 
as made applicable by section 1071. The sale results in a recog- 
nized gain of $25, 000 under section 1088. However, this gain is 
not recognized in this case because the taxpayer elected to reduce 
the basis of other property by the amount of the gain. This may 
be shown as follows: 
(1) Sale price of X Corporation stock 

Basis for gaiu or loss 

Gain realized 

$100, 000 
75, 000 

$25, 000 

Proceeds of sale $100, 000 
A. mount expended to replace property sold 50, 000 

Amount not expended in manner prescribe&i in section 
1080 850, 000 

Realized gain, recognized under section logan (not to ex- 
ceed the unexpended portion of proceeds of sale) $25, 000 

Less: Amount applied as a reduction of basis of depreci- 
25, 000 

Recognized gain for tax purposes None 

(2) The basis of Y Corporation stock in the hanrls of A. is $50, 000, com- 
puted in accordance with section 1000 and the regulations prescribed under 
that sectiou. The $50, 000 basis is computed as follows: 

Basis of property solcl (converted) $75 000 
Less: Amount of proceecls not expended 50 000 

$25, 000 
Plus amount of gain reco"'nized under section 1088 25 000 

Basis of Y Corporation stock in A's hands $50 000 

I51. 1071 — 3 RKDUOTICN oF BAsIs QF PRCPRRTY' PURsUANT To ZLRc- 
TICN UNDER SzcTIoN 1071. — (a) General nile. — (1) In addition to 
the adjustments provided in section 1016 and other applicable pro- 
visions of chapter 1, which adjustments are required to be made wit» 
respect to the cost or other basis of property, a, further adjustment 
shall be made in the amount, of the unrecognized gain under sec(ion 
l071, if the taxpaver so elects. Such further adjustment shall be 
made only with respect to the cost or other. basis of property which is 
of a character subject to the allowance for deprecia(ion under section 
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167 (whether or not used in connection with. a broadcasting business), 
and, which remains in the hands of the t«xpayer immediately after 
the sale or exclrange i» respect ol' which the election is l»ade, or which 
is acquired by the taxpayer in the same taxable year in which sale or 
exchange occurs. If the property is in the hands of the taxpayer 
immediately after the sale or ox&. h«nge, the time or reduction of the 
basis is the date of the sale or exchange; in all other cases the time of 
reduction of the basis is the date of «& quisition. 

(2) The reduction of basis under section 1071 in the amount of 
the unrecognized gain shall be made in respect to i. he cost of other 
basis, as of the tinle prescribe&l, of «ll units of property of the speci fie&l 

character. The cost or other b«sis of each unit shall be decreased. 
in an amount equal to such proportion of the unrecognized g«in «s ', he 
adjusted basis (for determining gain, determined without rcg«&d 
to this section) of such unit bea~rs to the «ggregate of such adjusted 
basis of all units of such property, but the amount of the decreases 
shall not be more than the anlount of such adjusted basis. If in the 
application of such rule the adjusted basis of any unit is reduced to 
zero, the process shall be repeated to red»cc the adjusted basis &&f ihe 
remaining units of property by the portion of the unrecognized gain 
which is not absorbed in the first applic«tion of the rule. I&ol such 
purpose the "adjusted basis" of the remaining units shall be the «d- 
justed b«sis for determining gain reduced by the amount of the 
adjustment previously made under this section. The process shall be 
repeated until the entire amount of. the unrecognized gain h«s been 
absorbed. 

(3) The application of the provisions of this section may be illus- 
trated by the following example: 

Examp/e. Using the facts given in the example set forth in 

$ 1. 1071 — 2(c), except that the taxpayer elects to reduce the basis 
of depreciable property in accordance with p«ragraph (a) (1) (iii) 
of $ 1. 1071 — 2. the computation-may be illustr«ted «s follows: 

Sale price of X Corpora. tion stock $100, 000 
Basis for gain or loss 75, 000 

Realized gain (recognized excerpt for the election under 4i 10i3-1) $25, 000 

Adjusted basis of other depreciable property in ban&is of A '. mme- 
diatelv after sale: 

Building $SO. 000 
Transmitter 16. 000 
Fixtures 4, 000 

Total 

Computation of reductio~: 

Building ' &($25, 000 (gain)— S0, 000 

16, 000 
Transmitter ' 

&& $25, 000 
I 

4, 000 
Fixtures 00 X $25, 000 

l 

Total reducddon 

$100, 000 

$20, 000 

4, 000 

1, 000 

$25. (l00 
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New basis of assets: 
Building &$80, 000 minus $20, 000) 
Transmiti. er ($16, 000 minus $4, 000) 
Fixtures ($4, 000 minus $1, 000) 

$60, 000 
12, 000 
5, 000 

Total adjusted basis after redu& linn uncler section 1071 $75, 000 

Realized gain upon sale of X Corporation stock $25, 000 
I. e, s: Amount applied as a reduction to basis of depre- 

ciable property 25, 000 

Recognized n&in for tax purposes None 

(b) Spenal cases. — With the consent of the ( ommissioner, the tax- 
payer may, however, have the basis of the various units of property 
of the class specified in section 1071 and this section adjusted in a 
manner diRerent from the general rule set forth in paragraph (a) 
above. Variations from such general rule may, for example, involve 
acljusting the basis of only certain units of such property. The request 
for variations from such general rule should be filed by the taxpayer 
irith his return for the taxable year in which he elects to have the 
basis of property reduced under section 1071. A. greement between 
the taxpayer and the Commissioner as to any variations from such 
general rule shall be eRective only if incorporated in a closing agree- 
ment entered into under the provisions of section 7121. 

) 1. 1071 — 4 MANNER oF L&'IEOTION. — (a) An election under the pro- 
visions of section 1071 shall be in the form of a written statement and 
shall be executed and filed in duplicate. Such statement shall be 
signed by the taxpayer or his authorized representative. In the case 
of a corporation the statement shall be signed with the corporate 
name, followed by the signature and title of an Dicer of the corpora- 
tion empoirered to sign for the corporation, and the corporate seal 
must be aSxed. An election under section 1071 to reduce the basis 
of property and an election under such section to treat the sale or 
exchange as an involuntary conversion under section 1088 may be 
exercised independently of each other. An election under section 1071 
must be filed with the return for the taxable yea. r in which the sale or 
exchange occurs. Where practicable, the certificate of the Federal 
Communications Commission required by $ 1. 1071 — 1 should be filed 
ivith the election. 

(b) If, in pursuance of an election to have the basis of its property 
adjusted under section 1071, the taxpayer clesires to have such basis 
adjusted in any manner diRerent from the general rule set forth in 
t) 1. 1071 — 3(a), the precise method (including allocation of amounts) 
should be set forth in detail on separate sheets accompanying the 
election. Consent by the Commissioner to any departure from such 
general rule shall be eRected only by a closing agreement entered into 
ilnder the provisions of section 7121. 

EXCHANGES IN OBEDIENCE TO S. E. C. ORDERS 

$ 1. 1081 STATI'TCRY PRovlsloNs; KxcllANGEs AND DIsTRIBUTIQNs IN 
()BEDIENCE TO ORDI"RS OF THE SEC'URITIES AND EXCHANGE COMMISSION 

& 

NONItFCOGNITION OF C&AIN OR Loss. 
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SEC. 1081. NONRECOGNITION OF GAIN OR LOSS ON EX- 
. CHANGES OR DISTRIBUTION IN OBEDIENCE TO ORDERS 
OF S. E. C. 
(a) ExcHANGEs oF STocK CR SEOURITIEs ONLY. — No gain or loss shall 

be recognized to the transferor if stock or securities in a corporation 
which is a registered holding company or a majority-owned. subsidiary 
company are transferred to such corporation or to an associate company 
thereof which is a registered holding company or a majority-owned sub- 
sidiary company solely in exchange for stock or securities (other than 
stock or securities which are nonexempt property), and the exchange is 
made by the transferee corporation in obedience to an order of the 
Securities and Exchange Connnission. 

(b) EXCHANGES AND SALES OF PROPERTY BY CORPORATIONS. — 
(1) GENERAL RULE. — No gain shall be recognized to a transferor 

corporation which is a registered holding company or an associate 
company of a registered holding company, if such corporation, in 
obedience to an order of the Securities and Exchange Commission, 
transfers property in exchange for property, and such order recites 
that such exchange by the transferor corporation is necessary or 
appropriate to the integration or simplification of the holding com- 
pany system of which the transferor corporation is a member. Any 
gain, to the extent that it cannot be applied in reduction of basis 
under section 1082 (a) (2), shall be recognized. 

(2) NoNExE~PT PRoPERTY. — If any such property so received is 
nonexempt property, gain shall be recognized unless such nonexempt 
property or an amount equal to the fair market value of such prop- 
erty at the time of the transfer is, within 24 months of the transfer, 
under re'"ulations prescribed by the Secretary or his delegate, and 
in accordance with an order of the Securities and Fxchange Com- 
mission, expended for property other than nonexempt property or is 
invested as a contribution to the capital, or as paid-in surplus, of 
another corporation, and such order recites that such expenditure 
or investment by the transferor corporation is necessary or appro- 
priate to the integration or simplification of the holding company 
system of which the transferor corporation is a member. If the fair 
market value of such nonexempt property at the time of the trans- 
fer exceeds the amount expended and the amount invested, as re- 
quired in the preceding sentence, the gain, if any, to the extent of 
such excess, shall be recognized. 

(8) CANcELLATIQN oR REDEMPTIGN oF sTocK oB sEcURITIEs. — Fol' 
purposes of this subsection, a distribution in cancellation or redemp- 
tion (except a distribution having the effect of a dividend) of the 
whole or a part of the transferor's own stock (not acquired on the 
transfer) and a payment in complete or partial retirement or can- 
cellation of securities representing indebtedness of the transferor or 
a complete or partial retirement or cancellation of such securities 
which is a part of the consideration for the transfer shall be con- 
sidered an expenditure for property other than nonexempt property, 
and if, on the transfer a liability of the transferor is assumed, or 
property of the transferor is transferred subject to a liability, the 
amount of such liability shall be considered to be an expenditure by 
the transferor for property other than nonexempt property. 

(4) CoNSENTs. — This subsection shall not apply unless the trans- 
feror corporation consents, at such time and in such manner as the 
Secretary or his delegate may by regulations prescribe to the regu- 
lations prescribed under section 1082(a) (2) in effect at the time of 
filing its return for the taxable year in which the transfer occurs, 

(c) DIsTRIBUTIGN oF STocK oR SEOURITIEs ONI'Y. — 
(1) IN GENERAL, . — If there is distributed, in obedience to an order 

of the Securities and Exchan "e Commission, to a shareholder in a 
corporation which is a registered holding company or a majority- 
owned subsidiary company, stock or securities (other than stock 
or securities which are nonexempt property), without the surrender 
by such shareholder of stock or securities in such corporation, no 
gain to the distributee from the receipt of the stock or securities so 
distributed shall be recognized. 
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(2) SPEGIAL RliLE. If- 
(A) There is distributed to a shareholder in a corporation 

righi. s to acquire common stock in a second corporation without 
the surrender by such shareholder of stock in the first 
corporation, 

(B) Such distribution is in accordance with an arrangement 
forming a ground for an order of the Securities and Exchange 
Commission issued pursuant to section 8 of the Public Utility 
Holding Company Act of 1985 (49 Stat. 810; 15 U. S. C. 79c) that 
such corporation is exempt from any provision or provisions of 
such Act; and 

(C) Before January 1, 1958, the first corporation disposes 
of all oi the conimon stock in the second corporation which it 
owns, 

then no gain to the distributee from the receipt of the rights so dis- 
tributed shall be recognized. If the first corporation does not, 
before January 1, 19O8, dispose of all of the common stock which it 
owns in the second corporation, then the periods of limitation pro- 
vided in sections 6501 and 6502 on the making of an assessment 
or the collection by levy or a proceeding in court shall, with respect 
to any deficiency (including interest and additions to the tax) 
resulting solely from the receipt of such rights to acquire stock, 
include one year immediately following the date on which the first 
corporation notifies the Secretary or his delegate whether or not the 
requirements of subparagraph (C) of the preceding sentence have 
been met; and such assessment and collection may be made not- 
withstanding any provision of law or rule of law which would other- 
wise prevent such assessment and collection. 

(d) TRANSFERS WITHIN SYSTEM GROUP. — 
(1) GENERAL RULE, — iWO gain or loss shall be recognized to a cor- 

poration which is a member of a system group— 
(A) If such corporation transfers property to another cor- 

poration which is a member of the same system group in ex- 
change for other property, and the exchange by each corporation 
is made in obedience to an order of the Securities and Ex- 
change Commission, or 

(B) If there is distributed to such corporation as a share- 
holder in a corporation which is a member of the same system 
group, property, without the surrender by such shareholder of 
stock or securities in the corporation making the distribution, 
and the distribution is made and received in obedience to an 
order of the Securities and Exchange Commission. 

If an exchange by or a distribution to a corporation with respect to 
which no gain or loss is recognized under any of the provisions of 
this paragraph may also be considered to be within the provisions 
of subsection (a), (b), or (c), then the provisions of this paragraph 
only shall apply. 

(2) SALEs CF sTocK oR 8EGURITIEs. — If the property received on an 
exchange which is within any of the provisions of paragraph (1) 
consists in whole or in part of stock or securities issued by the 
corporation from which such property was received, and if in 
obedience to an order of the Securities and Exchange Commission 
such stock or securities (other than stock which is not preferred as 
to both dividends and assets) are sold and the proceeds derived 
therefrom are applied in whole or in part in the retirement or can- 
cellation of stock or of securities of the recipient corporation out- 
standing at the time of such exchange, no gain or loss shall be 
recognized to the recipient corporatiou on the sale of the stock or 
securities with respect to which such order was made; except that 
if any part of the proceeds derived froin the sale of such stock or 
securities is not so applied, or if the amount of such proceeds is in 
excess of the fair market value of such stock or securities at the 
time of such exchange, the gain, if any, shall be recognized, but in 
an amount not in excess of the proceeds which are not so applied, 
or in an amount not more than the amount by which the proceedS 
derived from such sale exceed such fair market value, whichever is 
the greater. 



[$ 1051. 

(e) EXCHANGEs NoT SDLELV IN KIND. — 
(1) GENERAL ROLE. — If an exchange (not within any of the pro- 

visions of subsection (d) ) would be lvithin the provisions of sub- 
section (a) if it were not for the fact that property received in 
exchange consists uot only of property permitted by such subsec- 
tion to be received without the recognition of gain or loss, but also of 
other property or money, then the gain, if any, to the recipient: shall 
be recognized, but in an amount not in excess of the sum of such 
money and the fair lnarl-et value of such other property, and the 
loss, if any, to the recipient shall not be recognized. 

(2) DISTRIBUTION TREATED As DlvIDEND. — lf an exchange ls lvithlu 
the provisions of paragraph (1) and if it includes a distribution 
which has the etfect of the distribution of a taxable dividend, then 
there shall be taxed as a dividend to each distributee such an 
amount of the gain recognized under such llaragraph as is not in 
excess of his ratable share of the undistributed earnings and profits 
of the corporation accumulated after I~'ebruary 28, 1918. The re- 
mainder, if any, of the gain recognized under paragraph (1) shall 
be ta~ed as a gain from the exchange of property. 

(f) CDNDITIGNs Foa APPLICATION oF SEGTIDN. — llxcept in the case of 
a distribution described in subsection (c) (2), the provisions of this 
section shall not apply to an exchange, expenditure, investment, dis- 
tribution, or sale unless— 

(1) The order of the Se«urities and Exchange Commission in 
obedience to which such exchange, expenditure, investment, dis- 
tribution, or sale was made recites that such exchange, expendi- 
ture, investment, distribution, or sale is necessary or appropriate 
to etfeetuate the provisions of section 11 (b) of the Public Utility' 
Holding Company Act of 1M5 (49 Stat. 820; 15 U. S. C. 79k(b)), 

(2) Such order specifies and itemizes the stock and securities 
and other property lvhich are ordered to be acquired, transferred, 
received, or sold on such exchange, acquisition, expenditure, dis- 
tribution, or sale, and, in the ca. se of an investment, the investment 
to be made, and 

(9) Such exchange, acquisition, expenditure, investment, dis- 
tribution, or sale was made in obedience to such order, and Ivas 
completed within the time prescribed therefor. 

(g) NGNAPPLIOATIDN oF OTHER PsovIsIDNs. — If a distribution de- 
scribed in subsection (e) (2), or an exchange or distribution made in 
Obedience to be an order of the Securities and Exchange Commission, 
is within any of the provisions of this part and may also be consid- 
ered to be within any of the other provisions of this subchapter or 
subchapter C (sec. 301 and following, relating to corporate distribu- 
tions and adjustments), then the provisions of this part only shall 
apply. 

I) 1. 1081 — 1 TERMs TJszD. — The following terms, when used in this 
section and $( 1. 1081 — o to 1. 1083 — 1, inclusive, slrall have the meanings 
assigned to them in section 1083: "Order of the Securities and. Ex- 
change Commission"; "registered holding company"; "holding com- 
pany system"; "associate company"; "majority-owned subsidiary 
company"; "system group"; "nonexempt property"; and "stock or 
securities". Any other term used in this section and g 1. 1081 — 2, to 
1. 1083 — 1, inclusive, which is defined in the Internal Revenue Code of 
@54, shall be given the respective definition contained in such Code. 

$1. 1081 — 2 PURPosE AND SCOPE oF ExcEPTIoN. — (a) The general 
rule is that the entire amount of gain or loss from the sale or exchange 
of property is to be recognized (see section 1002) and that the entire 
amount received as a dividend is to be included in gross income. (See 
sections 61 and 301. ) Exceptions to the general rule are provided 
elsewhere in subchapters C and O of chapter 1, one of which is that 
made by section 1081 with respect, to exchanges, sales, and distribu- 
tions specifically described in section 1081. Section 1081 provides 
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the extent io which gain or loss is not to be recognized on (1') the 
receipt oi a distribu~tion described in section 1081(c)(9), or (9) 
an exchange or sale, or the receipt of a distribution, made in obedi- 
ence to an order of the Securities and Exchange Commission, which 
is issued to effectuate the provisions of section 11(b) of the Public 
Utility Holding Company Act of 1985 (15 U. S. C. 79k(b) ). Section 
831 provides that a, distribution in liquidation of a corporation shall 
be treated as an exchange, Such distribution is to be treated as an 
ex~ lrange under the provisions of sections 1081 to 1083, inclusive, The 
order of the Securities and Fxchange Commission must be one re- 
quirino or approving action which the Comtnission finds to be neces- 
sary ot app1opriate to effect a simplification or geographical integra, - 

tion of a particular public utility holding company system. For 
specific requirements with respect to an order of the Securities and 
Exchange Commission, see section 1081(f). 

(b) The requiren1ents f' or nonrecognition of g;1in or loss as pro- 
vided in section 1081 are precisely stated with respect to the following 
general types of transactions: 

(1) The exchange tlrat is provided for in section 1081(a), in 
which stock or securities in a registered holcling company or a 
majority-owned subsidiary contpany are exchan~ged for stock or 
securities. 

( &) The exchange th'tt is provided for in section 1081(b), in 
which a registered holcling company or an associate company of 
a registered holding company exchanges property for property. 

(8) The distribution that is provided for in section 1081(c) (1), 
in which stock or securities are distributed to a shareholder in 
a corporation, which is a registered holding company or a ma- 
jority-owned subsidiary company, or the distribution that is pro- 
vided for in section 1081(c) (9), in which a, corporation distrib- 
utes to a shareholder, rights to acquire common stock in a second 
corporation. 

(4) The transfer that is provided for in section 1081(d), ln 
which a, corporation which is a member of a system group trans- 
fers property to another member of the same system ~o'roup. 

Certain rules with 1espect to the receipt of nonexempt, proper'ty on an 
exchange described in section 1081(a) are prescribed in section 
1081(e) . 

(c) These exceptions to the general rule are to be strictly con- 
strued. Unless both the purpose and the specific requirements of 
sections 1081 to 1088, inclusive, are clearly n1et, the recognition of 
gain or loss upon the exchange, sale, or distribution will not be post- 
poned under those sections. Moreover, even though a taxable trans- 
action occurs in connection or simulta~neously with a, realization of 
gain or loss to which nonrecognition is accorded, nevertheless, non- 
recognition will not be accorde~d to such taxable tra~nsaction. In other 
words, the provisions of section 1081 do not extend in a, ny case to 
gain or loss other than that realized from and directly attributable 
to a disposition of plopel'ty as such ol' the 1'ecetpt of a, col'polate dis 
tribution as such, in an exchange, sa. le. , or distribution specifically 
described in section 1081. 

(d) The application of the provisions of sections 1081 to 1088, in- 
clusive, is intended to result only in postponing the recognition of 



gain or loss until a disposition of. property is made which is not cov- 
ered by such provisions, and, in the case of an exchange or sale sub- 
ject to the provisions of section 1081(b), in the reduction of basis of 
certain property. The provisions of section 1089 with respect to the 
continuation of basis and the reduction in basis are designed to effect 
tlIese results. Although the time of recognition may be shifted, there 
must be a true reflection of income in all cases, and it is intended 
that the provisions of sections 1081 to 1088, inclusive, shall not be 
construed or applied in such a way as to defeat this purpose. 

) 1. 1081 — 8 EZOHANGEs QF STocK oR SEcvRITIEs SCLELY I'oR STocK 
OR SEcvRITIEs. — The exchange, without the recognition of gain or 
loss, that is provided for in section 1081(a) must be one in which 
stock or securities in a corporation which is a registered holding 
company or a majority-owned subsidiary company are exchanged 
solely for stock or securities other than stock or securities which con- 
stitute nonexempt property. An exchange is not within the provi- 
sions of section 1081(a) unless the stock or securities transferred and 
those received are stock or securities as defined by section 1088(f). 
The stock or securities which may be received without the recognition 
of gain or loss are not limited to stock or securities in the corporation 
from which they are received. An exchange within the provisions 
of section 1081(a) may be a transaction between the holder of stock 
or securities and the corporation which issued the stock or securities. 
Also the exchange may be made by a holder of stock or securities with 
an associate company (i. e. , a corporation in the same holding com- 
pany system with the issuing corporation) which is a registered hold- 
mg company or a majority-owned subsidiary company. In either 
case, the nonrecognition provisions of section 1081(a) apply only to 
the holder of the stock or securities. Ho~ever, the transferee cor- 
poration must be acting in obedience to an order of the Securities and 
Exchange Commission directed to such corporation, if no gain or loss 
is to be recognized to the holder of the stock or securities who makes 
the exchange with such corporation. See also section 1081(b), in 
case the holder of the stock or securities is a registered holding com- 
pany or an associate company of a registered holding company. An 
exchange is not within the provisions of section 1081(a) if it is within 
the provisions of section 1081(d), relating to transfers within a sys- 
tem group. For treatment when nonexempt property is received, see 
section 1081(e); for further limitations, see section 1081(f). 

31. 1081-4 ExcHANGEs QF PRCPERTY I'oR PRoPERTY BY CQRPoRA- 
TIONs. — (a) App/ication o j section 1081 (b). — Section 1081(b) applies 
&uiy to the transfers specified therein with respect to winch section 
1081(d) is inapplicable, and deals only with such transfers if gain is 
realized upon the sale or other disposition efFected by such trans- 
«rs If loss is realized section 1081(b) is inapplicable and the ap- 
plication of other provisions of subtitle A must be determined. 
See section 1081(g). If section 1081(b) is applicable, the other pro- 
visions of subchapters C and 0 relating to the nonrecognition of gain 
are inapplicable, and the conditions under which, and the extent to 
which, the realized gain is not recognized are set forth in paragraphs 
(b), (c), (d), (e), and (f) below. 

(b) Nonrecognition, of gain; no nonexempt proceeds. — Xo gain is 
recognized to a transferor corporation upon the sale or other disposi- 



tion of property transferred by such transferor corporation in ex- 
change solely for property otlier than nonexempt property, as defined 
in section 1088(e), but only if all of the following requirements are 
satisfied: 

(1) The transferor corporation is, under the definition in sec- 
tion 1088(b), a registered holding company or an associate com- 
pany of a registered holding company; 

(2) Such transfer is in obedience to an order of the Securities 
and Exchange Commission (as defined in section 1088(a)) and 
such order sa~tisfies the requirements of section 1081(f); 

(3) The transferor corporation has filed the required consent 
to the regulations under section 1082(a) (2) (see paragraph (g) 
below); and 

(4) The entire amount of the gain, as determined under sec- 
tion 1001, can be appliecl in reduction of basis under section 
1082(a)(2). 

(c) Nonrecognition of gain; nonexempt proceeds. — If the trans- 
action would be within the provisions of paragraph (b) above if it 
were not for the fact that the property received in exchange consists 
in whole or in part of. nonexempt property (as defined in section 
1088(e) ), then no gain is recognized if such nonexempt property, or 
an amount eqiial to the fair market value of such nonexempt prope~rty 
at the time of the transfer, 

(1) Is expended within the required 24-month period for prop- 
erty other than nonexempt property: or 

(2) Is invested within the required 24-month period as a con- 
tribution to the capital, or as paid-in surplus, of another 
corporation; 

but only if the expenditure or investmexit is made 
(8) In accordance with an order of the Securities and Ex- 

change Commission (as defined in section 1083(a) ) which satisfies 
the requirements of section 1081(f) and which recites that such 
expenditure or investment by the transferor corporation is neces- 
sary or appropriate to the iiitegration. or simplification of the 
holding company system of which the transferor corporation is 
a member; and 

(4) The required consent, waiier, ancl bond have been exe- 
cuted and filed. See paragr~aphs (g) and (h) below. 

(d) Recognition of goin in part; insufhcient expenditure or iniiest- 
ment in case oj nonexempt proceeds. — If the transaction would be 
within the provisions of paragraph (c) above if it were not for the 
fact that the amount expended or invested is less than the fair market 
value of the nonexempt property received in exchange, then the gain, 
if any, is recognized, but in an amount not in excess of the amount by 
which the faii' market value of such nonexempt property at the time 
of the transfer exceeds the amount so expended and mvested. 

(e) Items treated as expenditures j'or the purpose of paragraphs 
(c) and (d) of this section. — For the purposes of paragraphs (c) and 
(d) above, the following are treated as expenditures for property 
other tha. n nonexempt property: 

(1) A distribution in cancellation or redemption (except a 
distribution h;iving the efFect of a divideiid) of the whole or a 
part of the ti"iinsferor's own stock (not acquired on the transfer) & 



(2) A payment in complete or partial retirement or cance]ia- 
tion of securities representing indebtedness of the transferor or 
a complete or partial retirement or cancellation of such securities 
which is a part of the consideration for the t& ansfer; and 

(3) If, on the transfer, a liability of the transferor is assumed, 
or property of the transferor is transferred subject to a liability, 
the amount of such liability. 

(f) Recognition of gain in part; inability to reduce basis. If the 
transaction would be within the provisions of paragraph (b) or (c) 
above if it were not for the fact that an amount of gain cannot be 
applied in reduction of basis under section 1082 (a) (2), then the gain, 
if any, is recognized, but in an amount not in excess of the amount 
which cannot be so applied in reduction of basis. If the transaction 
would be within the provisions of. paragraph (d) above, if it were not 
for the fact that an amount of gain cannot be applied in reduction 
of basis under section 1082(a) (2), then the gain, if any, is recognized 
but in an amount not in excess of the aggregate of— 

(1) The amount of gain which would be recognized under 
paragraph (d) of this section if there were no inability to reduce 
basis under section 1082 ( a) (2); and 

(2) The amount of gain which cannot be applied in reduction 
of basis under section 1082(a) (2). 

(g) Consent to regulations under section 1088(a) (8), — To be en- 
titled to the benefits of the provisions of section 1081(b), a corpora- 
tion must file with its return for the taxable year in which the transfer 
occurs a consent to have the basis of its property adjusted under 
section 1082(a) (2) (see $1. 108' 8), in accordance with the provi- 
sions of the regulations in effect at the time of filing of the return for 
the taxable year in which the transfer occurs. Such consent shall be 
made in duplicate on Form 982A in accordance with these regulations 
and instructions on the form or issued therewith. 

(h) Requirements with respect to expenditure or investment. — If 
the full amount of the expenditure or investment required for the 
application of paragraph (c) above has not been made by the close of 
the taxable year in which such transfer occurred, the taxpayer shall 
file with the return for such year an application for the benefit of the 
24-month period for expenditure and investInent, reciting the nature 
and time of the proposed expenditure or investment. A'hen re- 
quested by the district director of internal revenue, the taxpayer shall 
execute and file (at such time and in such form) such waiver of the 
statute of limitations with respect to the assessment of deficiencies 
(for the taxable year of the transfer and for all succeeding taxable 
years in any of which falls any part of the period beginning with the 
date of the transfer and ending 24 months thereafter) as the district 
dIrector may specify, and such bond with such surety as the district 
director may require, in an amount not in excess of double the esti- 
mated maximum income tax which would be payable if the corpora- 
tion does not make the required expenditure or investment within the 
required 24-month period. 

( 1. 1081 — 5 DIsTRIBUTIoN SDIKLY' oF STocK oR SKOURITIEs. — (a) In 
general. — If, without any surrender of his stock or securities as de- 
fined in section 1083(f), a shareholder in a corporation which is a 
registered holding company or a majority-owned and. subsidiary com- 
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pa»y receives stock or securities in such corporation or owned by such 

corporation, no gain to the shareholder will be recognized with respect 

to the stock or securities received by 'such shareholder which do not 

constitute nonexempt property, if the distribution to such shareholder 

is made by the distributing corporation in obedience to an order of the 

Securities and Exchange Commission directed to such corporation. 

A. distribution is not within the provisions of section 1081(c) (1) if it 
is within the provisions of section 1081(d), relating to transfers within 

a system group. A. distribution is also not within the provisions of 
section 1081(c) (1) if it, involves a surrencler by the shareholder 

of stock or securities or a transfer by the shareholder of property in 

exchange for the stock or securities received by the shareholder. For 
f urther limitations, see section 1081 ( f ) . 

(b) 8pecial rule. — (1) If there is distributed to a shareholder in a 

corporation rights to acquire common stock in a second corporation, no 

gain to the shareholder from the receipt of the rights shall be recog- 

nized, but only if all the following requirements are met: 

(i) The rights are received by the shareholder without the 

surrender by the shareholder of any, stock in the distributing 
corporation, 

(ii) Such distribution is in accorda»ce with an arrangement 

forming a ground for an order of the Securities and Exchange 
Commission issued pursuant to section 8 of the Public Utility 
Holding Company Act of 19M (15 U. S. C. 79c) that the dis- 

tributing corporation is exempt from any provision or provisions 

of such A. ct, and 
(iii) Before January 1, 1958, the distributing corporation dis- 

poses of all the common stock in the second corporation which it 
OW11S. 

(9) The distributing corporation shall, as soon as practicable, notify 
the district director of internal revenue in whose district the corpo- 
ration's income tax return and supporting data was filed (see $ 1. 1081- 
11(g) ), as to whether or not requirement (iii) of paragraph (b) (1) 
above has been met. If such requirenient has not been met, the periods 
of limitation (sections 6501 and 6502) with respect to any deficiency, 
i»eluding interest and additions to the tax, resulting solely from the 

receipt of such rights to acquire stock, sha~ll include one year imme- 

diately following the date of such notification; and assessment and 

collection shall be made notwithstanding;iny provisions of law or 
rule of law which would otherwise prevent such assessment and 

collection. 

$ 1. 1081 — 6 TRANsFERs WITHIN SYsTEM GROUP, — (a) The nonrec- 

ognition of gain or loss provided for in section 1081(d) (1) is appli- 
cable to an exchange of property for other property (including money 

and other nonexempt property') between corporations which are all 

members of the same system group. The term "system group" Is 

defined in section 1083 (d) . 
(b) Section 1081(d) (1) also provides for nonrecognition of gain 

to a corporation which is a member of a system group if property 
(including money or other. nonexempt property) is distributed to such 

corporation as a shareholder in a corporation which is a member of 
the same system group, v ithout the surrender by such shareholder of 
stock or securities in the distributing corporation. 
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(c) As stated in $ 1. 1081 — 2, nonrecognition of gain or loss will not, be 
accorded to a transaction not clearly provided for in sections 1081 to 
1088, inclusive, even though such trans11ction occurs simultaneously 
or in connection with an exchange, sale, or distribution to which non- 
recognition is specifically accorded. Therefore, nonrecognition will 
not be accorded to any gain or loss realized from the discharge, or 
the removal of the burden, of the pecuniary obligations of a member 
of a system group, even though such obligations~are acquired upon a 
transfer or distribution specifically rlescribed in section 1081(d) (1); 
but the fact that the a& quisition of such obligations w;Is upon a tr InsfeI 
or distribution specifically described in section 1081(cl) (1) will, be- 
cause of the basis provisions of section 1082(d), afl'ect the cost to the 
n1ember of such rlischarge or its equivalent. Thus, section 1081(d) (1) 
does not provide for the nonrecognition of any gain or loss realized 
from the discharge of the indebteiness of;1 men1ber of a system group 
as the result of the acquisition in exchange, sale, or distribution of its 
own bonds. notes, or other evidences of inIlebteclness which were ac- 
quired by another member of the same system group for a considera- 
tion less or more than the issuing price thereof (with proper adjust- 
ments f 01' anloI'tlzatlon of pI'enllulns 01' discounts) . 

(d) The provisions of paragraph (c) above may be illustrated by 
the following example: 

Encamp/e. Suppose that the A Corporation and the 8 Corpo- 
ration are both members of the same system group; that the A. 
Corporation holds at a cost of $!)00 a bond issued by the 8 
Corporation at par, $1, 000; and that the A Corporation and the 
8 Corporation enter into an exchange subject to the provisions of 
section 1081(d) (1) in which the $1, 000 bond of the 8 Corporation 
is t1ansferred fron1 the A. Corporat~ion to the 8 Corporation. The 
$000 basis reflecting the cost to the A Corporation which would 
have been the basis ~available to the 8 Corporation if the property 
transferred to it had been something other than its own securities 
(see $ 1. 1082 — 6) will, in this type of transaction, reflect the cost to 
the 8 Corporation of eQ'ecting a retirement of its own $1, 000 
bond. The $100 gain of the 8 Corporation reflected in the retire- 
ment will therefore be recognized. 

(e) No exchange or distribution may be made without the recogni- 
tion of gain or loss as provided for in section 1081(d) (1), unless all 
the corporations which are parties to such exchange or distribution 
are acting in obedience to an order of the Securities and Exchange 
Commission. If an exchange or distribution is within the provisions 
of section 1081(d) (1) and also may be considered to be within some 
other provisions of section 1081, it shall be considered that only the 
provisions of section 1081(d) (1) apply and that the nonrecognition 
of gain or loss upon such exchange or distribution is by virtue of 
that section. 

( 1. 1081 — 7 SALE OF STOCK OR SKGVRI'rIKs RKCKIVKD UI'ON EXCIIANGK 
BY MK3LBKRs oF SKSTKFI GRovP. — (a) Section 1081(d) (2) provides 
that to the extent that property received upon an exchange by corpo- 
rations which are members of the same system group consists of stock 
or securities issued by the corporation from which such property was 
received, such stock or securities may, under certain specifically de- 

393474' — 66 — 24 
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scribed circumstances, be sold to a party not a member of the system 
group, without the recognition of gain or loss to the selling corporation. 
The nonrecognition of gain or loss is limited, in the case of stock, to 
a sale of stock which is preferred as to both dividends and assets. The 
stock or securities must have been received upon an exchange with 
respect to which section 1081(d) (1) operated to prevent recognition 
of gain or loss to any party to the exchange, Nonrecognition of gain 
or loss upon the sale of such stock or securities is permitted only if 
the proceeds derived from the sale are applied in retirement or can- 
cellation of stock or securities of the selling corporation which were 
outstanding at the time the exchange was made. It is also essential 
to nonrecognition of. gain or loss upon the sale that both the sale of 
the stock or securities and the application of the proceeds derived 
therefrom be made in obedience to an order of the Securities and 
Exchange Commission. If any part of the proceeds derived from the 
sale is not applied in making the required retirement or cancellation 
of stock or securities and if the sale is otherwise within the provisions 
of section 1081(d) (9), the gain resulting from the sale shall be rec- 
ognized, but in an amount not in excess of the proceeds which are not 
so applied. In any event, if the proceeds derived from the sale of the 
stock or securities exceed the fair market value of such stock or secu- 
rities at the time of the exchange through which they were acquired 
by the selling corporation, the gain resulting from the sale is to be 
recognized to the extent of such excess. Section 1081(d) (2) does not 
provide for the nonrecognition of any gain resulting from the retire- 
ment of bonds, notes, or other evidences of indebtedness for a consid- 
eration less than the issuing price thereof. Also, that section does 
not provide for the nonrecognition of gain or loss upon the sale of 
any stock or securities received upon a distribution or otherwise than 
upon an exchange. 

(b) The application of paragraph (a) above may be illustrated by 
the f olio wing example; 

Encamp/e. The X corporation and the Y corporation, both of 
which make their income tax returns on a calendar year basis, 
are members of the same system group. As part of an exchange 
to which section 1081(d) (1) is applicable the Y Corporation on 
June 1, 1954, issued to the X. Corporation 1, 000 shares of class A 
stock, preferred as to both dividends and assets. The fair market 
value of such stock at the time of issuance was $90, 000 and its 
basis to the X Corporation was $75, 000. On December 1, 1954, 
in obedience to an appropriate order of the Securities and Ex- 
change Commission, the X Corporation sells all of such stock to 
the public for $100, 000 and applies $95, 000 of this amount to the 
retirement of its oven bonds, which were outstanding on June 1, 
1954. The remaining $5, 000 is not used to retire any of the X 
Corporation's stock or securities. Of the total gain of $Ã, 000 
realized on the disposition of the Y Corporation stock, only 
$10, 000 is recognized (the difFerence between the fair market 
value of the stock when acquired and the amount for which it 
was sold), since such amount is greater than the portion (85, 000) 
of the proceeds not applied to the retirement of the X Corpora- 
tion's stock or securities. If in this example the stock acquired 
by the X Corporation had not been stock of the Y Corporation 
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issued to the X Corporation or if it harl been stock not preferred 
as to both dividends and assets, the full amount of the gaiii 
($25, 000) realized upon its disposition would have been recog- 
nized, regardless of ivhat was done with the proceeds. 

$ 1. 1081 — 8 FxciiANoiis IN WHIcEI MoNEY oR OTHER NDNExEMPT 
PRDPERTY Is REcEIYED. — ( a ) Under' section 1081 (e) ( 1 ), if in any 
exchange (not within any of the piovisions of section 1081(d) ) in 
which stock or securities in a, corporation which is a registered holding 
company or a niajority-owrred subsidiary are exchanged for stock o~r 

securities as provided for in section 1081(a, ), there is received by tlie 
taxpayer money or other nonexempt property (in addition to property 
perinitteil to be received ivithout recognition of gain), then— 

(1) The &oain, if any, to the taxpayer is to be recognized in an 
amount not in excess of the sum of the money and the fair market 
value of the other nonexempt property, but 

(2) The loss, if any, to the taxpayer from such an exchange 
is not to be recognized to any extent, . 

(b) If money or other nonexempt property is received from a cor- 
poration in an exchange described in paragraph (a) above and if the 
distribution of such nioney or other nonexempt property by or on 
behalf of such corporation has the e8ect of the distribution of a 
taxable dividend, then, as provided in section 1081(e) (2), there shall 
be taxed to each distributee (1) as a dividend, such an amount of the 
gain recognized on the exchange as is not in excess of the distributee's 
ratable share of the undistributed earnings and profits of the cor- 
poration accumulated after February 28, 1918, and (2) the remain- 
der of the gain so recognized shall be taxed as a gain from the ex- 
change of property. 

$ 1. 1081 — 9 REQUIREMENTS WITH RESPECT To ORDER OF SECURITIES 
AND ExcHANGE CDMMIssioN. — The term "order of the Securities and 
Exchange Commission" is defined in section 1088(a). In addition to 
the requirements specified in that definition, section 1081(f) provides 
that, except in the case of a distribution described in section 1081(c) 
(2), the provisions of section 1081 shall not apply to an exchange, 
expenditure, investment, distribution, or sale unless each of the fol- 

, lowing requirements is met: 
(a) The order of the Securities and Exchange Commission 

must recite that the excha, nge, expenditure, investment, distribu- 
tion, or sale is necessary or appropriate to effectuate the provisions 
of section 11 (b) of the Public Utility Holding Company Act of 
1935 (15 U. S. C. 79k(b) ). 

(b) The order shall specify and itemize the stocks and securi- 
ties and other property (including money) which are ordered 
to be acquired, transferred, received, or sold upon such exchange, 
acquisition, expenditure, distribution, or sale and, in the case 
of an investment, the investment to be made, so as clearly to 
identi fy such proper ty. 

(c) The exchange, acquisition, expenditure, investment, dis- 
tribution, or sale sliall be made in obedience to such order and 
shall be completed within the time prescribed in such order. 

These requirements were not designed merely to simplify the admin- 
istration of the provisions of section 1081, and tliey are not to be 
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considered as pertaining only to administrative matters. Each one 
of the three requirements is essential and must be met if gain or loss 
is not to be recognized upon the transaction, 

5 1. 1081 — 10 NGNAPPLIGATIDN oF OTHER PRovIBIQNs oF THE IN- 
TERNAL REvENUX CoDE oF 1054. — The efiect of section 1081(g) is that 
an exchange, sale, or distribution which is within section 1081 shall, 
with respect to the nonrecognition of gain or loss and the determina- 
tion of basis, be governed only by sections 1081 to 1083, inclusive, the 
purpose being to prevent overlapping of the provisions of such sec- 
tions and other provisions of subtitle A. In other words, if by virtue 
of section 1081 any portion of a person's gain or loss on any particular 
exchange, sale, or distribution is not to be recognized, then the gain 
or loss of such person shall be nonrecognized only to the extent pro- 
vided in section 1081, regardless of what the result might have been if 
sections 1081 to 1085, inclusive, had not been enacted; and similarly, 
the basis in the hands of such person of the property received by him 
in such transaction shall be the basis provided by section 1089, re- 
gardless of what the basis of such property might have been under 
section 1011 if sections 1081 to 1083, inclusive, had not been enacted. 
On the other hand, if section 1081 does not provide for the non- 
recognition of any portion of a person's gain or loss (whether or not 
such person is another party to the same transaction referred to 
above), then the gain or loss of such person shall be recognized or 
nonrecognized to the extent provided for by other provisions of sub- 
title A as if sections 1081 to 1083, inclusive, had not been enacted; 
and similarly, the basis in his hands of the property received by him 
in such transaction shall be the basis provided by other provisions 
of subtitle A as if sections 1081 to 1083, inclusive, had not been enacted. 

$ 1. 1081 — 11 REGDRDs To BE KEPT AND INFDRMATIDN To BE FILED 
WITH RETIIRNs. — ( a ) Exchanges; holders o f stock or secure'ti es. — 
Every holder of stock or securities who receives stock or securities and 
other property (including money) upon an exchange shall, if the ex- 
change is made with a corporation acting in obedience to an order of 
the Securities and Exchange Commission, file as a part of his income 
tax return for the taxable year in which the exchange takes place a 
complete statement of all facts pertinent to the nonrecognition of gain 
or loss upon such exchange, including— 

(1) A clear description of the stock or securities transferred in 
the exchange, together with a statement of the cost or other basis 
of such stock or securities. 

(9) The name and address of the corporation from which the 
stock or securities were received in the exchange. 

(3) A statement of the amount of stock or securities and other 
property (including money) received from the exchange. The 
amount of. each kind of stock or securities and other property 
received shall be set forth upon the basis of. the fair market value 
thereof at the date of the exchange. 

(b) Exchanges; corporations suhj ect to 8. E. C. orders. — Each cor- 
poration which is a party to an exchange made in obedience to an 
order of the Securities and Exchange Commission directed to such 
corporation shall file as a part of its income return for its taxable 



year in which the exchange takes place a coniplete state»ie»t of all 
facts pertinent to the nonrecognition of gain or loss upon such 
exchange, including— 

(1) A copy of the order of the Securities and Exchange Com- 
mission directed to such corporation, in obedience to which the 
excliange was made. 

(2) ~Y certified copy of the corporate resolution a»thorixing the 
excha»ge. 

(3) A clear descriptio» of all property, i»eluding all stock or 
securities, transferred in the exchange, together with a complete 
statement of the cost or other basis of each class of property. 

(4) The date of acquisition of any stock or securities trans- 
ferred in the exchange, and, if any of such stock or seciirities were 
acquired by the corporation in obedience to an order of the 
Securities and Exchange Conimission, a copy of such order. 

(5) The name and address of all persons to who»i any property 
was transferred in the excliange. 

(6) If any property transferred in the exchange w;is trans- 
ferred to another corporation, a copy of a»y &irdei of the Securi- 
ties and Exchange Commission directed to the other corporatio», 
in obedience to which the excliange was n»ide by such other 
corporation. 

(7) If the corporation transfers any nonexempt property, the 
amount of the undistributed earnings and proRts of the corpora- 
tion accumulatecl after February B8, 1018, to the time of the 
exchange, computed in accordance with the last se»te»&e of 
$ 1. 816 — 2(b). 

(8) A statement of' the amount of stock or securities and other 
property (including money) received upon the exchange, includ- 
ing a, statement of all distributions or other dispositioiis made 
thereof. The amount of each kind of stock or securities and other 
property received shall be stated on the basis of the fair market 
value thereof at the date of the exchange. 

(9) A statement sho~ing as to each cia, ss of its stock the nui»- 
ber of shares and percentage owned by a»y other corporation, 
the voting rights and voting power, and the preference (if;&»y) 
as to both di vi dends and assets. 

(10) The term "exchange" shall, whenever occurring in this 
paragraph, be read as "exchange, expencliture, or invest»ient". 

(c) Distributions; sharehoMer8. — Each shareholder who receives 
stock or securities or other property (including money) upon a, dis- 
tribution made by a corporation in obedience to an order of the Se- 
curities and Exchange Commission shall Ale as a, part of his income 
tax return for the taxable year in which such distribution is receIve&1 
a complete statement of all facts pertinent to the nonrecognition ot gai» 
upon such distribution, including— 

(1) The name and address of the corporation from which &hc 
distribution is received. 

(2) A statement of the amount of stock or securities or other 
property received upon the distribution, including (in c;ise the 
shareholder is a corporation) a statement of all distributions or 
other disposition made of such stock or securities or other prop- 



erty by the shareholder, The amount of each class of stock or 
securities and each kind of property shall be stated on the basis 
of the fair market value thereof at the date of the distribution. 

(3) If the shareholder is a corporation, a statement showing as 
to each class of its stock the number of shares and percentage 
owned by a registered holding company or a majority-owned 
subsidiary company of a registered holding company, the voting 
rights and voting power, and the preference (if any) as to both 
dividends and assets. 

(d) Distributions; distributing corporations subject to 8. E. C. 
orders. — Every corporation making a distribution in obedience to an 
order of the Securities and Exchange Commission shall file as a part 
of its income tax return for its taxable year in which the distribution 
is made a complete statement of all facts pertinent to the nonrecogm- 
tion of gain to the distributee upon such distribution including— 

(1) A copy of the order of the Securities and Exchange Com- 
mission, in obedience to which tbe distribution was made. 

(2) A certified copy of the corporate resolution authorizing the 
distribution. 

(3) A. statement of the amount of stock or securities or other 
property (including money) distributed to each shareholder. 
The amount of each kind of stock or securities or other property 
shall be stated on the basis of the fair market value thereof at the 
date of the distribution. 

(4) The date of acquisition of the stock or securities distributed, 
and, if any of such stock or securities were acquired by the dis- 
tributing corporation in obedience to an order of the Securities 
and Exchange Commission, a copy of such order. 

(5) The amount of the undistributed earnings and profits of 
the corporation accumulated after February 28, 1018, to the time 
of the distribution, computed in accordance with the last sentence 
of $ 1. 816 — 2(b). 

(6) A statement showing as to each class of. its stock the number 
of shares and percentage owned by any other corporation, the vot- 
ing rights and voting power, and the preference (if any) as to 
both dividends and assets. 

(e) sales by members of system groups. — Each corporation wliich 
is a member of a system group and which in obedience to an order of 
the Securities and Exchange Commission sells stock or securities re- 
ceived upon an exchange (made in obedience to an order of the Se- 
curities and Exchange Commission) and applies the proceeds derived 
therefrom in retirement or cancellation of its own stocl- or securities 
shall file as a part of its income tax return for the taxable year in which 
the sale is made a complete statement of all facts pertaining to the 
nonrecognition of gain or loss upon such sale, including— 

(1) A copy of the order of the Securities and Exchange Com- 
mission in obedience to which the sale was made. 

(2) A copy of the order of the Securities and Exchange Com- 
mission in obedience to which the proceeds derived from. the sale 
were applied in whole or in part in the retirement or cancellation 
of its stock or securities. 
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(3) A. certified copy of the corporate resolutions autliorizing 
the sale of the stock or securities and the application of the pro- 
ceeds derived therefrom. 

(4) A clear description of the stock or securities sold, including 
the name and address of the corporation by which they were issued. 

(5) The date of. acquisition of the stock or securities sold, 
together with a statement of the f;iir market value of such stock 
or securities at the date of acquisition, and a copy of all orders 
of the Securities and Exchange Commission in obedience to 
which such stock or securities were acquired. 
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~ 6) The amount of the proceeds derived froin such sale. 
7) The portion of the proceeds of such sale which was applied 

in retirement or cancellation of. its stock or securities, together 
with a statement showing how long such stock or securities were 
outstanding prior to retirement or cancellation. 

(8) The issuing price of its stock or securities which were 
retired or canceled. 

(f) Section, 1081 (c) (8) distributions; shareholders. — Each share- 
holder who receives a distribution described in section 1081(c) (2) 
(concerning rights to acquire common stock) shall file as a part of 
his income tax return for the taxable year in which such distribution 
is received a complete statement of all the facts pertinent to the non- 
recognition of gam upon such distribution, including— 

(1) The name and address of the corporation from which the 
distribution is received. 

(2) A statement of the amount of the rights received upon 
the distribution, stated on the basis of their fair market value 
at the date of the distribution. 

(g) Section 1081(c) (8) distributions; distributing corporations. — 
Kvery corporation making a distribution described in section 1081(c) 
(2) (concerning rights to acquire common stock) shall file as a part 
of its income tax return for its taxable year in which the distribution 
is made a complete statement of all facts pertinent to the nonrecogni- 
tion of gain to the distributees upon such distribution including— 

(1) A copy of the arrangement forming the basis for the 
issuance of the order by the Securities and Exchange Commission. 

(2) A copy of the order issued by the Securities and Exchange 
Commission pursuant to section 3 of the Public Utility IZolding 
Company Act of 1985. 

(8) A certified copy of the corporate resolution authorizing the 
arrangement and the distribution. 

(4) A statement of the amount of the rights distributed to each 
shareholder, stated on the basis of their fair market value at the 
date of the distribution. 

(5) The date of acquisition of the stock with respect to which 
such rights are distributed, and, if any were acquired by the 
distributing corporation in obedience to an order of the Securi- 
ties and Exchange Commission, a copy of such order. 

(6) The amount of the undistributed earnings and profits of 
the distributing corporation accumulated after February 28, 1018, 
to the time of the distribution, computed in accordance with the 
last sentence of $ 1. 816 — 2(b). 
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(h) General reguzrevnents. — Permanent records in substantial form 
shall be kept by every taxpayer who participates in an exchange or 
distribution to which sections 1081 to 108oo, inclusive, are applicable, 
showing the cost or other basis of the property transferred and the 
amount of stock or securities and other property (including money) 
received, in order to facilitate the determination of gain or loss from 
a subsequent disposition of such stock or securities and other property 
received. on the exchange or distribution. 

1 1089 STATU'TORY PROVISIONS j BASIS OF PROPERTY ACQUIRED IN 

EXCHANGES AND DISTRIBUTIONS MADE IN OBEDIENCE To ORDERS OF THE 

SECURITIES AND EXCHANGE COMMISSION. 

SEC. 1082. BASIS FOR DETERMINING GAIN OR LOSS. 

(a) ExcHANGES GENERABBY. — 
(1) ExcHANGEs sUBJRcT To THE FROVISIONs oF sECTION 1081(a) 

oR (e). If the property was acquired on an exchange subject to 
the provisions of section 1081(a) or (e), or the corresponding 
provisions of prior internal revenue laws, the basis shall be the 
same as in the case of the property exchanged, decreased in the 
amount of any money received by the taxpayer, and increased in 
the amount of gain or decreased in the amount of loss to the tax- 
payer that was recognized on such exchange under the law appli- 
cable to the year in which the exchange was made. If the property 
so acquired consisted in part of the type of property permitted by 
section 1081(a) to be received without the recognition of gain or 
loss, and in part of nonexempt property, the basis provided in this 
subsection shall be allocated between the properties (other than 
money) received, and for the purpose of the allocation there shall 
be assigned to such nonexempt property (other than money) an 
amount equivalent to its fair market value at the date of the ex- 
change. This subsection shall not apply to property acquired by 
a corporation by the issuance of its stock or securities as the con- 
sideration in whole or in part for the transfer of the property to it. 

(2) ExcHANGEs sUBJEGT To THE PRovIBIGNs oF sEGTIoN 1081(b). 
The gain not recognized on a transfer by reason of section 1081(b) 
or the corresponding provisions of prior internal revenue laws shall 
be applied to reduce the basis for determining gain or loss on sale 
or exchange of the following categories of property in the hands of 
the transferor immediately after the transfer, and property ac- 
quired within 24 months after such transfer by an expenditure or 
investment to which section 1081(b) relates on account of the ac- 
quisition of which gain is not recognized under such subsection, in 
the following order: 

(A) Property of a character subject to the allowance for 
depreciation under section 167; 

(B) Property (not described in subparagraph (A) ) with re- 
spect to which a deduction for amortization is allowable under 
section 168 or 169; 

(C) Property with respect to which a deduction for deple- 
tion is allowable under section 611 but not allowable under 
section 618; 

(D) Stock and securities of corporations not members of the 
system group of which the transferor is a member (other than 
stock or securities of a corporation of which the transferor is 
a subsidiary); 

(E) Securities (other than stock) of corporations which are 
members of the system group of which the transferor is a mem- 
ber (other than securities of the transferor or of a cor- 
poration of which the transferor is a subsidiary); 

(F) Stock of corporations which are members of the sys- 
tem group of which the transferor is a member (other than 
stock of the transferor or of a corporation of which the trans- 
feror is a subsidiary) 
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(G) All other remaining property of the transferor (other 
than stock or securities of the transferor or of a corporatiou 
of which the transferor is a subsidiary). 

'I'he manner and anIount of the reduction to be applied to particular 
property Ivithin auy of the categories des& ribed iu subparagraphs 
(A) to (0), iu&lusive, shall be &letermiue&l under regulations pre- 
scribed by the Secretary or his delegate. 

(3) BAsIs IN cAsE oF PRE-1942 AcqUIsITICN. — Notwithstanding 
the provisious of paragraph (1) or (2), if tbe property was ac- 
quired in a taxable rear beginning before January 1, 1&042, in any 
manner described in section 372 of the Internal Revenue Code of 
1030 before its amendment by the Revenue Act of 1042, the basis 
shall be that prescribed iu such section (before its amendment by 
such Act) with respect tn such propertv. 

(b) TRANslERs To CCRPCRATICNs. — If, in connection with a transfer 
subject to the prorisious of se&tion 1081(a), (b), or (e) or the «rre- 
spondin" provisions of prior internal revenue la&vs, the property &r;&s 
acquired by a corpor;&tion, either as paid-in surplus or as a cont&i- 
bution to c«pital, or iu consideratiou for si. ock or securiti& s issued by 
the corporatiou receivin the property (in&. ludin cases Ivhere part of 
the consideration for the transfer of such property tn the «» poratinn 
consisted of property or money iuaddition to such stock or securities), 
then the basis shall be the sa&ue as it mould be in the hands of the 
transferor, increased in the amount of gaiu or decreased in the amount 
of loss recognized to the transferor on such transfer und&r the law 
applicable to the rear iu which the transfer Ivas made. 

(c) DIsTRIRUTICNs oF STocK oR SEc&. RITIES. — If the stocl- or securiti& s 
mere received in a distribution subject to the provisions of section 1081 
(c) or the correspondiug provisions of prior internal revenue laws, 
then the basis in the case of the si. ock in respect of which the distribu- 
tion mas made shall be apportioned, uuder regulatious prescribed by 
the Secretary or his &lelegate, between such stock and the stock or 
securities distribu&e&1. 

(d) TRAvsFERs AVITHIN SxsTE&f CrRCUp. — If the property was acquired 
by a corporation &vhich is a member of a systen& group on a transfer 
or distribution described in section 1031(d) (1), then the basis shall 
be the same as it would be in the hands of the transferor; except that 
if such property is stock or securities issued by the corporation from 
which such stock or securities mere received and they were issued— 

(1) As the sole consideration for the property transferred to 
such corporation, then the basis of such stock or securities shall be 
either— 

(A) The same as in the ease of the property transferred therefor, 
or 

(B) The fair market value of such stock or securities at the 
ti&ue of their receipt, whichever is the lomer, or 

(2) As part consideration for the lrroperty transfered to such 
corporation, then the basis of such sto&k or securities shall be 
either— 

(A) An amount which bears the same ratio to the basis of the 
property transferred as the fair market value of such stock or 
securities at the time of their receipt bears to the total fair 
market value of the entire consideration received, or 

(B) The fair market value of such stock or securities at the 
tirue of their receipt, whichever is the lower. 

l 1. 1082 — 1 BASIs roR DETERMINING GAIN OR Loss. — (a) For de- 
termining the basis of. property acquired in a taxab]e ye Ir beginning 
before January 1, 1942, in any manner describecl in section 872 of 
the Internal Revenue Code of 1989 prior to its amendment by the 
Revenue Act of 1942, see such section (before its amendment by 
such Act). 

(b) If the property was acquired in a, taxable year beginning after 
December 81, 1941, in any manner described in section 1082 (other 
than subsect, ion (a) (2) ), or section 872 (other than subsection (a) (2) ) 
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of the Internal Revenue Code of 1%9 after its amendments, the basis 
shall be that prescribed in section 1082 with respect to such property. 
IIowever, in the case of property acquired in a transaction described 
in section 1081(c) (9), this paragraph is applicable only if the prop- 
erty was acquh ed in a distribution made in a taxable year subject to 
the Internal Revenue Code of 1054. 

(cl Section 1082 makes provisions with respect to the basis of 
property acquired in a transfer in connection with which the recogni- 
tion of gain or loss is prohibited by the provisions of section 1081 with 
respect to the whole or any part, of the property received. In general, 
and except as provided in $ 1. 1089 — 8, it is intended that the basis for 
determining gain or loss pertaining to the property prior to its trans- 
fer, as well as tl e basis for determining the amount of depreciation or 
depletion deductible and the amount of earnings or profits available 
for distributi. on, shall continue notwithstanding the nontaxable con- 
version of the asset in form or its change in ownership. The continu- 
ance of the basis may be reflected in a shift thereof from one asset to 
another in the hands of the same owner. or in its transfer with the 
property from one owner into the hands of another. See also 
( 1. 1081 — o. 

$ 1. 1082 — 9 BAszs or PRGPERTT A. OQUIRED UPCN ExcHANGEs UNDER 
SEcTIoN 1081(a) or. (e). — (a) In the case of an exchange of stock or 
securities for stock or securities as described in section 1081(a), if no 
part ot the gain or loss upon such exchange was recognized under sec- 
tion 1081, the basis of the property acquired is the same as the basis 
of the property transferred by the taxpayer with proper adjustments 
to the date of the exchange. 

(b) If. , in an exchange of. stock or securities as described in section 
1081(a), gain to the taxpayer was recognized under section 1081(e) 
on account of the receipt of money, the basis of the property acquired 
is the basis of the property transferred (adjusted to the date of the 
exchange), decreased by the amount of money received and increased 
by the amount of gain recognized upon the exchange. If, upon such 
exchange, there were received by the taxpayer money and other non- 
exempt property (not permitted to be received without the recognition 
of gain), and gain from the transaction was recognized under section 
1081(e), the basis (adjusted to the date of the exchange) of the 
property transferred by the taxpayer, decreased by the amount of 
money received and increased by the amount of gain recognized, must 
be apportioned to and is the basis of the properties (other than money) 
received on the exchange. For the purpose of the allocation of such 
basis to the inoperties received, there must be assigned to the non- 
exempt property (other than naoney') an amount equivalent to its fair 
market value at the date of the exchange. 

(c) Section 1081(e) provides that no loss may be recognized on an 
exchange of stock or securities for stock or securities as described in 
section 1081(a), although the taxpayer receives money or other non- 
exempt property from the transaction. However, the basis of the 
property (other than money) received by the taxpayer is the basis 
(adjusted to the date of the exchange) of the property transferred, 
decreased by the amount of money received. The basis must be ap- 
portioned to the properties received, and for this purpose there must 
be allocated to the nonexempt property (other than money) an amount 



of such basis equivalent to the fair market, value of such nonexeI»pt 
property at the date of the excha»«e. 

(d) Section 1082(a) does not ap~i]y in ascertaining the basis of 
property acquired by a corporation by the issuance of its stock or 
securities as the conside1'ation in whole or in part for the transfer 
of the property to it. For the rule in such cases, see section 1082(b). 

(e) For purposes of this section, any reference to section 1081 
shall be deemed to include a reference to corIesponding provisions of 
prior inter»al revenue laws. 

$ 1. 1082 — 8 REDUCTION OI' BASIS OF I ROPERTY BY REASON OF GAIN 
NOT REcouNIzED lJNDER SEOTIoN 1081(b). — (a) Introductory. — In 
addition to the adjustments provided in section 1016 and other ap- 
plicable provisions of chapter 1, and the regulations relating thereto, 
which are required to be made ivith respect to the cost or other basis 
of property, section 1082(a) (2) provides that a further adjustment 
shall be made in any case in which there shall have been a nonrecog- 
nition of gain under section 1081(b). Such further adjustment shall 
be made with respect to the basis of the property in the hands of the 
transferor immediately after the transfer and of the property ac- 
quired within 24 months after such transfer by an expenditure or 
investment to which section 1081(b) relates, and on account of which 
expenditure or investment gain is not reco~gnized. If the property 
is in the hands of the transferor immediately after the transfer, the 
time of reduction is the day of the transfer; in all other cases the 
time of reduction is the date of acquisition. The eRect of applying 
an amount in reduction of basis of property under section 1081(b) 
is to reduce by such amount the basis for determining gain upon 
sale or other disposition, the basis for detern1ining loss upon sale or 
other disposition, the basis for depreciation and for depletion, and 
any other amount which the Internal Revenue Code of 1954 presc~ribes 
shall be the same as any of such bases. For the purposes of the 
application of an amount in reduction of basis under section 1081(b), 
property is not considered as having a basis capable of reduction if 

(1) It is money, or 
(2) If its adjusted basis for deterInini»g «ain at the time the 

reduction is to be made is zero, or beco»dies zero at any time in 
the application of section 1081(b). 

(b) General rule. — (1) Section 1082(a) (2) sets forth seven cate- 
gories of property, the basis of. which for determining «ai» or loss 
shall be reduced in the order stated. 

(2) If any of the property in the first category has a basis capable 
of reduction, the reduction must first be m1de before applying an 
amount in red»ction of the basis of any property in the second o~r in 
a succeeding category, to each of which in turn a similar rule is applied. 

(8) In the application of the rule to each category, the amount 
of the gain not recognized shall be applied to recluce the cost or other 

all the property in the category as follows: The cost or ot 
basis (at the time immediately after the transfer or, if the property 
is not then held but is therea, fter acquired, at the time of such acquisi- 
tion) of each unit of property in the first category shall be decreased 
(but the amount of the decrease shall not be more than the amount 
of the adjusted basis at such time for determi»i»g gain, determined 
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without regard to this section) in an amount equal to such proportion 
of the unrecognized gain as the adjusted basis (for determining gain, 
determined without regard to this section) at such time of each unit 
of property of the taxpayer in that category bears to the aggregate 
of the adjusted basis (for determining gain, computed without regard 
to this section) at such time of all the property of the taxpayer in 
that category. When such adjusted basis of the property in the first 
category has been thus reduced to zero, a similar rule shall be ayplied, 
with respect, to the portion of such gain which is unabsorbed m such 
reduction of the basis of the property in such category, in reducing the 
basis of the property in the second category. A similar rule with 
respect to the remaining unabsorbed gain shall be applied in reducing 
the basis of the property in the next succeeding category. 

(c) Special eases. — (1) With the consent of the Commissioner, the 
taxpayer may, however, have the basis of the various units of property 
within a particular category specified in section 1082(a) (2) adjusted 
in a manner diA'erent from the general rule set forth in paragraph 
(b) above. Variations from such general rule may, for example, 
involve adjusting the basis of only certain units of the taxpayer's 
propery within a given category. A request for variations from the 
general rule should be filed by the taxpayer with its income tax return 
for the taxable year in which the transfer of property has occurred. 

(2) Agreement between the taxpayer and the Commissioner as to 
any variations from such general rule shall be efi'ective only if incor- 
, porated in a closing agreement entered into under the provisions of 
section 7121. If no such agreement is entered into by the taxpayer 
and the Commissioner, then the consent filed on Form 982A shall 
(except as otherwise provided in this subparagraph) be deemed to be 
a consent to the application of such general rule, and such general 
rule shall apply in the determination of the basis of the taxpayer's 
property. If, however, the taxpayer specifically states on such form 
that it does not consent to the application of the general rule, then, 
in the absence of a closing agreement, the document filed shall not 
be deemed a consent within the meanii~~ of section 1081(b) (4). 

$ 1. 1082 — 4 BASIS OF I ROPERTv AcQUIRED BV CORPORATION UNDER 
SEOTIoN 1081(a), 1081(b), or 1081(e) As CONTRIRUTICN oF CAPrrAL 
OR SURPLUS& OR IN CONSIDERATION FOR ITS OWN STOCK OR SECURITIES 
If, in connection with an exchange of stock or securities for stock or 
securities as described in section 1081(a), or an exchange of property 
for property as described in section 1081(b), or an exchange as de- 
scribed in section 1081(e), property is acquired by a corporation by the 
issuance of its stock or securities, the basis of such property shall be 
determined under section 1082(b). If the corporation issued its stock 
or securities as part or sole consideration f' or the property acquired, 
the basis of the property in the hands of the acquiring corporation is 
the basis (adjusted to the date of the excliange) which the property 
would have had in the hands of the transferor if the transfer had not 
been made, increased in the amount of gain or decreased in the amount 
of loss recognized under section 1081 to the transferor upon the trans- 
fer. If. any property is acquired by a corporation from a shareholder 
as paid-in surplus, or from any person as a contribution to capital, the 
basis of the property to the corporation is the basis (adjusted to the 
date of acquisition) of the property in the hands of the transferor, 
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f 1. 1082 — o BASIS or PRol'ERTY AOQUIRED BY SLIAREHCLDER UI'oN 
TAx-FREE DIsTRIBUTICN UNDER SEGTIoN 1081 (c) (1) oR (2) . — (a) 
Stoat@ or securitie8. — If there wns clistributed to a shareholder in a 
corporation which is a registered holcling company or a majority- 
owned subsidiary company, stock or securities (other than stock or 
securities which nre nonexempt property), and if by virtue of section 
]08] (c) (1) no g;rirr wns recognizecl to tire shareholder upon such dis- 
tribution, then the basis of the stoclc in respect of which the distribu- 
tion was mode must be apportioned between such stock and the stock 
or securities so distributecl to the slrarelrolder. The basis of the old 
shares nnd the stoclc or securities receivecl upon the distribution shall 
be determined in nccorclnnce with the following rules: 

(1) If tire stock or securities received upon the distribution 
consist solely of stock in the distributing corporation and the stock 
received is nll of subst;urtinlly the same character and preference 
as the stoclr in respect of which the distribution is made, the basis 
of each slrare will be the quotient of the cost of other basis of the 
old shares of stock divided by the total number of the old and the 
new shares. 

(2) If the stock or securities received upon the distribution are 
in whole or in part stock in n, corporntion other thnn the distribut- 
ing corporation, or n, re in whole or in part stock of n, character or 
preference mnterinlly diff'erent fronr the stock in respect of which 
the distribution is made, or if the distribution consists in whole 
or in part of. securities other than stock, the cost or other basis of 
the stock in respect of which the clistribution is made shall be 
apportioned between such stock n, nd the stock or securities dis- 
tributecl in proportion, ns nenrly ns mny be, to the respective 
v;rlues of each class of stock or security, old nnd new, at the time 
of such distribution, nnd the bnsis of ea~ch share of stock or unit 
of security will be the quotient of the cost or other basis of the 
class of stock or security to which such shnre or unit belongs, 
divided by the number of shares or units in tire class. within 
the meaning of this subpnrngraplr, stocks or securities in one 
corporation are clifFerent in cln, ss ~from stocks or securities in 
another corporation, ;md, in general, any material difFerence in 
charncter or preference or terms sufficient to distinguish one stock 
or security from nnother stock or security, so that diff'erent values 
nray properly be assigrred thereto, will constitute a difFerence in 
class. 

(b) Stock rights. — If there was clistributed to n, shareholder in a 
corporation rights to acquire common stock in n, second corporation, 
and if by virtue of section 1081(c) (2) no gain was recognized to the 
shareholder upon such distribution, tlren the basis of the stock in 
respect of which the distribution was made must be apportioned be- 
tween such stock and the stock rights so clistributed to the shareholcler. 
'I'lre basis of such stock nnd the stock rights received upon the distri- 
bution shall be determined in accordance with the following: 

(1) The cost or other basis of the stock in respect of which 
tire distribution is made shall be apportioned between such stock 
and the stock rights distributed, in proportion to the respective 
values thereof at the time the rights are issued. 
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(2) The basis for deteITnining gain or loss from the sale of a 
right, or from the sale of a share of stock in respect of which the 
distribution is made, will be the quotient of the cost or other 
basis, properly adjusted, assigned to the rights or the stock, di- 
vided, as the case may be, by the number of rights acquired or by 
the nunIber of shares of su h stock held. 

(c) C~"omah reference. — As to the basis of stock or securities dis- 
tributed by one member of a system group to another member of the 
same system group, see $ 1. 1089 — 6 below. 

$ 1. 1082 — 6 BAsIS OIi pROPERTY ACQUIRED UNDER SECTION 1081(d) 
TN TRANsAOTIoNS BETwEEN CDRPDRATIoNs oF THE SAME SYsTEM 
GRDUP. — (a) If property was acquired by a corporation which is a 
member of a system group, from a corporation which is a member 
of the same system group, upon a transfer or distribution described 
in section 1081(d) (1), then as a general rule the basis of such prop- 
erty in the hands of thc acquiring corporation is the basis which such 
property would have had in the l. ands of the transferor if the trans- 
fer or distribution had not been made. Except as otherwise indicated 
in this section, this rule will apply equally to cases in which the con- 
sideration for the property acquired consists of stock or securities, 
money, and other property, or any of them, but it is contemplated 
that an ultimate true reRection of income will be obtained in all cases, 
notwithstanding any peculiarities in form which the various trans- 
actions may assume. See the example in $ 1. 1081 — 6. 

(b) An exception to the general rule is provided for in case the 
property acquired consists of stock or securities issued by the corpora- 
tion from which such stock or securities were received. H such stock 
or securities were the sole consideration for the property transferred 
to the corporation issuing such. stock or securities, then the basis of 
the stock or securities shall be (1) the same as the basis (adjusted to 
the time of the transfer) of the property transferred for such stock 
or securities, or (9) the fair market value of such stock or securities 
at the time of their receipt, whichever is the lower. If such stock or 
securities constituted only part consideration for the property trans- 
ferred to the corporation issuing such stock or securities, then the 
basIs shall be an amount which be~ars the same ratio to the basis of the 
property transferred as the fair market value of such stock or se- 
curities on their receipt bears to the total fair market value of the en- 
tire consideration received, except that the fair market value of such 
stock or securities at the tiI11e of their receipt shall be the basis there- 
for, if such value is lower than such amount. 

(c) The application of paragraph (b) may be illustrated by the 
f ollowing examples: 

Ezannple (1). Suppose the A Corporation lras property with 
an adjusted basis of $600, 000 and, in an exchange in which sec- 
tion 1081(d) (1) is applicable, transfers such property to the B 
Corporation in exchange for a total consideration of $1, 000, 000, 
consisting of (1) cash in the amount of $100, 000, (2) tangible 
property lraving a fair market value of $400, 000 and an adjusted 
basis in the hands of the B Corporation of $800, 000, and (8) stock 
or securities issued by the B Corporation with a par value and a 
fair market value as of the date of their receipt in the amount of 



$500, 000. The bnsis to the B Corporation of the propprty ip 
ceived by it is $600, 000, wl»cli is the ncl]ustecl basis of such prop- 
erty in the h;inds of the A Corporation. The basis to the A Cor- 
pora. tio» of tlic assets (other than cash) received by it is as fol- 
lows: Tangible property, $800, 000, the adjusted basis of such 
property to the B Corpoi;ition, the former owner; stock or se- 
curities issue&i by the B Corpor~ntion, $800, 000, nn nmount equal 
to 500, 000/1, 000, 000ths of $600, 000. 

Ea:IImple (, . ). Suppose thnt in example (1) the property of 
the A Corporation trnnsferrecl to tile B Corporation had an ad- 
justed basis of $1, 100, 000 instead of $600, 000, and that all other 
factors in the example remain the same. In such case the basis 
to the A Corporation of the stock or securities in the B Cor- 
porntio» is $500, 000, which was the fair market value of such 
stock or securities at the time of. their receipt by the A Corpora, - 
tion, because this amount is less than the amount established as 
500, 000/1, 000, 000ths of $1, 100, 000 or $550, 000. 

f 1. 1088 STATVTORY' PROVISIONS j EXCEIANGES AND DISTRIBVTIONS IN 
OBEDIFNCK To ORDFRS OF THE SECVRITIES AND EXCHANGE COMMISSION ' 

Di". I'INITIO N 8, 

SEC. 1088. DEFIN ITIC)NS. 

(a) ORDER oF SEcvRITIEs AND ExcHANGE COMMissioN. — For purposes 
of this part, the term "order of the Securities and Exch:inge Commission" 
means an order issued after iIIay 28, 1M8, bv the Securities and Exchange 
Conimission which requires, authorizes, permits, or approves transac- 
tions described in such order to effectuate section 11(b) of the Public 
Utility Holding Company Act of 1MO (49 Stat. 820; Io U. S. C. 79k(b) ), 
which has become or becomes final in accordance with law. 

(b) REGISTERED HOLDING COMPANY; HOLDING COMPANY SYSTEM; 
Assoc' cTE CoMPANY. — For purposes of this part, the terms "registerecl 
holding co»ipany", "holding company system", and "associate corn= 
pany" shall have the Iueanings assigned to them by section 2 of the 
Public Utility Holding C'. oinpany Act of 198' (40 Stat. 804; 15 U. S. C. 
79b(a) ). 

(c1 IIAJoRITY-OwxED SvssIDIAI'Y CoAIPAA Y. — For purposes of this 
part, the term "majority-ownecl subsidiary company" of a registered 
holding company means a corporation, stock of which, representing in 
the aggregate more than 50 percent of the total combined voting power 
of all classes of stock of such corporation entitled to vote (not including 
stock which is entitled to vote only on default or nonpayment of divi- 
dends or other special circumstances) is owned wholly by such reg- 
istere&l holding company, or partly by such registered holding company 
and partly by one or more majority-ownecl subsidiary companies thereof, 
or by one or more majority-ow»ed suir, idiary companies of such 
registered holding company. 

(d) SYSTEM GRovP. — For purposes of this part, the term "systeiu 
group' means one or more chains of corporations connected through 
stock ownership Ivith a common parent corporation if— 

(1) At least 00 percent of each class of the stock (other than 
(A) stock vvhich is preferred as to both dividends and assets, and 
(B) stock Ivhich is liinited and preferred as to dividends but which 
is not preferred as to assets but only if the total value of such 
stock is less than 1 percent of the aggregate value of all classes of 
stock which are not preferred as i. o both dividends and assets) of 
each of the corporations (except the common parent corporation) 
is ovv»ed directly by one or more of the other corporations; and 

(2) The common parent corporation owns directly at least 90 
percent of each class of the stock (other than stock, which is pre- 
ferred as to both clividends and assets) of at least one of the other 
corporations; and 
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(8) Each of the corporations is either a registered holding com- 
pany or a majority-owned subsidiary company. 

(e) NoNzxEirr Psoszsrv. — For purposes of this part, the term 
"nonexempt property" means— 

(1) Any consideration in the form of evidences of indebtedness 
owed by the transferor or a cancellation or assumption of debts or 
other liabilities of the transferor (including a continuance of en- 
cumbrances subject to which the property was transferred); 

(2) Short-term obligations (including notes, drafts, bills of ex- 
change, and bankers' acceptances) having a maturity at the time 
of issuance of not exceeding 24 months, exclusive of days of grace; 

(8) Securities issued or guaranteed as to principal or interest 
by a government or subdivision thereof (including those issued by 
a corporation which is an instrumentality of a government or sub- 
division thereof); 

(4) Stock or securities which were acquired from a registered 
holding company or an associate company of a registered holding 
company which acquired such stock or securities after February 2. ", 
1988, unless such stock or securities (other than obligations de- 
scribed as nonexempt property in paragraph (1), (2), or (8) were 
acquired in obedience to an order of the Securities and Exchange 
Commission or were acquired with the authorization or approval 
of the Securities and Exchange Commission under any section of 
the Public Utility Holding Company Aet of 1985 (49 Stat. 820 
15 U. S. C. 79k(b) ); 

(5) Money, and the right to receive money not evidenced by a 
security other than an obligation described as nonexempt property in 
paragraph (2) or (8). 

(f) Srocxr oa SEcvazTxEs. — For purposes of this part, the term "stock 
or securities" means shares of stock in any corporation, certificates of 
stock or interest in any corporation, notes, bonds, debentures, and evi- 
dences of indebtedness (including any evidence of an interest in or right 
to subscribe to or purchase any of the foregoing) . 

$1. 1088 — 1 DErxNxTxoNs. — (a) Order of the 8ecuritie8 and Ea- 
change Commw'88ion. — (1) An order of the Securities and Exchange 
Commission as defined in section 1083 (a) must be issued after May 98, 
1M8 (the date of the enactment of the Revenue Act of 1988), and must 
be issued under the authority of section 11(b) or 11(e) of the Public 
Utility 3Iolding Company Act of 1985 (15 U. S. C. 79k (b), {e), to 
efFectuate the provisions of section 11(b) of such Act. In all cases the 
order must become or have become final in accordance with law; i. e. , 
it must be valid, outstanding, and not subject to further appeal. See 
fuxther sections 1083(a) and 1081(f). 

(0) Section ll(b) of the Public Utility Holding Company Act of 
1935 provides: 

(b) It shall be the duty of the Commission, as soon as practicable 
after January 1, 1938: 

(1) To require by order, after notice and opportunity for hearing, 
that each registered holding company, and each subsidiary company 
thereof~ shall take such action as the Commission shall find necessary 
to limit the operations of the holding-company system of which such 
company is a part to a single integrated public-utility system, and to 
such other businesses as are reasonably incidental, or economically nec- 
essary or appropriate to the operations of such integrated public- 
utility system: Provided, hoxcever, That the Commission shall permit 
a registered. holding company to continue to control one or more addi- 
tional integrated public-utility systems, if, after notice and oppor- 
tunity for li~earing, it finds that— 
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(A) Each of such additional systems cannot be operated as an 
independent system without the loss of substantial economies 
which can be secured by the retention of control by such holding 
company of such system; 

(B) All of such additional systems are located in one State 
or in adjoining States, or in a contiguous foreign country; and 

(C) The continued combination of such systems under the~ con- 
trol of such holding company is not so large (considering the, 
state of the art and the area or region afFected) as to impair the 
advantages of localized management, e%cient operation, or the 
efi'ectiveness of regulation. The Commission may permit as rea- 
sonably incidental, or ecoiiomically necessary or appropriate to 
the operations of one or more integrated public-utility systems the 
retention of a, n interest in any business (other than the business 
of a public-utility company as such) which the Commission shall 
find necessary or appropriate in the public interest or for the pro- 
tection of investors or consumers and not detrimental to the proper 
functioning of such system or systems. 

(9) To require by order, after notice and opportunity for hearing, 
that each registered holding company, and each subsidiary company 
thereof, shall take such steps as the Commission shall find necessary to 
ensure that the corporate structure or continued existence of any com- 
pany in the holding-company system does not unduly or unnecessarily 
complicate the structure, or unfairly or inequitably distribute voting 
power among security holders, of such holding-company system. In 
carrying out the provisions of this paragraph the Commission shall 
require each registered holding company (and any company in the 
same holding-company system with such holding company) to take 
such action as the Commission shall find necessary in order that such 
holding company shall cease to be a holding company with respect to 
each of its subsidiary companies which itself has a subsidiary company 
which is a holding company. Except for the purpose of fairly and 
equitably distributing voting power among the security holders of such 
company, nothing in this paragraph shall authorize the Commission to 
require any change in the corporate structure or existence of any com- 
pany which is not a holding company, or of any company whose prin- 
cipal business is that of a public-utility company. The Commission 
&ay by order revoke or modify any order previously made under this 
subsection, if, after notice and opportunity for hearing, it finds that 
tlie conditions upon which the order was predicated do not exist. Any 
order made under this subsection shall be subject to judicial review as 
provided in section 94. 

(3) Section 11(e) of the Public Utility Holding Company Act of 
1035 provides: 

(e) In accordance with such rules and regulations or order as the Commission 
iiiay deem necessary or appropriate in the public interest or for the protection of 
iiivestors or consumers, any registered holding company or any subsidiary com- 
pany of a registered holding company may, at any time after January 1, 1086, 
siibaut a plan to the Commission for the divestment of control, securities, or 
other assets, or for other action by such company or any subsidiary company 
&liereof for the purpose of enabling such company or any subsidiary companv 
thereof to comply with the provisions of subsection (b). If, after notice and 
opportunity for hearing, the Commission shall find such plan, as submitted or 
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as mollifie, necessa&y to effectuate th& provisions of subsection (b) and fair 
and equitable to tl&e persons affected by such plan, the Commission shall make 
an order approving such plan; and the Commission, at the request of the com- 
pany, may apply to a court, in accordance with the provisions of subsection (f) 
of section 18, to enforce al&d carry out the terms and provisions of such plan. 
If, upon any such &pplieation, the court, after notice and opportunity for hearing, 
shall approve su& h plan as fair and equitable and as appropriate to eKe«tuate 
the provisions ot' section 11, i he court as a court of equity may, to such extent as 
it deems necessary for the purpose of carrying out the terms and provisions of 
such plan, take exclusive jurisdiction and possession of the company or companies 
and the assets thereof, wherever located; anrl the court shall have jurisdiction 
to appoint a trustee, and tbe court may constitute and appoint the Commission 
as sole trustee, to hold or administer, under the direction of the court and in 
accordance with the plan theretofore approved by the court and the Commission, 
the assets so possessed. 

(b) ~egz'stered borodin~ co&npany, hold&'ng-company systein& and 
a~son'ate company. — (1) Under section o of the Public Utility Hold- 
ing Conipany Act of' 1%5 (15 U. S. C. 79e), any holding company may 
register by filing with the Securities and Exchange Commission a 
notification of registration, in such form as the Commission may by 
rules and reguhitions prescribe as necessary or appropriate in the 
public intere~st or for the protection of investors or consumers. A 
holding company shall be deemed to be registered upon receipt by the 
Securities and Exchange Commission of such notification of registra- 
tion. As used in this subtitle, the term "registered holding company" 
means a holding company whose notification of registration has been 
so received and v hose registration is still in eRect under section 5 of 
the Public Utility Holding Company Act of 1985. Under section 
2(a) (7) of the Public Utility Holding Company Act of 1085 (15 
U. S. C. 70b(a) (7) ), a corporation is a holding company (unless it 
is declared not to be such by the Securities and Exchange Commis- 
sion), if such corporation directly or indirectly owns, controls, or 
holds with power to vote 10 percent or more of the outstanding voting 
securities of a public-utility company (i. e. , an electric utility company 
or a gas utility company as defined by such act) or of any other 
holding company. A coi poration is al, o a holding company if the Se- 
curities and Exchange Commission determine. , after notice and oppor- 
tunity for hearing, that such corporation directly or indirectly exer- 
cises (eitlier alone or pursuant to an arrangement or understanding 
with one or more other persons) such a controlling infiuence over the 
managenient or policies of any public-utility company (i. e. , an electric 
utility~ company or a gas utility company as defined by such act) or 
holding company as to make it necessary or appropriate in the public 
interest oi for the protection of investors or consumers that such corpo- 
ration be subject to the obligations, duties, and liabilities imposed 
upon holding companies by tlie Public Utility IIolding Company Act 
of 10'35 (15 U. S. C. c. oC). An electric utility company is defined by 
section 2(a) (8) of the Public Utility Holding Company Act of 1085 
(15 U. S. C. 79b(a) (8) ) to mean a company which owns or operates 
facilities used for the generation, transmission, or distribution of elec- 
trical energy for sale, other than sa]e to tenants or employees of the 
company operating such f acili ties for their own use and not for resale; 
anil a, gas utility company is defined by section 9(a) (4) of such act 
(15 U. S. C. 70b (a) (4) ), to mean a company which owns or operates 
facilities used for the distribution at retail (other than distribution 
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only in enclosed portable containers, or distribution to tenants or 
employees of the company operating such facilities for their own use 
and not for resale) of natural or manufactured gas for heat, light, or 
power, FIowever, under certain conditions the Securities and Ex- 
change Commission may declare a company not to be an electric utility 
company or a gas utility company, as the case may be, in which event 
the company shall not be considered an electric utility company or a 
gas utility company. 

(2) The term "holding company system" has the meaning assigned 
to it by section 2(a) (9) of the Public Utility Holding Company Act 
of 1935 (15 U. S. C. Y9b(a) (9) ), and hence n&cans any holding com- 
pany, together with all its subsidiary companies (i. e. , subsidiary 
companies within the meaning of section 2(a) (8) of such act (15 
U. S. C. 79b(a) (8) ), which in general include all companies 10 percent 
of whose outstanding ~ oting securities is owned directly or indirectly 
by such holding company and all mutual service companies of which 
such holding company or any subsidiary coInpany thereof is a member 
company, The term "mutual service company" means a company ap- 
proved as a Inutual service company under section 18 of the Public 
Utility FIolding Company Act of 1985 (15 U. S. C. 79m). The term 
"member company" is defined by section 2(a) (14) of such act (15 
U. S. C. 79b(a) (14) ), to mean a company which is a member of an 
association or group of companies mutually served by a mutual service 
company. 

(8) The term "associate company" has the meaning assigned to it 
by section 2(a) (10) of the Public Utility IIolding Company Act of 
1935 (15 U. S. C. 79b(a) (10) ), and hence an associate company of a 
company is any company in the same holding-company system with 
such company. 

(c) majority-ourned subsidiary company. — The term "majority- 
owned subsidia, ry company" is defined in section 1088(c), Direct 
ownership by a registered holding company of more than 50 percent 
of the specified stock of another corporation is not necessary to con- 
stitute such corporation a majority-owned subsidiary company. To 
illustrate, if the H Corporation, a registered holding company, owns 
51 percent of the common stock of. thee A. Corporation and 81 p~ercent 
of the common stock of the 8 Corporation, and the A Corporation. 
owns 20 percent of the common stock of the 8 Corporation (the com- 
mon stock in each case being the only stock entitled to vote), both 
the A Corporation and the 8 Corporation are majority-owned. sub- 
sidiary companies. 

ystem group. — The term "system group" is defined in section 
M83 (d) to mean one or more chains of corporations connected through 
stock ownership with a common parent, corporation, if at least 90 
percent of each class of stock (other than (1) stock which is preferred 
as to both dividends and assets, and (2) stock which is limited and 
preferred as to dividends but which is not preferred as to assets but 
only if the total value of such stock is less than 1 percent of the ag- 
gregate value of all classes of stock which are not preferred as to 
both dividends and assets) of each of the corporations (except the 
common parent corporation) is owned directly by one or more of the 
other corporations, and if the common parent corporation owns di- 
rectly at least 90 percent, of each class of stock (other than stock 
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preferred as to both dividends and assets) of at least one of the other 
corporations; but no corpoi ation is a member of a system group unless 
it is eitlier a registered holding company or a majority-owned sub- 
sidiary company. While the type of stock which must, for the purpose 
of this definition, be at least 00 percent owned may be difFerent from 
the voting stock which must be more than 50 percent owned for the 
purpose of the definition of a majority-owned subsidiary company 
under section 1088(c), as a general rule both types of ownership tests 
inust be met under section 1088(d), since a corporation, in order to be 
a member of a system group, must also be a registered holding com- 
pany or a niajority-owned subsidiary coml)any. 

(e) nonexempt property. — The term "nonexempt property" is de- 
fined by section 1083 (e) to include— 

(1) The amount of any consideration in the form of a can- 
cellation or assumption of debts or other liabilities of the trans- 
feror (including a continuance of encumbrances subject to which 
the property was transfei red). To illustrate, if in obedience to 
an order of the Securities and Exchange Commission the X Cor- 
poration, a registered holding company, transfers property to 
the Y Corporation in exchange for property (not nonexempt 
property) with a fair market value of $500, 000, the X Corporation 
receives $100, 000 of nonexempt property, if for example- 

(i) The Y Corporation cancels $100, 000 of indebtedness 
owed to it by the X Corporation; 

(ii) The Y Corporation assumes an indebtedness of 
$100, 000 owed by the X Corporation to another company, 
the A. Corporation; or 

(iii) The Y Corporation takes over the property conveyed 
to it by the X Corporation subject to a mortgage of $100, 000. 

(2) Short-term obligations (including notes, drafts, bills of ex- 
change, and bankers' acceptances) having a maturity at the time 
of issuance of not exceeding 24 months, exclusive of days of grace. 

(8) Securities issued or guaranteed as to principal or interest 
by a government or subdivision thereof (including those issued 
by a, corporation which is an instrumentality of a government 
or subdivision thereof). 

(4) Stock or securities which were acquired from a registered 
holding company which acquired such stock or securities after 
February 28, 1088, or an associate company of a registered hold- 
ing company which acquired such stock or securities after Febru- 
ary 28, 1088, unless such stock or securities were acquired in 
obedience to an order of the Securities and Exchange Commission 
(as defined in section 1088 (a) ) or were acquired with the authoi"- 
ization or approval of the Securities and Exchange Commission 
under any section of the Public Utility Holding Company Act of 
1935, and are not nonexempt property within the meaning of 
section 1088(e) (1), (2) or (8). 

(5) Money, and the right to receive money not evidenced by a 
security other than an obligation described as nonexempt prop- 
erty in section 1088(e) (2) or (8). The term "the right to receive 
money" includes, among other items, accounts receivable, claims 
for damages, and rights to refunds of taxes. 
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(f) 8t'os or secnritie8. — The term "stock or securities" is clefined 
in section 1088{ f) for the purposes of sections 1081 to 1083, inclusive. 

As therein defined, the term includes voting trust certificates and 
stock rights or warrants. 

WASH SALES OF STOCKS OR SECURITIES 

$1. 1091 STATUTQRY I RovIsIQNsi LossKs FRQM WABH SALKs oK 
STOCKS OR SECURITIES) BASIS. 

SEC. 1091. LOSS FROGS WASH SALES OF STOCK OR SECURITIES. 
(a) DIsALLowANcE oF Loss DEDUcTICN. In the case of any loss 

claimed to have been sustained from any sale or other disposii:ion of 
shares of stock or securities where it appears that, within a period be- 
ginning SO days before the date of such sale or disposition and ending 
80 days after such date, the taxpayer has acquired (by purchase or by 
an exchange on which the entire amount of gain or loss was recognized 
by law), or has entered into a contract or option so to acquire, sub- 
stantially identical stock or securities, then uo deduction for the loss 
shall be allowed under section 165(c) (2); nor shall such deduction 
be allowed a corporation under section 105(a) unless it is a dealer in 
stocks or securities, and the loss is sustained in a transaction made in 
the ordinary course of its business. 

(b) STocK AcqUIEED LEss THAN STocK. SoI. D. — lf the amount of 
stock or securities acquired (or covereIl by the contract or option to 
acquire) is less than the amount of stock or securities sold or otherwise 
disposed of, then the particular shares of stock or securities the loss 
from the sale or other disposition of which is not deductible shall be 
determined uuder regulations prescribed by the Secretary or his 
delegate. 

(c) STocK AcqUIDED XoT LEss THAN S'1'ocK SDLD. — If the amount of 
stock or securities acquired (or covered by the contract or option to ac- 
quire) is not less thau the amount of stock or securities sold or oiher- 
wise disposed of, then the particular shares of stock or securities the 
acquisition of which (or the contract or optiou to acquire which) re- 
sulted in the nondeductibility of the loss shall be determined under 
regulations prescribed by the Secretary or his delegate. 

(d) UNADJUsTED BA8Is IN CAsE oF WAsH SALE oF STocK. — If the 
property consists of stock or securities the acquisition of which (or the 
contract or option to acquire 1rhich) resulted in the nondeductibility 
(under this section or correspondiug provisions of prior internal reve- 
nue laws) of the loss from the sale or other disposition of substani;ially 
identical stock or securities, then the basis shall be the basis of the 
stock or securities so sold or disposed of, increased or decreased, as the 
case may be. by the difference, if any, between the price at which the 
propertv was acquired and the price at which such substantially iden- 
tical stock or securities were sold or otherwise disposed of. 

(1. 1091 — 1 LOSSES FRoM WAsII SALEs oK STocK oR SKOURITIKs. — 
(a) A taxpayer cannot deduct any loss claimed to have been sustained 
from the sale or othel clisposition of stock or securities if, within a 
period beginning 80 days before the date of such sale or disposition 
and ending 80 days after such date (referred to in this section as the 
~1-day period), he has acquired (by purchase or by an exchange upon 
which the entire amount of gain or loss was recognized by law), or has 
entered into a contract or option so to acquire, substantially identical 
stock or securities. IIO1rever, this prohibition does not apply {1) in 
the case of a (axpayer, not a corporation, if the sale or other dispo- 
sition of stock or securities is made in connection with the taxpayer's 
trade or business, or (9) in the case of a corporation, a dealer in stock 
or securities, if the sale or other disposition of stock or securities is 
I)lade in the ordinary course of its business as such dealer. 
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(b) AVhere more than one loss is claimed to have been sustained 
ivithin (he taxable year from the sale or other disposition of stock or 
securities. the provisions of this section shall be applied to the losses 
in the order in which the stock or securities the disposition of which 
resulted in the respective losses were disposed of (beginning with the 
earliest disposition). If the order of disposition of stock or securities 
disposed of at a loss on the same day cannot be determined, the stock 
or securities will be considered to have been disposed of in the order 
in which they were originally acquired (beginning with the earliest 
acquisition) . 

(c) Where the amount of stock or securities acquired within the 
61-day period is less than the amount of stock or securities sold or 
otherwise disposed of, then the particular shares of stock or securi- 
ties the loss from the sale or other disposition of which is not de- 
ductible shall be those with which the stock or securities acquired are 
inatched in accordance with the following rule: The stock or securi- 
ties acquired will be matched in accordance with the order of their 
acquisition (beginning with the earliest acquisition) with an equal 
number of the shares of stock or securities sold or otherwise disposed 
of. 

(d) AVhere the amount of stock or securities acquired within the 
61-day period is not less than the amount of stock or securities sold 
or otherwise disposed of, then the particular shares of stock or securi- 
ties the acquisition of which resulted in the nondeductibility of the 
loss shall be those with which the stock or securities disposed of are 
matched in accordance with the following rule: The stock or securities 
sold or otherwise disposed of will be matched with an equal nuniber 
of the shares of stock or securities acquired in accordance with the 
order of acquisition (beginning with the earliest acquisition) of the 
stock or securities acquired. 

(e) The acquisition of any share of stock or any security which 
results in the nondeductibility of a loss under the provisions of this 
section shall be disregarded in determining the deductibility of any 
other loss. 

(f) The word "acquired" as used in this section means acquired by 
purchase or by an exchange upon which the entire amount of gain or 
loss was recognized by la~w, and comprehends cases where the tax- 
payer has entered into a contract or option within the 61-day period 
to a«quire by purchase or by such an exchange. 

(g) The fpollowing exaiiiples illustrate the application of this: 
section: 

Exaniple (1). A. , whose taxable year is the calendar year, on 
December 1, 1954, purchased 100 shares of common stock in the 
ill Company for $10, 000 and on December 15, 1954, purchased 
100 additional shares for $9, 000, On January 8, 1955, he sold the 
100 shares purchased on December 1, 1954, for $9, 000. Because 
of the provisions of section 1091, no loss froin the sale is allowable ' 

as a deduction. 
Exam'/e (8). 4, whose taxable year is the calendar year, on 

September 21, 195, purchased 100 shares of the common stocl 
of the M Company for $5, 000. On December 21, 1954, he pur- 
chased 50 shares of substantially identical stock for $2, 750, and 
on December 27, 1954, he purcliased 25 additional shares of sucli 
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stock foi $1, ]o5. On January 8, 1955, he sold for $4, ()00 the 
100 shares purcliased on Septeniber 21, 1954. There is an indi- 
cated loss of $1, 000 on the sale of the 100 shares. Sii(c», wi((:i» 
tlie 61-day period, A purchased 75 shares of substantially id(nit ic;(1 
stock, the loss on the sale of 75 of the shares ($8, 750 — $'&, 000, or 
$750) is not allowable as a deduction because of the provisions 
of section 1091. The loss on the sale of the remaining "5 shares 
($1, 250 — $1, 000, or $250) is deductible subject to the lin(itations 
provided in sections 267 and 1211. The basis of the 50 shares 
purchased December 21, 1954, the acquisition of which resulted 
in the nondeductibility of tlie loss ($500) sustaine(l on 50 of the 
100 shares sold on January 6, 1955, is $2, 500 (the cost of 50 of 
the shares sold on January 8, 1955) +$750 (the di8crence be- 
tween the purchase price ($2, 750) of the 50 shares acquiied on 
December 21, 1954, and the selling price ($2, 000) of 50 of the 
shares sold on January 3, 1955), or $8, 250. Similarly, the b', isis 
of the 25 sliares purcliased on December 27, 1954, the a~cquisition 
of which resulted in the nondeductibility of the loss ($250) 
sustained on 25 of the sh;ires so! d on January 3, 1955. is 
$1, 250+ $125, or $1, 875. Sce q~ 1. 1(l91 — '&. 

Examp/e (8). A. , whose taxable year is the calendar year, on 
September 15, 1%4, purchased 100 shares of the stock of the 31 
Company for $5, 000. He sold tliese shares on February 1, 1956, 
for $4, 000. On each of the four days from February 15, 1%6, 
to February 18, 1%6, inclusive, he purchased 50 shares of sub- 

stantially identical stock for $2, 000. There is an indicated loss 
of $1, 000 from the sale of the 100 shares on February 1, 1956, 
but, since within the 61-day period A. purchased not less than 
100 shares of substantially identical stock, the loss is not de- 

, ductible. The particular shares of stock the purchase of which 
resulted in the nondeductibility of the loss are the first 100 shares 
purchased within such period, that is, the 50 shares purchased 
on February 15, 1956, and the 50 shares purchased on February 
16, 1956. In determining the period for which the 50 shares pur- 
chased on February 15, 1956, and the 50 shares purchased on 

February 16, 1%6, were held, there is to be included the period 
for which the 100. shares purchased on September 15, 1954, and 

sold on February 1, 1956, were held. 

31. 1091 — 2 BAsIs oF STocKS oR SEcURITIEs AcqIIIREn ii "'(Y~sII 

SALEs. " — The application of section 1091(d) may be illustrated by the 
following examples: 

Example (1). A. purchased a share of common stock of the X. 
Corporation for $100 in 1%5, whicli he sold January 15, 1955, 
for $80. On February 1, 1955, he purchased a share of common 

stock of the same corporation for $90. No loss from the sale 

is recognized under section 1091. The basis of the new share 

is $110; that is, the basis of the old share ($100) increased by 

$10, the excess of the price at which the new share was acquired 

($90) over the price at which the old share was sold ($80). 
Encamp/e (8). A purchased a share of common stock of the 

Y Corporation for $100 in 1985, which he sold January 15, 1955, 
for $80. On February 1, 1955, he purchased a share of common 
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sioclc of the same corporation for $70. No loss from the sale is 
recognized under section 1091. The basis of the new share is $90; 
that is, the basis of the old share ($100) decreased by $10, the 
excess of the price at which the old share was sold ($80) over 
thc price at lvhich the nelv share was acquired ($70). 

RussELL C. HARRINGTON) 
Commissioner of Internal Pi, et ence. 

Approved May 28, 1956. 
DAN THROOI' SMITH~ 

8pecial Assistant to the Secretary in Charge of Tax Policy. 

(Filed by the Division of the Federal Register June 1, 1%6, 8: 45 a. In, ) 

SIJBCHAPTER P. — CAPITAL GAINS AXD LOSSES 

PART I. — TREATMENT OF CAPITAL GAINS 

SECTION 1201. — AI TFRXATIVF. TAX 

(Also Sections 248, 244-, 245, 247, 922, and 941. ) Rev. Rul. 56-151 

If corporations compute the alternative tax on capital gains pro- 
vided by section 1201(a) of the Internal Revenue Code of 1954 and 
are entitled to special deductions for dividends received (sections 248, 
244, and 245 of the 1954 Code), the special deduction for dividends 
paid (section 247), the special deduction for a Western Hemisphere 
trade corporation (section 922), or the special deduction for a China 
Trade Act corporation (section 941), the excess of the net long-term 
capital gain over net short-term capital loss is not to be subtracted 
from taxable income in determining the amount of such special deduc- 
tions, as is required by Schedule D, Form 1120, U. S. Corporation 
Incoine Tax Return, for both 1954 and 1955. 

Line 11 of Schedule D, Form 1120, which shows the taxable income 
before the deduction for excess net long-term capital gain (line 12) in 
computing the alternative tax for a corporation, is followed by the 
parenthetical note: "(When deductions are allowable under sections 
248, 244, 245, 247, 922, and 941, disregard lines 11 and 12 and compute 
taxable income for purposes of the alternative tax (line 18) according 
to the 'Alternative Tax' instructions on page 4. ). " This note on line 
11 of Schedule D, Form 1120, for years 1954 and 1955, as well as the 
portions on page 4 of the instructions accompanying that schedule 
to which the note referred, should therefore be disregarded. 

Accordingly, for taxable years subject to the 1954 Code, the special 
deductions allowed corporations by the above-cited sections of the 
1954 Code are to be based upon taxable income including the excess of 
net long-term capital gain over net short-term capital loss. Where 
the changes set forth herein will result in a change in income tax 
liability for a taxable year in respect of which a return has previously 
been filed, taxpayers should file amended returns or claims for refund 
on Form 843 (Claim). 
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(Also Part II, Section 117(c); Regulations 118, Rev. Rul. 56 — 247 
Section 39. 117 (c) — 1. ) 

In computing the alternative tax pursuant to the provisions of sec- 
tion 1201 of the Internal Revenue Code of 1954 (section 117(c) of the 
]939 Code), where a taxpayer's statutory deductions and/or credits 
exceed his ordinary income (as distinguished from taxable capital 
gain), the "capital gains tax" provided in section 1201(a) of the 1054 
Code, in the case of a corporation, and section 1201(b) of the 1M4 Code, 
in the case of other taxpayers, is to be applied to the taxable long-term 
capital gain unreduced by the amount of the excess of the statutory 
deductions and/or credits over ordinary income. See Wa9er N. Il'eit 
et Gl. v. Commissioner, 23 T. C. 424. 

PART III. — GENERAL RULES FOR DETERMINING CAPITAL GAINS AND LOSSES 

SECTION 1221. — CAPITAI, ASSET DEFINED 

Treatment of dividends paid on shares of stock sold and held in 
trust and applied as payments against the principal and interest of 
a, promissory note given for the purchase of the stock. See Rev. Rul. 
56-153, page 166. 

PART IV. — SPECIAL RULES FOR DETERMINING CAPITAL GAINS AND LOSSES 

SECTION 1231. — PROPERTY USED IN THE TRADE OR 
BUSINESS AND INVOLUNTARY CONVERSIONS 

Gain from collections on promissory note sold to subsidiary by 
parent corporation. See Rev. Rul. 56 — 186, page 441. 

SUBCHAPTER Q. — READJUSTMENT OF TAX BETWEEN YEARS AND 
SPECIAL LIMITATIONS 

PART I. — INCOME ATTRIBUTABLE TO SEVERAL TAXABLE YEARS 

SECTION 1303. — INCOME FROM BACK PAY 

Rev. Rul. 56 — 108 

A lump sum payment received by an employee upon discontinu- 
ance of his employer's business, which was made in accordance 
with a union agreement, as severance pay, two-weeks' notice pay 
and accrued vacation pay is not back pay and does not qualify for 
treatment urder section 1303 of the Internal Revenue Code of 10"&4. 

Advice has been requested whether a lump sum payment, made up 
of severance pay, two-weeks' notice pay, and accrued vacation pay, 
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received by an employee upon discontinuance of the business of the 
corporation by which he was employed constitutes back pay. 

The taxpayer was an employee of a corporation which discontinued 
business. An agreement between his employer and. a union of which 
he was a member provided that if a» employee was discharged for 
any reason other than wilful neglect of duty or gross misconduct he 
would be entitled to severance pay, two-weeks' notice pay, and accrued 
vacation pay, In accordance with such agreement the person who 
became unemployed because of discontinuance of the business received 
a lump sum payment. 

Section 1803(b) of the Interns. l Rei e»ue Code of 19M provides in 
part as follows: 

(b) DExtNrvzoN ov BxcK. I'xv. — For lmrposes of this section, the term "back 
pay" means amounts includible in gross incoine under this subtitle which are oue 
of the following— 

(1) Remuneration, including wages, salaries, retirement pay, and other 
similar compensation, which is received or accrued during the taxable year 
by an employee for services performed before the toxable year for his em- 
ployer and which would have been paid before the taxable year except for 
the interventiou of one of the following events: 

(4) bankruptcy or receivership of the employer; 
(B) dispute as to the liability of the employer to pay such remunera- 

tion, which is determined after the commencement of court proceedings; 
(C) if the employer is the United States, a State, a Territory, or any 

political subdivision thereof, or the District of Columbia, or any agency 
or instrumentality of any of the foregoing, lack of funds appropriated to 
pay such remuneration; or 

(D) any other event determined to hc similar iu nature under regula- 
tions prescribed by the Secretary or his delegate. 

None of the events enumerated in section 1808(b) (1) (A), (B) and 
(C) of the Code have occurred in the instant case. For the purpose of 
(D) thereof an event will be considered similar in nature to events 
enumerated in (A), (8) and (C) only if the circumstances are un- 
usual, if they are the type specified therein, if they operate to defer 
payment of the remuneration for the services performed and if the 
payment, except for such circumstances, would have been made prior 
to the taxable year in which received or accrued. See section 39. 107 — 3 
(b) of Regulations 118, applicable under section 1303 of the 1954 Code 
by virtue of Treasury Decision 6091, C. B. 1954 — 9, 47. 

The payment to the taxpayer was not compens~ation which would 
have been paid in a prior period except for the intervention of an event 
similar in nature to a dispute as to the liability of the employer to pay 
such remuneration. 

Accordingly, it is held that the lump sum payment received by an 
employee upon discontinuance of his employer's business, which was 
made in accordance with a union agreement representing severance 

i pay, two-weeks notice pay and accrued vacation pay is not back pay 
and does not, qualify for treatment under section 1303 of the Internal 
Revenue Code of 1954. 
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PART II. — MITIGATION OF EFFECT OF LIMITATIONS AND OTHFR pROVISIONS 

SECTION 1811, — CORRECTION OF ERROR 

96 CFR 1. 1811(a): Statutory provisions; T. D. 6169' 
correction of error; general rule. 

TITLE 26 — INTERNAL REVENUE, 1954. — CIIAPTER I, SUBCIIAPTER A, PART 1, — 
TAXABLE YEARS BEGINNING APTLcR DDiCLi'MBER 91, 1953 

Regulations lircsi ribed under subchapter Q — mitigation of effect 
of limitations and other provisions. 

DEPARTMENT OF THE TREASURY~ 
OFFICE OF COMMISSIONER OF INTERNAL REVFNUE 

S'adhington 86, D. O. 
To Officere and E~nptoyeee of the Interna/ Revenue 8er oice and Others 

Concerned: 
Aurrronrrr: 8 1. 1311 to 1. 1315, incl. , issued under secs. 1313, 7800, I. R. C. 

1954; 68A Stat. 339, 917; 26 U. S. C. 1313, 7805. 

On July 19, 1955, notice of proposed ruiemalfing with respect to 
regulations under subchapter Q, part II (relating to mitigation of 
e8ect of limitations and other provisions), of the Internal Revenue 
Code of 1954, was published in the Federal Register (90 F. R. 4N7). 
After consideration of such relevant suggestions as were presented by 
interested persons regarding the proposals, the regulations as so 
published have been modifie and are hereby adopted as set forth 
below: 

MITIGATION OF EFFECT OF LIMITATIONS AND OTHER PROVISIONS 

151. 1811(a) STATIJTORY PROVISIONS; CORRECTION OI' ERROR; CvEN- 
ERAL RULE. 

SKC. 1311. CORRECTION OF KRROR. — 
(a) GENEEAL Rvrz. — If a determination (as defined in section 1313) is 

described in one or more of the paragraphs of section 1312 and, on the 
date of the determination, correction of the effect of the error referred 
to in the applicable paragraph of section 1312 is prevented by the opera- 
tion of anv law or rule of law, other than this part and other than section 
7122 (relating to compromises), then the effect of the error shall be 
corrected by an adjustment made in the amount and in the manner 
specified in section 1314. 

NI 1. 1311(a) — 1 INTRGDUOTIGN. — (a) Part II of subchapter Q pro- 
vides certain rules for the correction of the e8ect of an erroneous 
treatment of an item in a taxable year which is closed by the statute of 
limitations or otherwise, in cases where, in connection with the ascer- 
tainment of the tax for another taxable year, it has been determined 
that there was an erroneous treatment of such item in the closed year. 

The publication of this Treasury Decision in 21 F. R. 890, dated February 9, 1956, 
contains (1) a series of instructions for modifying the notice of proposed rule making 
pubusbed in 20 F, R. 4947, dated July 12, 1955, and (2) the full context of the regulations 
'with such modiflcations. As here published, the Treasury Decision reflects the full con- 
text of such regulations, with modiflcations. The individual instructions have been omitted. 
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(b) In most situations falling within this part the correction of the 
e8ect of the error on a closecl yeai can be made only if either the 
Coinmissioner or the taxpayer has taken a position in another taxable 
yeai which is inconsistent with the erroneous treatment of the item 
in the closed year. If a refund or credit would result from the correc- 
tion of the error in the closed year. then the Commissioner must be 
the one maintaining the inconsistent position. For example, if the 
taxpayer erroneously included an iteIn of income on his return for an 
earlier year which is now closed and the Conimissioner successfully 
requires it to be included in a later year, then the correction of the 
efFect of the erroneous inclusion of that item in the closed year may be 
made since the Commissioner has maintained a, position inconsistent 
with the treatment of such item in such closed year, On the other 
hand, if an additional assessment would result from the correction 
of the error in the closed year, then the taxpayer must be the one 
&naintaining the inconsistent position. For example, if the taxpayer 
deducted an item in an earlier year which is now closed and he success- 

fullyy 

contends that the item should be deducted in a later year, then the 
correction of the e8ect of the erroneous deduction of that item in the 
closed year may be made since the taxpaver has taken a position 
inconsistent with the treatment of such item in such earlier year. 

(c) There are two special circumstances v hich fall within this part 
but which do not require an inconsistent position be maintained. 
One of these circumstances relates to the inclusion of an item of income 
in the correct year and the other relates to the allowance of a deduc- 
tion in the correct year. In the first situation, if the Commissioner 
takes the position by a deficiency notice or befoxe the Tax Court that 
an item of income should be included in the gross income of a taxpayer 
for a particular year and it is ultimately determined that such item 
was not so includible, then such item can be included in the income of 
the proper year if that year was not closed at the time the Commis- 
sioner took his position. In the second situation, if the taxpayer 
claims that a deduction should be allowed for a pa~rticular year and 
it is ultimately determined that the deduction was not allowable in 
that year, then the taxpayer may take the deduction in the proper year 
if that year was not closed at the time the taxpayer first claimed a 
deduction. 

$ 1. 1811(a) — 2 PvRrosr. ANn Scorz or SEcrzox 1311. — (a) Section 
1311 provides for the correction of the e8ect of certain errors under 
circumstances specified in section 1812 when one or more provisions 
of law, such as the statute of limitations, would otherwise prevent 
such correction. Section 1811 may be applied to correct the efFect of 
certain errors if, on the date of a determination (as defined in section 
1818(a) and the regulations thereunder), correction is prevented by 
the operation of any provision. of Iaw other than sections 1811 through 
1815 and section 7199 (relating to compromises) and the corresponding 
provisions of prior revenue laws. Examples of provisions prevent- 
ing such corrections are sections 6501, 6511, 6589, and 6901 (c), (d) 
and (e), relating to periods of limitations; section 6919(c) and 6519 
relating to the e8ect of petition to the Tax Court of the United States 
on further deficiency letters and on credits or refunds; section 71~1 
relating to closing agreements; and sections 6401 and 6514 relating 
to payments, refunds, or credits after the period of limitations has 
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expired. Section 1811 may also be applied to coirect the eA'cct of 
an error if, on the date of the determination, correction of the error 
is prevented by the operation of any rule of law, such as res judicata 
or estoppeL 

(b) The determination (including a determination under section 
1818(a) (4) ) may be with respect to any of the taxes iinposed by 
subtitle A. of the Internal Revenue Code of 1954, by chapter 1 and 
subchapters A, 8, D, and E of chapter o of the Internal Revenue Code 
of 1989, or by the corresponding provisions of any prior revenue act, 
or by snore than one of sucli pro~visions. Section 1811 may be»pplied 
to correct the efFect of' the error only as to the tax or taxes with respect 
to which the error was made which correspond to the tax or taxes wi{, h 
respect to which the determination relates. Thus, if the determina- 
tion relates to a t»x imposed by chapter 1 of the Internal Revenue Code 
of 1954, the adjustment may be only with respect to the tax imposed 
by such cliapter or by the corresponding provisions of prior law. 

(c) Section 1811 is not applicable if, on the date of the determina- 
tion, correction of the eQ'ect of the error is permissible without recourse 
to said section. 

(d) If the tax liability for the year with respect to which the error 
was made has been compromised under section 7199 or the correspond- 
ing provisions of prior revenue laws, no adjustment may be made under 
section 1811 with respect to said year. 

(e) No adjustment may be made under section 1811 for any taxable 
year beginning prior to January 1, 198o. See section 1814(d). 

(f) Section 1811 applies only to a determination (as de6ned in 
section 1818(a) and $$ 1. 1818(a) — 1 to 1. 1818(a) — 4, inclusive) made 
after November 14, 1954. Section 8801 of the Internal Revenue Code 
of 1989 and the regulations thereunder apply to determinations, as 
defined therein, made on or before November 14, 1954. See section 
1815. 

$1. 1811(b) STATI, TORY' PROvISIONSj CORRECTION oF ERRORj CON- 
DITIONS NECESSARY' FOR ADJUSTMENT, 

SEC. 1811. CORRECTION OF ERROR. 
(b) CoNDITIoNs XEOEssARY FoR ADJOSTMENT— 

(1) MAINTENANOE oF AN INcoNsIsTENT PosITIQN, — Except in cases 
described in paragraphs (8) (B) and (4) of section 1812, an ad- 
justment shall be made under this part only if— 

(A) In case the amount of the adjustment would be credited 
or refunded in the same manner as an overpayment under 
section 1814, there is adopted in the determination a position 
maintained by the Secretary or his delegate, or 

(B) In case the amount of the adjustment would be assessed 
and collected in the same manner as a deficiency under section 
1814, there is adopted in the determination a position main- 
tained by the taxpayer with respect to whom the determination 
is made, 

and the position maintained by the Secretary or his delegate in 
the case described in subparagraph (A) or maintained by the tax- 
payer in the case described in subparagraph (B) is inconsistent 
with the erroneous inclusion, exclusion, omission, allowance, dis- 
allowance, recognition, or nonrecognition, as the case may be. 

(2) CCRREcTICN NCT BARRED AT TIME CF ERRONEOCS AGTIoN- 
(A) Determination Described in Section 1812(8) (B). — In 

the case of a determination described in section 1812(8) (B) 
(relating to certain exclusions from income), adjustment shall 
be made under this part only if assessment of a deficiency for 
the taxable year in which the item is includible or against the 
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related taxpayer was not barred, by any laiv or rule of law, at 
the time the Secretary or his delegate first maintained, in a 
notice of deficiency sent pursuant to section 6212 or before the 
Tax Court oi ihe United States, that the item described in section 
1812(8) (B) should be included in the gross income of the tax- 
payer for the taxable year to which the determination relates. 

(B) Determination Described in Section 1?12(4). — In the 
case of a determination described in section 1812(4) (relating 
to disallowance of certain deductions and credits), adjustment 
shall be made under this part only if credit or refund of the 
overpayment attributable to the deduction or credit described 
in such section which should have been allowed to the taxpayer 
or related taxpayer was not barred, by any law or rule of law, at 
the time the taxpayer first maintained before the Secretary 
or his deleg ite or before the Tax Court of the United States, 
in writing. , that he was entitled to such deduction or credit for 
the taxable year to which the deterniination relates. 

(8) KxisrsNcE oF sxrATroNsxxzr. — In case the amount of the 
adjustment would be assessed and collected in the same manner as 
a deficiency (except for cases described in section 1812(8) (B)), 
the adjustment shall not be made with respect to a related taxpayer 
unless he stands in such relationship to the taxpayer at the time 
the latter first maintains the inconsistent position in a return, claim 
for refund, or petition (or amended petition) to the Tax Court of 
the United States for the taxable year with respect to which the 
deterniination is made, or if such position is not so maintained, 
then at the time of the determination. 

$ 1. 181l (b) — 1 MAINTENANOK oF AN TNcoNslsTKNT PosITIo¹ — (8) 
Jn general. — Thunder the circumstances stated in $ 1. 1812 — 1, $ 1. 1312-2, 
paragraph (a) of $ 1. 1812 — 8, $ 1. 1312 — 5, and g 1. 1812 — 6, the mainte- 
nance of an inconsistent position is a condition necessary for adjust- 
ment. The requirement in such circumstances is that a position 
maintained with respect to the taxable year of the determination and 
which is adopted in the determination be inconsistent with the errone- 
ous inclusion, exclusion, omission, allowance, disallowance, recognition, 
or nonrecognition, as the case Inay be, with respect to the taxable 
year of the error. That is, a position successfully maintained with 
respect to the taxable year of the determination must be inconsistent 
with the treatment accorded an item which was the subject of an error 
in the computation of the tax for the closed taxable year. Adjustments 
under the circumstances stated in paragraph (b) of $ 1. 1319 8 and in 
~~ 1. 1812 — 4 are made without regard to the maintenance of an incon- 
sistent position. 

(b) Adj ustinent8 re, snltingin ref'end or credit. — (1) An adjustment 
under any of the circumstances stated in ($ 1. 1812 — 1, 1. 1812 — 5, ol' 
1. 1812 — 6 which would result in the allowance of a refund or credit is 
authorized only if (i) the Commissioner, in connection with a detel'- 
mination, has maintained a position which is inconsistent with the 
erroneous inclusion, omission, disallowance, recognition, or nonrecog- 
nition, as the case may be, in the year of the error, a'nd (ii) such 
inconsistent position is adopted in the determination. 

Exump/e. A. taxpayer who keeps his books on the cash method 
erroneously included as income on his return for 1954 an item of 
accrued interest. After the period of limitations on refunds for 1054 
had expired, the district director, on behalf of the Conlmissioner, 
proposed an adjustment for the year 1055 on the ground that the 
Item of interest was received in 1055 and, therefore, was properly in- 
cludible in gross income for that year. The taxpayer and the district 
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director entered into an agreement w]iich meets all of the requirements 
of $ 1. 1313(a) — 4 and which determines that the interest item was 
includible in gross income for 1055. The Commissioner has maintained 
a, position inconsistent with the inclusion of the interest item for 1054. 
As the determination (the agreement pursuant to $1. 1313(a)-4) 
adopted such inconsistent position, an adjustment is authorized for the 
year 1054. 

(2) An adjustment under circumstances stated in $$ 1. 1312 — 1, 
1. 1312 5, or 1. 1312 — 6 which ivou]d result in the allowance of. a refund 
or credit is not authorized if the taxpayer with respect to whom the 
determination is made, and not the Commissioner, has maintained 
such inconsistent position. 

Example. Iii the example in subparagraph (1) of this paragraph, 
assume that the Commissioner asserted a deficiency for 1955 based upon 
other items for that year but, in computing the net income upon which 
such deficiency divas based, did not include the item of interest. The 
taxpayer appealed to the Tax Court and in his petition asserted that 
the interest item should be included in gross income for 1955. The 
Tax Court in 1060 include(1 the item of interest in its redetermination 
of tax for the year 1055. In such case no adjustment would be author- 
ized for 1954 as the taxpayer, and not the Commissioner, maintained 
a position inconsistent with the erroneous inclusion of the item of inter- 
est in the gross income of the taxpayer for that year. 

(c) Adputments resulting in additional assessments. — (1) An ad- 
justment under any of the circumstances stated in $$ 1. 1312 — 2, 1. 1319 
3(a, , ), 1. 1312 — 5, or 1. 1312 — 6, which would result in an additional 
assessment is authorized only if (i) the taxpayer with respect to whom 
the determination is made has, in connection therewith, maintained 
a position which is inconsistent with the erroneous exclusion, omission, 
allowance, recognition, or nonrecognition, as the case may be in the 
year of the error, and (ii) such inconsistent position is adopted in the 
determination. 

Encamp/e. A taxpayer in his return for 1050 claimed and was 
allowed a deduction for a loss arising from a casualty. After the 
taxpayer had filed his return for 1051 and after the period of limita- 
tions upon the assessment of a deficiency for 1950 ha, d expired, it was 
discovered that the loss actually occurred in 1951. The taxpayer, 
therefore, fi]ed a claim for refund for the year 1051 based upon the 
al]owance of a deduction for the loss in that year, and the claim 
was allowed by the Commissioner in 1055. The taxpayer thus lias 
maintained a position inconsistent with the allowance of the deduction 
for 1950 by filing a claim for refund for 1951 based upon the same 
deduction. As the determination (the allowance of the claim for 
refund) adopts such inconsistent position, an adjustment is authorized 
for the year 1950. 

(2) An adjustment under the circumstances stated in f$ 1. 1312 — 2, 
11312 — 3 (a), 1. 1312 — 5, or 1. 1312 — 6 which wou]d result in an additional 
assessment is not authorized if the Commissioner, and not the taxpayer, 
lias maintained such inconsistent position. 

Example. In the example in subparagraph (1) of this paragraph, 
assume that the taxpayer did not file a c]aim for refund for 1051 
but the Commissioner issued. a notice of deficiency for 1051 based 
iipon other items. The taxpayer filed'a petition with the Tax Court 



390 

of the Unite&1 States and the Commissioner in his answer voluntarily 
proposed the allow;ince for 1951 of a deduction for the loss previously 
allowed for 1950. The Tax Court took the deduction into account in 
its redetermination in 1955 of the tax for the year 1951. In such case 
no adjustment would be authorized for the year 1950 as the Commis- 
sioner, and not the taxpayer, has maintained;i position inconsistent 
with tlie allowance of a deduction for the loss in that year. 

$ 1. 1811(b) — 2 CORRECTION SOT BARRED AT TIME OF KRRONEOLS 
ADTIoN. — (a) An adjustment under the circumstances stated in para- 
graph (b) of $ 1. 1812 — 8 (relating to the double exclusion of an item 
of gross income) which would result in an additional assessment, is 
authorized only if assessment of a deficiency against the taxpayer or 
related taxpayer for tlie taxakile year iii ivhich the item is includible 
ivas not barred by:iny law or rule of law at the time the Commissioner 
first maintained, in a notice of deficiency sent pursuant to section 6212 
(or section 272(a) of the Internal Revenue Code of 1989) or before 
the Tax Court of the United Staes, that the item described in para- 
graph (b) of $ 1. 1812 — 8 should be included in the gross income of the 
taxpayer in the taxable year to which the determination relates. 

(b) An adjustment under the circumstances stated in $ 1. 1812-4 
(relating to the double disallowance of a deduction or credit), which 
would result in the allowance of a credit or refund is authorized 
only if a credit or refund to the taxpayer or related taxpayer, attrib- 
utable to such adjustment, was not barred by any law or rule of law 
when the taxpayer first maintained in writing before the Commis- 
sioner or the Tax Court that he was entitlecl to such deduction or 
credit for the taxable year to which the determination relates. The 
taxpayer will be considered to have first maintained in writing be- 
fore the Commissioner or the Tax Court that he was entitled to 
such deduction or credit when he first formally asserts his right to 
such deduction or credit as, for example, in a return, in a claim for 
refund, or in a petition (or an amended petition) before the Tax Court. 

(c) Under the circumstances of adjustment with respect to which 
the conditions stated in this section are applicable, the conditions 
stated in $ 1. 1811(b) — 1 (maintenance of an inconsistent position) 
are not required. See $ 1. 1812 — 8(b) and $ 1. 1812 — 4 for examples of 
the application of this section. 

$ 1. 1811(b) — 8 KxisTENoE oF RELATIoNsHIP IN CARE oF ADJUsTMENT 
m. Vi~iiv oF DEFIOIENcv AssEssMENT. (a) Except for cases described 
in $ 1. 1812 — 8 (b), no adjustment by way of a deficiency assessment shall 
be made, with respect to a related taxpayer, unless the relationship 
existed both at some time during the taxable year with respect to which 
the error was made and at the time the taxpayer with respect to whom 
the determination is made first maintained the inconsistent position 
with respect to the taxable year to which the determination relates. 
the case of an adjustment by way of a deficiency assessment under the 
circumstance described in $ 1. 1812 — 8(b) (where the maintenance of an 
inconsistent position is not required), the relationship need exist only 
at some time during the taxable year in which the error was made. 

(b) If the inconsistent position is maintained in a return, claim for 
refund, or petition (or amended petition) to the Tax Court of the 
United States for the taxable year in respect to which the determina- 
tion is made, the requisite relationship must exist on the date of filiiig 
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such document. lf the inconsisten( position is Inaintained in nlolT 
tb ul one of suclt documents, tile re&luisi(e dnte is (lie date of hling of 
the document in wltich it wn, s first maintained. 1f the inconsistent, 
position wns not; thus mnintniuecl, then the rel;ttionship must exist on 
the date of tile determination ns, f' or example, Ivhere at the instance 
of the taxpayer n, deduction is a~llowed, the right to which Ivas not 
asserted in a return, cln, inl for refund, or petition to the "1'ax Courts 
nnd a determination is effected by tuenlts of n, closing agreement or an 
agreement under section 1818 ( n, ) (4) . 

CI 1. 1319 STATUTORY l RovISIONs; C111 "UMsTANGEs OI' ADJUsTbIENT. 

SEC. 1812. CIRCl 'M ST Vxt 'ES OF ADZUSTiIENT 
The circuntstances under hvhich the adjustvnent provided in section 

1811 is authovized;Ivc as follows: 
(1) DGUBI. K INGLLsIoN GF AN ITEhl oF Gao'ss IN«ohIE. — The determi- 

nation requires the inclusion in gross income of an item which was 
erroneously included in the gross inconte of the taxpayer for another 
taxable Year or in the gvoss income of a related t. axpayer. 

(2) DoUBLE ALLowAN«K GF A DKDUcTIGN oR cREDIT. — The deterIni- 
nation allows a dedu«tion or credit which was erroneously allowed 
to the taxpayer for another taxable Year or to a related taxpayer. 

(3) DGUBLE Kx«LUGIGN oF AN ITEII oF GRoss INcohIL- 
(A) Ite1ns Iucluded in Iucon1e. — The determination requires 

the exclusion front g1 oss income of an it. em included in a return 
filed by the taxpayer or with respect to which tax was paid and 
which was erroneously excluded or omitted from the gross in- 
come of the taxpayer for another taxable year, or from the 
gross incovne of a related taxpayer; or 

(B) Items iNot Included in Income. — The deterruination re- 
quires the exclusion from gross income of an item not included 
in a return filed by the taxpayer and with respect to which 
the tax was not paid but which is includible in the gross income 
of the taxpayer for another taxable year or in the gross income 
of a related taxpayer. 

(4) DoUBLE D1sAILohvANcE oF A DEDUcTIov oR cREDIT. — The de- 
termination disallows a deduction or credit which should have 
beeu alloived to, but was uot allowed to, the taxpayer for another 
taxable year, or to a related taxpayer. 

(o) CORRELATIVE DEDUCTIONS AND INCLUSIONS FOR TRUSTS OR 
EsTATEs AND LEGATEEs, BENEI'IcIARIEs, oR HEIRs, — The determinatiou 
allows or disallohvs any of the additional deductions allowable in 
computing the taxable income of estates or trusts, or requires or 
denies any of the inclusions in the computation of taxable income 
of beneiiciaries, heirs, or legatees, specified in subparts A to E, 
inclusive (secs. 641 and follohving, relating to estates, trusts, and 
beneiiciaries), of part I of subchapter, 7 of this chapter, or corre- 
sponding provisions of prior internal revenue laws, and the correla- 
tive inclusion or deduction, as the ease may be, has been erroneously 
excluded, omitted, or included, or disallowed, omitted, or allowed, 
as the ease may be, in respect of the related taxpayer. 

(6) BASIS OF PROPERTY AFTER ERRONEOUS TREATMENT OF A PRIOR 
TRAN SACTION- 

(A) General Rule. — The determination determines the b;1sis 
of property, and in respect of any transaction on which such 
basis depends, or in respect of any transaction which was er- 
roneously treated as affecting such basis, there occurred, with 
respect to a taxpayer described in subparagraph (B) of this 
paragraph, any of the errors described in subparagraph (C) of 
this paragraph. 

(B) Taxpayers With Respect to Whom the I~:vroneous Treat- 
m«nt Occurred. — The taxpayer hvith respect to whom the er- 
roneous treatment occurred must be— 

393474' — 56 26 
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(i) The taxpayer with respect to whom the determina- 
tion is made, 

(ii) A taxpayer who acquired title to the property in 
the transaction and from whom, mediately or immediately, 
the taxpayer with respect to whom the determination is 
made derived title, or 

(iii) A. taxpayer who had title to the property at the 
time of the transaction and from whom, mediately or im- 
mediately, the taxpayer with respect to whom the determi- 
nation is made derived title, if the basis of the property 
in the hands of the taxpayer with respect to whom the 
determination is made is determined under section 1015(a) 
(relating to the basis of property acquired by gift). 

(C) Prior Erroneous Treatment. — With respect to a tax- 
(payer described in subparagraph (B) of this paragraph- 

(i) There was an erroneous inclusion in, or omission 
from, gross income, 

(ii) There was an erroneous recognition, or nonrecogni- 
tion, of gain or loss, or 

(iii) There was an erroneous deduction of an item prop- 
erly chargeable to capital account or an erroneous charge 
to capital account of an item properly deductible. 

$1. 1812-1 DovBLE INGLvsICN oF AN ITEM oF GRoss INcoME. — 
(a) Paragraph (1) of section 1812 applies if the determination re- 
quires the inclusion in a, taxpayer's gross income of an item which 
was erroneously included in the gross income of the same taxpayer 
for another taxable year or of a related taxpayer for the same or 
another taxable vear. 

(b) The application of paragraph (a) of this section may be 
illustrated by the following examples: 

Example (j). A taxpayer who keeps his books on the cash 
method erroneously included in income on his return for 1947 
an item of accrued rent. In 1052, after the period. of limitation 
on refunds for 1047 had expired, the Commissioner discovered 
that the taxpayer received this rent in 1948 and asserted a defi- 
ciency for the year 1048 which is sustained by the Tax Court 
. of the United States in 1955. An adjustment in favor of the 
taxpayer is authorized with respect to the year 1047. If the tax- 
payer had returned the rent for both 1047 and 1948 and by a 
determination was denied a refund claim for 1048 on account 
of the rent item, a similar adjustment is authorized. 

Example (8). A husband assigned to his wife salary to be 
earned by him in the year 1052. The wife included such salary 
in her separate return for that year and the husband omitted 
it. The (, 'ommissioner asserted a deficiency against the wife for 
1052 with respect to a different item; she contested that deficiency, 
and the Tax Court entered an order in her case which became 
final in 1055. The wife would therefore be barred by section 
6512(a) from claiming a refund for 1052. Thereafter, the Com- 
missioner asserted a deficiency against the husband on account 
of the omission of such salary from his return for 1052. In 
1055 the husband and the Commissioner enter into a closing agree- 
ment for the year 1052 in which the salary is taxed to the husband. 
An adjustment is authorized with respect to the wife's tax for 
1052. 
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$ 1. 1812 — 9 DOUBLE ALLowANOE oF A DEDUcTICN oR CREDIT. — (a) Paragraph (o) of section 181'~ applies if the determination alloivs 
the taxpayer a deduction or credit which was erroneously allowed 
the same taxpayer for another taxable year or a related taxpayer 
for the siime or another t:ixable year. 

(b) The application of paragraph (a) of this section may be illus- 
trated by the following examples: 

Example (1). A taxpayer in his return for 1050 claimed and 
was allowed a deduction for destruction of timber by a forest 
fire. Subsequently, it was discovered that the forest fire occurred 
in 1051 rather than 1050. After the expiration of the period of 
limitations for the assessment of a deficiency for 1050, the tax- 
payer filed a claiin for refund for 1051 based upon a deduction 
for the fire loss in that year. The Commissioner in 1055 allows 
the claim for refund. An adjustment is authorized with respect 
to the year 1050. 

Example (8). The beneficiary of' a testamentary trust in his 
return for 1040 claimed, a, ncl was allowed, a deduction for de- 
preciation of the trust p'roperty. The Commissioner asserted a 
deficiency against the beneficiary for 1949 ivith respect to a dif- 
ferent itein and a final decision of the Tax Court of the United 
States was rendered in 1951, so that the Commissioner was there- 
after barred by section 279If) of the Internal Revenue Code of 
1%9 from asserting a further deficiency against the beneficiary 
for 1040. The trus~tee thereafter filed a timely refund claim con- 
tending that, under the terms of the will, the trust, and not, the 
beneficiary, was entitled to the allowance for depreciation. The 
court in 1055 sustains the refund claim. An adjustment is 
authorized with respect to the beneficiary's tax for 1040. 

$ 1. 1812 — 8 DOUBLE EXCLUSION OF AN ITEM OF GROSS INCOME. — (a) 
Itemsincluded inincome or 

upwith 

respect to urhich o tax uras paid. — (1) 
Paragraph (3) (A) of section 1819 applies if the determination requires 
t' he exclusion, from a taxpayer's gross income, of iii item included in 
a return filed by the taxpayer, or with respect, to which tax was paid, 
and which was erroneously excluded or omittecl from the gross income 
of the saine taxpayer for another taxable year or of a related taxpayer 
for the same or another taxable year. 

(o) The application of paragraph (a) (1) of this section may be 
illustrated by the f'ollowing examples: 

Example (1) . (i) A taxpayer received payments in 'J 051 
under a contract for the performance of services an(1 included the 
payments in his return for that year. After the expiration of the 
period of limitations for the assessment of a deficiency for 1050, 
the Commissioner issued a notice of deficiency to the taxpayer for 
the year 1951 based upon adjustments to other items, and the tax- 
payer filed a petition with the Tax Court of the United States 
and maintained in the proceeding before the Tax Court that he 
kept his books on the accrual basis and that the payments received 
in 1951 were on income that had accrued and was properly taxable 
in 1050. A final decision of the Tax Court was rendered in 1055 



excluding the payments from 1951 income. An adjustment in 
favor of the Commissioner is authorized with respect to the 
year 1950, whether or not a tax had been paid on the income 

reported. in the 1951 return. 
(ii) Assume the same facts as in (i) except that the taxpayer 

had not, included the p yments in any return and had not paid a 
tax thereon. No adjustment would be authorized under section 
1812(8) (A) with respect to the year 1950. If the taxpayer, how- 
ever, had paid a deficiency asserted for 1951 based upon the inclu- 
sion of the payments in 1951 income and thereafter successfully 
sued for refund thereof, an adjustment would be authorized with 
respect to the year 1950. (See paragraph (b) of this section for 
circumstances under which correction is authorized with respect 
to items not included in income and on which a tax was not paid. ) 

Ezampte (8). A father and son conducted a partnership busi- 
ness, each bei~g entitled to one-half of the net profits. The 
father included the entire net income of the partnership in his 
return for 1948, and the son included no portion of this income in 
his return for that year. Shortly before the expiration of the 
period of limitations with respect to deficiency assessments and. 
refund claims for both father and son for 1948, the father filed. a 
claim for refund of that portion of his 1948 tax attributable to 
the half of. the partnership income which should have been 
inc]udcd in the son's return. The court sustains the claim for 
refund in 1955. An adjustment is authorized. with respect to the 
son's tax for 1948. 

(b) Eterne not included ~n income and with respect to urhich the 8am 

wc~ not paid. — (1) Paragraph (8) (8) of section 1M. B applies if the 
determination requires the exclusion from gross income of an item not 
inchided in a return filed by the taxpayer and with respect to which 
a tax was not paid, but which is includible in the gross income of the 
same taxpayer for another taxable year, or in the gross income of a 
related taxpayer for the same or another taxable year. This is one 
of the two circumstances in which the maintenance of an inconsistent 
position is not a requirement for an adjustment, but the requirements 
of ( 1. 1811(b) — 9 (a) must be fulfilled (correction not barred at time 
of erroneous action). 

(0) The application ot subparagraph (1) of this paragraph may 
be illustrated by the following examples: 

Encamp/e (1). The taxpayer, A, who computes his income by 
use of the accrual method of accounting, performed in 1949 serv- 
ices for which he received paynients in 1949 and 1950. He did. 
not include in his return for either 1949 or 1950 the payments 
which he received in 1950, and he paid no tax with respect to such 
payments. In 1959 the Commissioner sent a notice of deficiency 
to A with respect to the year 1949, contending that A. should have 
included all of such payments in his return for that year. A 
contested the deficiency on the basis that in 1949 he had no 
accruable right to the payments which he received in 1950. In 
1955 (after the expiration of the period of limitations for asses- 
sing deficiencies with respect to 1950), the Tax Court sustains 
A's position. The Commissioner may assess a deficiency for 1950, 



since a defi&'iency assessment foi' thiit y&", ir was»ot burro&1»heii 
he sent the notice of deficiency ivith respect to 1040. 

Fxamp/e (:. ') B and C w& iie partners in 1050, each being e»- 
title(1 to one-half of the profits of the part»ership business. Dur- 
ing 1950t B received an item of inconie which he treated as part- 
nership inco»Ie so that his return for that year refiected only, "&0 
percent of sucli income. C, however, included no part of such 
item in aiiy return a»&l paid no tax with iespecf, thereto. In 
10M& the Co»iniissioiier sent to C a »otic& of deficiency with re- 
spect to 1050, co»tendi»g that liis return for tliat year should have 
refiect. ed 50 percent of such ifeii» C co»teste&1 the deficiency on 
the basis that such item was»ot partnershili i»come. In 10;&5&, 
after the expir;itio» of the peiiod of li»iitations for assessing 
deficien& ies with respect to 105&0, the Tax Court, sustained C's posi- 
tion. The Commissioner may assess a, deficieiicy against B with 
respect to 1MO req»iring him to include the entire ainount of such 
item in his income si rice assessment of the de(icien& y was not ban ed 
when the Commissio»er sent the notice of deficie»cy with i espect 
to such item to C. 

$ 1. 181& — 4 DON»LE DISCI. LOW%X&'E OF A DEDu&, rIOV OR CRL&»IT. — (a) 
Paragraph (4) of section 1319 applies if the determination disallows a 
deduction or credit which should have been, but was not, allowed to the 
same taxpayer for another taxable year or to a relaf. ed taxpayer for 
the same or another taxable year. This is one of the two circumstances 
in which the maintenance of an inconsistent position is not a require- 
ment for an adjustment but the requirements of $ 1. 1811(b) — 2(b) 
must be fulfilled (correction not barred at time of erroneous action). 

(b) The application of paragraph (a) of this section may be illus- 
trated by the following ex;imples: 

Example (1). The taxpaver, A, who computes his income by 
use of the accrual method of accounting, deducted in his return for 
the taxable year 1051 an item of expense which he paid in such 
year. At the time A filed his return for 1951, the statute of limi- 
tations for 1950 had not expired. Subsequently, the Commis- 
sioner asserted a deficiency for 1051 based on the position that the 
liability for such expense should h;ive been accr»ed for the t;ixable 
year 1050. In 1955&, after the period of limitations on refunds for 
1050 had expired, there was a determination by the Tax Co»rt 
disallowing such deduction for the taxable year 1951. A. is en- 
titled to an adjustment for the taxable year 1MO. however, if 
such liability should have been accrued I' or the taxable year 1046 
instead of 1050, A vvould not be entitled to an adjust»Ient, if a 
credit or refund with respect to 1946 was aire;idy barred whe» he 
deducted such expense for the taxable year 1951. 

Encamp/e (8). The taxpayer, B, in his return for 1051 claimed 
a deduction for a charitable contribution. The Commissioner 
asserted a deficiency for such year contending that 50 percent of 
the deduction should be disallowed, since the contribution was 
made from community property 50 percent of which was attrib- 
utable to 8's spouse. The deficiency is sustained by the Tax Court 
in 1956, subsequent to the period of limitations within which B's 
spouse could claim a refund with respect to 1951. An adjustment 



is permitted to B's spouse, a related taxpayer, since a refund at- 
tributable to a deduction by her of such contribution was not 
barred when B claimed the deduction. 

$ 1. 1812 — 5 CGRRRLATIvK DEDUOTIQNs AND INOLU'sroNs FoR TRUsTs 
oR EsTATEs AND LEGATXEs) BENEFIGIARIKs) oR HEiRs. — (a) Paragraph 
(5) of section 1612 applies to distributions by a trust or an estate to the 
b'eneficiaries, heirs, or legatees. If the determination relates to the 
amount of the deduction allowed by sections 651 and 661 or the in- 
chision in taxable income of the beneficiary required by sections 652 
and 662 (including amounts falling within subpart D of subchapter J, 
relating to treatment of excess distributions by trusts), or if the de- 
termination relates to the additional deduction (or inclusion) specified 
in section 162 (b) and (c) of the Internal Revenue Code of 1989 (or 
the corresponding provisions of a prior revenue act), with respect to 
amounts paid, credited, or required to be distributed to the benefici- 
aries, heirs, and legateeis, and such determination requires: 

(1) The allowance to the estate or trust of the deduction when 
such amounts have been erroneously omitted or excluded from the 
income of the beneficiaries, heirs, or legatees; or 

(2) The inclusion of such ainounts in the income of the bene- 
ficiaries, heirs, or legatees when the deduction has been erroneously 
disallowed to or omitted by the estate or trust; or 

(3) The disallowance to an estate or trust of the deduction when 
such amounts have been erroneously included in the income of the 
beneficiaries, heirs, or legatees; or 

(4) The exclusion of such amounts from the income of the 
beneficiaries, heirs, or legatees when the deduction has been erro- 
neously allowed to the estate or trust. 

(b) The application of paragraph (a) (1) of this section may be 
illustrated by the following example: 

Example. For the taxable year 1954, a trustee, directed by the 
trust instrument to accumulate the trust income, made no distri- 
bution to the beneficiary and returned the entire income as taxable 
to the trust. Accordingly, the beneficiary did not include the 
trust income in his return~for the year 1954. In 1957, a State 
court holds invalid the clause directing accumulation and de- 
termines that the income is required. to be currently distributed. 
It also rules that certain extraordinary dividends which the trus- 
tee in good faith allocated to corpus in 1054 were properly alloca- 
ble to income. In 1958, the trustee, relying upon the court 
decision, files a claim for refund of the tax paid on behalf of the 
trust for the year 1954 and thereafter files a suit in the District 
Court. The claim is sustained by the court (except as to the tax 
on the extraordinary dividends) in 1059 after the expiration of the 

eriod of limitations upon deficiency assessments against the 
eneficiary for the year 1054. An adjustment is authorized with 

respect to the beneficiary's tax for the year 1054. The treatment 
of the distribution to the beneficiary of the extraordinary divi- 
dends shall be determined under subpart D of subchapter J. 

(c) The application of paragraph (a) (2) of this section may be 
illustrated by the f ollowing example: 
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Exemple. Assume the same facts as in the exainple in para- 
graph (b) of this section, except that, instea, d of the trustee's 
filing a refund claim, the Commissioner, relying upon the decision 
of the State court, asserts a deficiency against the beneficiary for 
1954. The deficiency is sustained by final decision of the Tax 
Court of the United States in 1050, after the expiration of the 
period for filing cl;iim for refund on behalf of the trust for 1054. 
An adjustment is authorized with i & spect to the trust for the year 
1054. 

(d) The appli«ition of paragr;iph (;i) (6) of Ibis section may be 
illustrated by the following example: 

Example. A trustee claimed in the trust return for 1054 for 
amounts paid to ihe benefi«iary a deduction to the extent, of dis- 
tributable net income. This amount was included by the 
beneficiary in gross income in his return for 1054. In computing 
distributable net income the trustee had included short and long- 
term capital gains. In 1958, the Commissioner asserts a de- 
ficiency against the trust on tlie ground that the capital gains 
were not includible in distributable net income, and that, there- 
fore, the gains were taxable to the trust, not the beneficiary. The 
deficiency is sustained by a final decision of the Tax Court in 1960, 
after the expiration of the period for filing claims for refund by 
the beneficiary for 1054. An adjustment is authorized with 
respect to the beneficiary's t:ix for the year 1954, based on the 
exclusion from 1954 gross income of the capital ga~ins previously 
considered distributed by the trust under section 66o. 

(e) The application of paragraph (a) (4) of this section may be 
illustrated by the following example: 

Example. Assume the same facts as in the example in para- 
graph (d) of this section, except that, instead of the Commis- 
sioner's asserting a deficiency, the beneficiary filed a refund claim 
for 1054 on the same ground, The claim is sustained by the 
court in 1060 after the expiration of the period of limitations 
upon deficiency assessments against the trust for 1054. An ad- 
justment is authorized with respect to the trust for the year 1054. 

$ 1. 1319 — 6 BAsIs oF PRoPERTY AFTER ERRoNFQUs TREATMENT oF A 

PRIoR TR~NsAOTION. — (a) Paragraph (6) of section 1819 applies if 
the determination establishes the basis of property, and there occurred 
one of the following types of errors in respect of a prior transaction 
upon which such basis depends, or in respect of a prior trans;iction 
which was erroneously treated as~ afi'ecting such basis: 

(1) An erroneous inclusion in, or omission from, gross incoine, 
oi' 

(2) An erroneous recognition or nonrecognition of gain or loss, 
or 

(3) An erroneous deduction of an item properly chargeable 
to capital account or an erroneous charge to capital account of 
an item properly cleductible, 

(b) For this section to apply, the taxpayer with respect tn whom 
the erroneous treatment occurred must be— 

(1) The taxpayer with respect to whom the determination is 
made, or 
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(2) A taxpayer who acquired title to the property in the er- 
roneously treated transaction and from whom, mediately or im- 
mediately, the taxpayer with respect, to whom the determination 
is made derived title in such a manner that he will have a basis 
ascertained by reference to the basis in the hands of the taxpayer 
who acquired title to the property in the erroneously treated 
transaction, or 

(8) A taxpayer who had title to the property at the time of 
the erroneously treated transaction and from whom, mediately 
or immediately, the taxpayer with respect to whom the determi- 
nation is made derived title, if the basis of the property in the 
hands of the taxpayer with respect to whom the determination 
is made is determined under section 1015 (a) (relating to the 
basis of property acquired by gift) . 

No adjustment is authorized with respect to the transferor of the 
property in a transaction upon which the basis of the property depends, 
when the determination is with respect to the original transferee or 
a subsequent transferee of such original transferee. 

(c) The application of this section may be illustrated by the fol- 
lowing examples: 

Eral/e (1). In 1949 taxpayer A. transferred property which 
had cost him $5, 000 to the X Corporation in exchange for an 
original issue of shares of its stock having a fair market value 
of $10, 000. In his return for 1949 taxpayer A treated the exchange 
as one in v-hich the gain or loss was not recognizable: 

(i) In 1955 the X Corporation maintains that the gain 
should have been recognized in the exchange in 1949 and 
therefore the property it received had a $10, 000 basis for 
depreciation. Its position is adopted in a closing agree- 
ment. No adjustment is authorized with respect to the tax 
of the X Corporation for 1949, as none of the three types 
of errors specified in paragraph (a) of this section occurred 
with respect to the X Corporation in the treatment of the 
exchange in 1949. Moreover, no adjustment is authorized. 
with respect to taxpayer A. , as he is not within any of the 
three classes of taxpayers described in paragraph (b) of this 
section. 

(ii) In 1958 taxpayer A sells the stock which he received 
in 1949 and maintains that, as gain should have been recog- 
nized in the exchange in 1949, the basis for computing the 
profit on the sale is $10, 000. His position is confirmed in 
a closing agreement executed in 1955. An adjustment is 
authorized with respect to his tax for the year 1949 as the 
basis for computing the gain on the sale depends upon the 
transaction in 1949, and in respect of that transaction there 
was an erroneous nonrecognition of gain to taxpayer A, the 
taxpayer with respect to whom the determination is made. 

L&zcmp/e (8). In 1950 taxpayer A was the owner of 10 shares 
of the common stock of the Z Corporation which had a basis 
of 91, 500. In that year he received as a dividend thereon 10 
shares of. the preferred stock of the same corporation having 
a fair market value of $1, 000. On his books, entries were made 
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reducing the b;isis of the co»i»io» stock 1&y allocating $500 of 
tlie basis 1» the preferred stocl. -, &»id on [iis ieturn for 1050 lie 
did not include the dividend in gross incoine. 

(i) In 10, &1 taxpayer A i»;ide a gift of the prefer reel stocl' of. 
tile Z COI1&oration t(& til'xpnyei B& nli unlelntl 'd individu i1. Tnx- 
l&nyer 8 sold the stoclc in 105'. nncl o» his retur» fo& tlint year he 
reported tlie sale a»d cl:iimed a basis of. $1, 000, contencling that 
the dividend of preferrecl stock ivns taxable 1o A in 1050 nt, its 
fnir market value of $1, 000. The basis of $1&000 is confirmed 
by a closing agree»&e»t executed in 1055. An adjustme»t is 
authorized with respect to tnxpnyer A's tnx for 1050, as the 
closing' ngreeme»1 cietennines basis of property& nlld in a 1&rior 
transaction upon ivhich such bnsis clepencls there was an er- 
roneous oinission froin giross income of taxpnyer A. , a taxpayer 
who acquired title to the property in the erroneously treated 
trnnsnctio». and fio»i whom& immedi;itcly, the taxpayer with 
respect to whom the determin&ntion is »inde clerived title. 

(ii) Assuming the same fncts as in (i) except that the conmion 
stock instead of the preferrecl stock wns the subject of the gift, 
and the basis claimed by taxpayer 8 and confirmed in the closing 
agreement was $1, 500. An ndjustment is nuthorizecl with respect 
to taxpayers A. 's tax for 1050, as tlie closing ngreement determines 
the basis of property, and in a prior transaction which wns er- 
roneously treated ns afi'ecting such basis there was an erroneous 
omission from gross income of taxpayer A, a taxpayer who hncl 
title to the property nt the time of the erroiieously treated trans- 
action, nnd from whom, immediately, tnxpayer 8, with respect 
to whom the determination is made, derived title. The basis ot 
the property in taxpayer 8's hands with respect to whom the 
determination is made is determined under section 1015 (a) (relat- 
ing to the basis of property acquired by gift). 

EzcImple (8). In 1950 taxpayer A sold property acquired at 
a cost of $5, 000 to taxpayer 8 for $10, 000. In his return for 1050 
taxpayer A failecl to include the profit on such sale, In 10N 
taxpayer 8 sold the property for $12, 000, and in his return for 
1953 reported a gain of $2, 000 upon the sale, which is confirmed 
by a closing agreement executed in 1055. No adjustment is 
authorized with respect to the tax of taxpayer A for 1950, as he 
does not come within any of the three classes of taxpayers 
described in paragraph (b) of this section. 

Examp/e ($). In 1050 a tn, xpayer who owned 100 shares of 
stock in Corporation Y received $1, 000 from the corporation 
which amount the taxpayer reported on his return for 1050 as a 
taxable divide»el. In 1052 Corporation Y wns completely 
liquidated and the taxpayer received in that year liquidating 
distributions totnlling $8, 000. In his return for 1052 the tnxpnyer 
reported the receipt of the $8, 000 and computed his gain or loss 
upon the liquidation by using n~s a bnsis the nmount which he paid 
for the stock. The Commissioner maintained that the distribu- 
tion in 1950 wns a distribution out of capital and that in computing 
the taxpayer's gain or loss upon the liquidation in 105&2, the basis 
of the stock should be recluced by the $1, 000. This position is 
aclopted in a closing agreement executed in 1055 with respect to 
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the year 1952. An adjustment is authorized with respect to the 
year 1950 as the basis for computing gain or loss in 1952 depends 
upon the transaction in 1950, and in respect of the 1. 950 trans- 
action (upon which the basis of the property depends) there 
was an erroneous inclusion in gross income of the taxpayer with 
respect to whom the determination is made. Encamp/e 

(8). In 1946 a taxpayer received 100 shares of stock 
of the X Corporation having a fair market value of $5, 000, in 
exchange for shares of stock in the Y Corporation which he had 
acquired at a cost of $12, 000. In his return for 1946 the taxpayer 
treated the exchange as one in which gain or loss was not recog- 
nizable, The taxpayer sold 50 shares of the X Corporation stock 
in 1947 and in his return for that year treated such shares as 
having a $6, 000 basis. In 1952, the taxpayer sold the remaining 
50 shares of stock of the X Corporation for $7, 500 and reported 
$1, 500 gain in his return for 1952. After the expiration of the 
period of limitations on deficiency assessments and or. refund 
claims for 1946 and 1947, the Commissioner asserted a de- 
ficiency for 1952 on the ground that the loss realized on the ex- 
change in 1946 was erroneously treated as nonrecognizable, and 
the basis for computing gain upon the sale in 1952 was $2, 500, 
resulting in a gain of $5, 000. The deficiency is sustaiiied by~ the 
Tax Court in 1955. An adjustment is authorized with respect 
to the year 1946 as to the entire $7, 000 loss realized on the exchange, 
as the Court's decision determines the basis of property, and in 
a prior transaction upon which such basis depends there was an 
erroneous nonrecognition of loss to the taxpayer with respect to 
whom the determination was made. No adjustment is authorized 
with respect to the year 1947 as the basis for computing gain upon 
the sale of the 50 shares in 1952 does not depend upon the trans- 
action in 1947 but upon the transaction in 1946. 

$1. 1812 — 7 LAw APPLIGABLE IN DETERMINATIoN oF ERRoR. — The 
question whether there was an erroneous inclusion, exclusion, omission, 
allowance, disallowance, recognition, or nonrecognition is determined 
under the provisions of the internal revenue laws applicable with 
respect to the year as to which the inclusion, exclusion, omission, al- 
lowance, disallowance, recognition, or nonrecognition, as~ the case may 
be, was niade. The fact that the inclusion, exclusion, omission, allow- 
ance, disallowance, recognition, or nonrecognition, as the case may be, 
was in pursuance of an interpretation, either judicial or administra- 
tive, accorded such provisions of the internal revenue laws at the 
time of such action is not necessarily determinative of this question. 
For example, if a later judicial decision authoritatively alters such 
interpretation so that such action was contrary to such provisions of 
the internal revenue laws as later interpreted, the inclusion, exclusion, 
omission, allowance, disallowance, recognition, or nonrecognition, as 
the case may be, is erroneous within the meaning of section 1812. 

$1. 1818(a) STATUToRY I'RovisioNs) DEFINITIoN oI' DETERMIN~- 
TION. 

SEC. 1813. DEIrINITIONS. 
(a) 1)srssMIN. &TioN. — For purposes of this part, the term "determi- 

nation" means— 
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(1) A decision by the Tax Court or a judgineut, decree, or other 
order by any court of competent jurisdiction, which has become 
fiila. l; (') A closing a reeinent uia&le under scctiou 71ZI; 

(3) A final disposition by the Secretary or his delegate of a claiiu 
for refuud. For purposes of this part, a claim for refund shall be 
deeuie&l finally disposed oi by the Secretary or his delegate— 

(A) As to iteins with respect to which the & laiiu was allowed, 
&ui the date of allowance of refund or credit or on the date of 
mailing notice of disalloivance (by reason of offsetting items) 
of the claiui for ret'und, and 

(B) As to itenis with respect to which the claiin was dis- 
alloived, iu whole or in part, or as to items applied by the 
Secretary or his delegate in reduction of the refund or credit, 
on expiration of the time for instituting suit with respect 
thereto (unless suit is instituted before the expiration of such 
tiiue); or 

(4) Under regulations prescribed by the Secretary or his dele- 
gate, an agieeiuent for purposes of this part, si"ned by the Secre- 
tary or his delegate and by any person, relating to the liability of 
such person (or the person for whoin he acts) in respect of a tax 
under this subtitle for anv taxable period. 

$ 1. 1818(a) — 1 DKO&sION m- Thx COURT oR OTHER CoURT hs A DK- 
TERvIINATIGN. — (a) A determination may take the form of a decision 
by the Tax Court of tlie United States or a judgment, decree, or other 
order by any court of competent jurisdiction, v;hich has become final. 

(b) The date upon which a decision by the Tax Court becomes 
final is prescribed in section 7481. 

(c) The date upon which a judgment of any other court becomes 
final must be determined upon the basis of the f Icts in the particu'lar 
case. Ordinarily, a judgment of. a United States district court becomes 
final upon the expiration of the time allowed for taking an appeal, if. 
no such appeal is duly taken within such time: and a, judgment of the 
United States Court of Claims becomes final upon the expiration of the 
time allowed for filing a petition for certioi ari if no such petition is 
duly filed v ithin such time. 

51. 1318(a) — 9 CI, osING AGRKKAIKNT hs h DETKI&xiINATION. — A de- 
termination may take the forni of a, closing agreement authorized by 
section 7191. Such an agreement may relate to the total tax liability 
of the taxpayer for a particular taxable year or years or to one or 
more separate items afFecting such liability. A closing agreement 
becomes final for the purpose of this section on the date of its Ipproval 
by the Commissioner, 

mo 
1. 1818(a) — 3 I& INAI. DIsrosITJGN oF Cl hiM Fol' HKFIIND hs h Dl". — 

TER&IINATIGN. (a) In genera/. — A deterniin&ation may take the form 
of a final disposition of a claim for refund. Such disposition may 
result in a determination with respect to two classes of items, i. e. , items 
included by the taxpayer in a, cia, im for refund and items applied by 
the Commissioner to offset the alleged overpayment. The time at 
which a disposition in respect of a particular item becomes final may 
depend not only upon what action is taken with respect to that i(. em 
but also upon whether the claim for refund is allowed or disallowed, 

(b) Items I'th respect to which the tu~pgyer', s claim i8 ollotce&I. — 
(1) The disposition with respect to an item as to which the taxpayer's 
contention in the claim for refund is sustained becomes final on the 
date of allowance of the refund or credit if— 
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(i) The taxpayer's claim for refund is unqualifiedly allowed; or 
(ii) The taxpayer's contention with respect to an item is sus- 

tained and with respect to other items is denied, so that the net 
result is an allowance of refund or credit; or 

(iii) The taxpayer's contention with respect to an item is sus- 
tained, but the Commissioner applies other items to onset the 
amount of the alleged overpayment and the items so applied do not 
completely ofFset such amount but merely reduce it so that the net 
result is an allowance of refund or credit. 

(9) If the taxpayer's contention in the claim for refund with respect, 
to an item is sustained but the Commissioner applies other items to 
onset the amount of the alleged overpayment so that the net result is 
a disallowance of the claim for refund, the date of mailing, by regis- 
tered mail, of the notice of disallowance (see section 65M) i~s the date 
of the final disposition as to the item with respect to which the tax- 
payer's contention is sustained. 

(c) Items upwith respect to which the taxpayer's claim, is disaVouied. — 
The disposition with respect to an item as to which the taxpayer's 
contention in the claim for refund is denied becomes final upon the 
expiration of the time allowed by section 65M for instituting suit on 
the claim for refund, unless the suit is instituted prior to the expira- 
tion of such period, if— 

(1) The taxpayer's claim for refund is unqualifiedly disal- 
lowed; or 

(9) The taxpayer's contention with respect to an item is denied 
and with respect to other items is sustained so that the net result 
is an allowance of refund or credit; or 

(3) The taxpayer's contention with respect, to an item is sus- 
tained in part and denied in part. For example, assume that the 
taxpayer claimed a deductible loss of $10, 000 and a consequent 
overpayment of $2, 500 and the Commissioner concedes that a de- 
ductible loss was sustained, but only in the amount of $5, 000. The 
disposition of the claim for refund with respect to the allowance 
of the $5, 000 and the disallowance of the remaining $5, 000 becomes 
final upon the expiration of the time for instituting suit on the 
claim for refund unless suit is instituted prior to tlie expiration 
of such period. 

(d) Items applied by the Commissioner in reduction of the refund 
or credit. — If the Commissioner applies an item in reduction of the 
overpayment alleged in the claim for refund, and the net result is an 
allowance of refund or credit, the disposition with respect to the item 
so applied by the Commissioner becomes final upon the expiration of 
the time allowed by section 65M for instituting suit on the claim for 
refund, unless suit is instituted prior to the expiration of such period If such application of the item results in the assertion of a deficiency, 
such action does not constitute a final disposition of a claim for refund 
within the meaning of $ 1. 1818(a) — 8, but subsequent action taken with 
respect to such deficiency may result in a determination under $ 1. 1818 
(a) — 1, 9, or 4. 

(e) C&limination of waiting period. — The necessity of waiting for 
the expiration of the o-year period of limitations provided in section 
65M may be avoided in such cases as are described in paragraph (c) 
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or (d) of this section by the use of a closing agreement (see $ 1. 1318 
(a) — 2) or agreement under ~~ 1. 181'(a) — 4 to e8ect a determination. 

$ 1. 1313(a) — 4 Aoiiiizi~ii;Nv I'vasUaNr ro SzcvzoN 1818(a) (4) As 
A DETERMIÃATIoN. — (a) In i7e'&~ci al. — (1) A determination may tal e 
the form of an agreement m;«le pursuant to this section. This section 
is intended to provide «n expeditious niethod for obtaining an adjust- 
ment under section ]. "&11 and for ofl'setiing deflciencies and refunds 
whenever possible. The provisions of sections 1811 through 1'l15 
must be strictly complied with in;iny such agreement. 

(2) An agreenient made pursuant to this section will not, i» itself, 
est;iblish the tax liability for the open taxable year to which it, relates, 
but, it will state the amount of the tax, as the» determined, for such 
open year. Tlie t'ix may be the amount of tax shown on the return as 
fliled by the taxpayer, but, if any ch;inges in the amount have been 
made, or if any are being»iade by documents executed concurrently 
ivith the execution of said agreeine»t, such changes must be taken into 
account. For example, an agreement pursuant to this section may be 
executed concurrently ivith the execution of a waiver of restrictions on 
assessment and collection of a deficiency or acceptance of an over- 
assessment with respect to the open taxable year, or concurrently ivith 
the execution and flli»g of a stipulation in a proceeding before the 
Tax Court of the U»ited States, where an item which is to be the 
subject of an adjustment under section 1811 is disposed of by the stip- 
ulation and is not left for determination by the court. 

(b) Contents of agi'cement. — An agreement made pursuant to this 
section shall be so designated in the heading of the agreement, and it 
shall contain the following: 

(1) A statement, of the amount of the tax determined for the 
open taxable year to which the agreement relates, and if said 
liability is established or altered by a document, executed concur- 
rently with the execution of the agreement, a reference to said 
document. 

(2) A concise statement of the material facts with respect to 
the item that was the subject of the error in the closed taxable 
year or years, and a statement of the manner in which such item 
was treated in computing the tax liability set forth pursuant to 
subparagraph (1) of this paragraph. 

(8) A statement as to the amount of the adjustment ascertained 
pursuant to $ 1. 1814(a) — 1 for the taxable year with respect to 
which the error was made and, where applicable, a statement as 
to the amount of the adjustment or adjustments ascertained pur- 
suant to $ 1. 1814(a) — 2 with respect to any other taxable year or 
years; and 

(4) A. waiver of restrictions on assessment and collection of 
any deficiencies set forth pursuant to subparagraph 3 of this 
paragraph. 

(c) Execution and effect of agreement. — An agreement made pur- 
suant to this section shall be signed by the taxpayer with respect to 
whom the determination is made, or on the taxpayer's behalf by an 
agent or attorney acting pursuant to a power of attorney on file with 
the Internal Revenue Service. If an adjustment is to be made in a 
case of a related taxpayer, the agreement shall be signed also by the 
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related taxpayer, or on the related taxpayer's behalf by an agent or 
attorney acting pursuant to a power of attorney on file with the In- 
ternal Revenue Service. It may be signed on behalf of the Commis- 
sioner by the district director, or such other person as is authorized by 
the Commissioner. When duly executed, such agreement will consti- 
tute the authority for an allowance of any refund or credit agreed to 
therein, and for the immediate assessment of any deficiency agreed to 
therein for the taxable year with respect to which the error was made, 
or a, ny closed taxable year or years affected, or treated as affected, by 
a net operating loss deduction or capital loss carryover determined 
with I eference to the taxable year with respect to which the error was 
made. 

(d) Finality of determination. — A determination made by an agree- 
ment pursuant to this section becomes final when the tax liability for 
the open taxable year to which the determination relates becomes final. 
During the period, if any, that a deficiency may be assessed or a refund 
or credit allowed ivith respect to such year, either the taxpayer or the 
Commissioner may properly pursue any of the procedures provided 
by law to secure a further modification of the tax liability for such 
year. For example, if the taxpayer subsequently files a claim for 
refund, or if the Commissioner subsequently issues a notice of de- 
fiiciency with respect to such year, either may adopt a position with 
respect to the item that was the subject of the adjustment that is at 
variance with the manner in which said item was treated in the agree- 
ment. Any assessment, refund, or credit that is subsequently made 
with respect to the tax liability for such open taxable year, to the 
extent that it is based upon a revision in the treatment of the item 
that was the subject of the adjustment, shall constitute an alteration 
or revocation of the determination. for the purpose of a redetermina- 
tion of. the adjustment pursuant to $ 1. 1814(b) — 1(d). 

$ 1. 1818(b) — (c) STATUTORY PROVISIONS j DEFINITIONS OF TAXPAYER 
AND RELATED TAXPAYER. 

SEC. 1313. DEFINITIONS. 
(b) TAxrA+zz. — Notwithstanding section 7701(a) (14), the term "tax- 

payer" means any person subject to a tax under the applicable revenue 
law. 

(c) Rzr. ATzn TAxrAYza, . — For purposes of this part, the term "related 
taxpayer" means a ta. xpayer who, with the taxpayer with respect to 
whom a determination is made, stood, in the taxable year with respect 
to which the erroneous inclusion, exclusion, omission, allowance, or dis- 
allowance was niade, in one of the following relationships: 

(1) Husband and wife, 
(2) Grantor and fiduciary, 
(3) Grantor and beneficiary, 
(4) Fiduciary and beneficiary, legatee, or heir, 
(5) Decedent and decedent's estate, 
(0) Partner, or 
(7) Member of an afiiliated group of corporations (as defined in 

section 1504) . 
$ 1. 1818(c) — 1 RELATED TAxPAYKR. — An adjustment in the case 

of the taxpayer with respect to whom the error was made may be au- 
thorized under section 1811 although the determination is made with 
respect to a different taxpayer, provided that such taxpayers stand 
in one of the relationships specified in section 1818(c). The concept 
of "related taxpayer" has application to all of the circumstances of 
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adjusinleni specified in 8 1. 1819 — 1 through s 1. 131o — 5; it does not apply 
in the circumstances specihed in $ 1. 1812 — 6. If such relationship exists, 
it is not essential that the error involve a transaction made possible 
only by reason of the existence of the relationship. For example, if 
the error with respect to which an adjustment is sought under section 
1311 grew out of an assignment of rents between taxpayer A and tax- 
payer 8, who are partners, and the determination is with respect to 
taxpayer A, an adjustment with respect to ttixpayer B may be permis- 
sible despite the fact that the assignment harl nothing to do with the 
business of the partnership. The relationsliip need not exist through- 
out the entire taxable year with respect to which the ei ror was made, 
but only at some time during that taxable i ear. For example. if a tax- 
payer on February 15 assigns to his fi;lncee the ilet rents of a building 
which the taxpayer owns, and the two are inarried before the end of the 
taxable year, an adjustment nray be perlnissible if the determination 
relates to such rents despite the fact thai they were not husband and 
wife at the time of the assignment. See & i1. 1:311(b) — 3 for the require- 
ment in certain cases that the relationship exist at the time an incon- 
sistent position is first nlaintained. 

I5 1. 1314(a) STATUToRT PRovlsioNs l AMoUNT AND METHoD oF 
ADJURTMFNT: AFUERTAINMENT oF AMoUNT oF EDJUR'liuENT. 

SEC. 1314. AMOUNT AND METHOD OF ADJUST;ilEXT. 
(a) AscERTAINMENT oF AMOUNT oF ADJUSTMENT. — In computing the 

amount of an adjustment under this part there shall filrst be ascertained 
the tax previously determined for the taxable ye;lr with respect to 
which the error was made. The amount of the tax previously deter- 
mined shall be the excess of— 

(1) The sum of— 
(A) The amount shown as the tax by the taxpayer on his 

return (determined as provided in section 6211(b) (1) and 
(3), relating to the definition of deficiency), if a return was 
made by the taxpayer and an amount was shown as the tax 
by the taxpayer thereon, plus 

(B) The amounts previously assessed (or collel te&1 without 
assessment) as a deficiency, over— 

(2) The amount of rebates, as defined in section 6"11(b) (2), 
made. 

There shall then be ascertained the increase or decrease in tax pre- 
viously determined which results solely from i. he correct treatment of 
the item which was the subject of the error (with clue regard given to 
the effect of the item in the computation of gross income, taxable in- 
come, and other matters under this subtitle). A similar computation 
shall be made for any other taxable year affected, or treated as affected, 
by a net operating loss deduction (as defined in section 172) or by a 
capital loss carryover (as defined in section 1212), determined with 
reference to the taxable year with respect to which the error was made. 
The amount so ascertained (together with any amounts wrongfully 
collected as additions to the tax or interest, as a result of such error) 
for each taxable year shall be the amount of the adjustment for that 
taxable year. 

IO1. 1314(a) — 1 AsCERTAIXMKXT OF AMOUNT OI' ADJUSTMENT IX 
YEAR oF ERRoF. . — (a) In computing the ainount of the adjustment 
under sections 1811 to 1315, inclusive, there must first be ascertained 
the amount of the tax previously determined for the taxpayer as to 
whoin the error was made for the taxable year with respect to which 
the error was made. The tax previously determined for any taxable 
year may be the amount of tax shown on the taxpayer's return, but if 
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any changes in that amount have been made, they must be taken into 
account. In such cases, the tax previously determined will be the sum 
of the amount shown as the tax by the taxpayer upon his return and 
the amounts previously assessed (or collected without assessment) as 
deficiencies, reduced by the amount of any rebates made. The amount 
shown as the tax by the taxpayer upon his return and the amount of 
any rebates or deficiencies shall be determined in accordance with the 
provisions of section 6911 and the regulations thereunder. 

(b) (1) The tax previously determined may consist of tax for any 
taxable year beginning after December 31, 1931, imposed by subtitle 
A of the Internal Revenue Code of 1954, by chapter 1 and subchapters 
A. , B, D, and F of chapter 9 of the Internal Revenue Code of 1989, or 
by the corresponding provisions of prior internal revenue laws, or by 
any one or more of such provisions. 

(9) After the tax previously determined has been ascertained, a 
recomputation must then be made under the laws applicable to said 
taxable year to ascertain the increase or decrease in tax, if any, result- 
ing from the correction of the error. The difference between the tax 
previously determined and the tax as recomputed after correction of 
the error will be the amount of the adjustment. 

(c) No change shal] be made in the treatment given any item upon 
which the tax previously determined was based other than in the 
correction of the item or items with respect to which the error was 
ma. de. However, due regard shall be given to the e6ect that such 
correction may have on the computation of gross income, taxable 
income, and other matters under chapter 1. If the treatment of any 
item upon which the tax previously determined was based, or if the 
application of any provisions of the internal revenue laws with respect 
to such tax, depends upon the amount of income (e. g. , charitable con- 
tributions, foreign tax credit, dividends received credit, medical ex- 
penses, and percentage depletion), readjustment in these particulars 
will be necessary as part of the recomputation in conformity with the 
change in the amount of the income which results from the correct 
treatment of the item or items in respect of which the error was made. 

(d) Any interest or additions to the tax collected as a result of the 
error shall be taken into account in determining the amount of the 
adjustmeiit. 

(e) The application of this section may be illustrated by the follow- 
ing example: 

L&'rcmp/e. (1) For the taxable year 1949 a taxpayer with no 
dependents, who kept his books on the cash receipts and disburse- 
ments method, filed a joint return with his wife disclosing ad- 
justed gross income of $49, 000, deductions amounting to $19y000y 
and a net income of $80, 000. Included among other items in the 
gross income were salary in the amount of $15, 000 and rents 
accrued but not yet received in the amount of $5, 000. During the 
taxable year he donated $10, 000 to the American Red Cross and 
in his return claimed a deduction of $6, 800 on account thereof, 
representing the maximum deduction allowable under the 15- 
percent limitation imposed by section 98 (o) of the Internal Reve- 
nue Code of 1989 as applicable to the year 1949. In computing 
his net income he omitted interest income amounting to 86, 000 
and neglected to take a deduction for interest paid in the amount 



407 [( 1311. 

of $4, 500. The return disclosed a tax liability of $7, 788, which 
was assessed and paid. After the expiration of the period of 
limitations upon the assessment of a deficiency or the allowance 
of a refund for 1040, the Commissioner included the item of rental 
income amounting to $5, 000 in the taxpayer's gross income for 
the yea. r 1050 and asserted;i deficiency for that year. As a result 
of a final decision of the Tax Court of the United States in 1955 
sustaining the deficiency for 1050, an adjustment is authorized 
for the ye~ar 1M9. 

(9) The amount of the adjustment is computed as follows: 
Tax previously determined for 1949 $7, 788 

Net income for 1949 upon which tax previously determined was 
based 

Less: Rents erroneously in. eluded 
30, 000 

5, 000 

Balance 25, 000 
Adjustment for contributions (add 15 percent of $5, 000) 750 

Net income as adjusted $25, 750 

Tax as recomputed 
Tax previously determined 

G, 152 
7, 788 

Difference 1, 030 
Amount of adjustment to be refunded or credited $1, 036 

(8) In accordance with the provisions of paragraph (c) of this 
section, the recomputation to determine the amount of the adjust- 
ment does not take into consideration the item of $6, 000 repre- 
senting interest received. , which was omitted from gross income, 
or the item of $4, 500 representing interest paid, for which no 
deduction was allowed. 

$ 1. 1814(a) — 9 ADTUSTDIENT To OTHER BARRED TAXABLE YEARS, — 
(a) An adjustment is authorized under section 1311 with respect 
to a taxable year or years other than the year of the error, but, only 
if all of the following requirements are met: 

(1) The tax liability for sucn other year or years must be 
affected, or must have been treated as affected, by a net operating 
loss deduction {as denned in section 1Y9) or by a capital loss 
carryover (as defined in section 12K ) . 

(9) The net operating loss deduction or capital loss carryover 
must be determined with reference to the taxable year with respect 
to which the error was made. 

(8) On the date of the determination, the adjustment, with 
respect to such other year or years must be prevented by some 
law or rule of law, other than sections 1311 through 1815 and 
section 7199 and the corresponding provisions of prior revenue 
laws. 

(b) The amount of the adjustment for such other year or years 
shall be computed in a manner similar to that provided in $ 1. 1314 
(a)-1. The tax previously determined for such other year or years 
shall be ascertained. A recomputation must then be made to ascertain 
the increase or decrease in tax, if any, resulting solely from the cor- 
rection of the net operating loss deduction or capital loss carryover. 

SSS474' — 56 — 27 
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The difi'erence between the tax previously determined and the tax as 
recomputed is the amount of the adjustment. In the recomputation, 
no consideration shall be given to items other than the following: 
(1) the items upon which the tax previously determined for such other 
year or years was based, and (9) the net operating loss deduction or 
capital loss carryover as correctecl. In determining the correct net 
operating loss deduction or capital loss carryover, no changes shall 
be made in taxable income (net income in the case of taxable years 
subject to the provisions of the Internal Revenue Code of 19h9 or 
prior revenue laws), net operating loss or capital loss, for any barred 
taxable year, except as provided in section 1'314. Section 179 and the 
corresponding provisions of prior revenue laws, and the regulations 
promulgated thereunder, prescribe the methods for computing the net 
operating loss deduction. Section 1919 and the corresponding pro- 
visions of prior revenue laws, and the regulations promulgated 
thereunder, prescribe the methods for computing the capital loss 
carryover. 

(c) A net operating loss deduction or a capital loss carryover de- 
termined with reference to the year of the error may a6ect, or may 
have been treated as a8ecting, a taxable year with respect to which an 
adjustment is not prevented by the operation of any law or rule of 
law. In such case, the appropriate adjustment shall be made with 
respect to such open taxable year. However, the redetermination of 
the tax for such open taxable year is not ma~de pursuant to sections 
1811 to 1815, inclusive, and the adjustment for such open year and the 
method of computation are not limited by the provisions of said 
sections. 

(d) The application of this section may be illustrated by the 
following example: 

Example. The taxpayer is a corporation which makes its 
income tax returns on a calendar year basis. Its net income in 
1949, computed without any net operating loss deduction was 
$10, 000, but because of a, net operating loss deduction in excess 
of that amount resulting from a carryback of a net operating loss 
claimed for 1950, it paid no income tax for 1949. On its return 
for 1950 it showed an excess of deductions over gross income of 
$14, 000, and it paid no income tax for 1950. For the year 1951 its 
net income, computed without any net operating loss derluction, 
was $15, 000, and a net operating loss deduction of $18, 000 was 
allowed ($4, 000 of which was att~ributable to the carryover from 
1950 and $9, 000 of which was attributable to the carryback of a 
net operating loss of $9, 000 sustained in 1952). In 1957 the 
assessment of deficiencies or the allowance of refunds for all of 
said years are barred by the statute of limitations. 

(i) A Tax Court decision entered in 1957 with respect to the 
taxable year 1958 constituted a determination under which an 
adjustment is authorized to the taxable year 1950, the year with 
respect to which the error was made. This adjustment increases 
income for said year by $15, 000, so that instead of a net operating 
loss of $14, 000, its corrected net income is $1, 000 for 1950, and the 
tax computed on that income will be assessed as a deficiency for 
1950. An adjustment is authorized under this section with re- 
spect to each of the years 1949 and 1951, as the tax liability for 
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each year was treated as aff'ected by a net operating loss deduc- 
tion which was determined by a computation in which reference 
was made to the year 1950. In the recomputation of the tax for 
1949, the net operating loss carryback from 1950 will be elimi- 
nated, and in the recomputation of' the tax for 1951 the net 
operating loss carryover from 1950 will be eliminated; for each 
of the years 1949 and 1M1 there will be an adjustment which 
will be treated as a deficiency for said year. 

(ii) Assuming the same facts except that the correction with 
respect to the ye~ar 1950 increases the net operating loss for said 
year from $14, 000 to $20, 000. As a result of this correction, there 
will be no change in the tlax due for 1949 and 1950. Iiowever, the 
net operating loss deduction for 1M1 is recomputed to be $19, 000, 
the aggregate of the $10, 000 carryover from 1950 and the $9, 000 
carryback from 1952 (the carryover from 1950 is the excess of the 
$20, 000 net operating loss for 1MO over the $10, 000 net income for 
1949, such 1949 income being determined without any net operat- 
ing loss deduction). As a result of the correction of the net 
operating loss deduction for 1951, the tax recomputation will show 
no tax due for said year, and the adjustment for 1951 will result 
in a refund or credit of the tax previously paid. Moreover, com- 
putations resulting from this adjustment will disclose a net oper- 
ating loss carryover from 1M2 to 1953 of $4, 000, that is, the excess 
of the $9, 000 net operating loss for 1952 over the $5, 000 net income 
for 1951 (such net income for 1951 being computed as the $15, 000 
reduced by the carryover of $10, 000 from 1950, the carryback 
&om 1952 not being taken into account). A furt~her adjustment 
is authorized under section 1311 with respect to any subsequent 
barred year in which the tax liability is affected by a carryover of 
the net, operating loss from 1952, inasmuch as such carryover from 
1952 has been determined by a computation in which reference 
was made to 1950, the taxable year of the error. 

3 1. 1314(b) STATUTORY PROVISIONs i A2rIOUNT AND METIIOD OF 

ADJUsTMENT) METHOD OF ADJUsTMENT. 

SEC. 1814. AMOUNT AND METHOD OF A. D J USTMENT. * * "' 

(b) METHOD oF ADJUsTMENT, — The adjustment authorized in section 
1811(a) shall be made by assessing and collecting, or refunding or credit- 
ing, the amount thereof in the same manner as if it were a deficiency 
determined by the Secretary or his delegate with respect to the taxpayer 
as to whom the error was made or an overpayment claimed by such tax- 
payer, as the case may be, for the taxable year or vears with respect to 
which an amount is ascertained under subsection (a), and as if on the 
date of the determination one year remained before the expiration of 
the periods of limitation upon assessment or filing claim for refund for 
such taxable year or years. If, as a result of a determination described 
in section 1818(a) (4), an adjustment has been made by the assessment 
and collection of a deficiency or the refund or credit of an overpayment, 
and subsequently such deterinination is altered or revoked, the amount 
of the adjustment ascertained under subsection (a) of this section shall 
be redetermined on the basis of such alteration or revocation and any 
overpayment or deficiency resulting from such redetermination shall be 
refunded or credited, or assessed and collected, as the case may be, as an 
adjustment under this part. In the case of an adjustment resulting from 
an increase or decrease in a net operating loss which is carried back to 
the year of adjustment, interest shall not be collected or paid for any 
period prior to the close of the taxable year in which the net operating 
loss arises. 
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$ 1. 1814(b) — 1 MKTIIOn OF ADJUsTDIKNT. — (a) If the amount of the 
adjustment ascertained pursuant to $ 1. 1814(a) — 1 or $ 1. 1814(a) — 9 
i epresents an increase in tax, it is to be treated as if it were a defiiciency 
determined by the Commissioner with respect to the taxpayer as to 
whom the error was made and for the taxable year or years with respect 
to which such adjustment was made. The amount of such adjustment 
is thus to be assessed and collected under the law and regulations ap- 
plicable to the assessment and collection of deficiencies, subject, 
however, to the limitations imposed by $ 1. 1814(c) — 1. Notice of de- 
ficiency, unless waived, must, be issued with respect to such amount or 
amounts, and the taxpayer may contest the deficiency before the Tax 
Court of the United States or, if he chooses, may pay the deficiency 
and later file claim for refund. If the amount of the adjustment 
ascertained pursuant to $ 1. 1814(a) — 1 or $ 1. 1814(a) — 9 represents a 
decrease in tax, it is to be treated as if it were an overp;iyment claimed 
by the taxpayer with respect to whom the error»-as made for the 
taxable year or years with respect to which such adjustment was made. 
Such amount may be recovered under the law and regulations appli- 
cable to overpayments of tax, subject, ho~ever, to the limitations 
imposed by $ 1. 1814(c) — 1. The taxpayer must file a claim for refund 
thereof, unless the overpayment is refunded without such claim, and 
if the claim is denied or not acted upon by the Commissioner within 
the prescribed time, the taxpayer may then file suit for refund. 

(b) For the purpose of the adjustments authorized by section 1811, 
the period of hmitations upon the making of an assessment or upon 
refund or credit, as the case may be, for the taxable year of an adjust- 
ment shall be consirlered as if, on the date of the determination, one 
year remained before the expiration of such period. The Commis- 
sioner thus has one year from the date of the determination»ithin 
which to mail a notice of deficiency in respect of the amount of the 
adjustment where such adjustment is treatecl as if it were a, deficiency. 
The issuance of such notice of deficiency, in accordance with the law 
and regulations applicable to the assessment of deficiencies will 
suspend the running of the 1-year period of ]iinitations provided in 
section 1814(b). In accordance with the applicable law and regula- 
tions governing the collection of. deficiencies, the period of. limitation 
for collection of the amount of the adjustment will commence to run 
from the date of assessment of such amount. (See section 6509 and 
corresponding provisions of prior revenue laws. ) Similarly, the 
taxpayer has a period of one year from the date of the determination 
within which to file a claim for refund in respect of the amount of the 
adjustment where such adjustment is treated as if it were an overpay- 
ment. 'Bi'here the amount of the adjustment is treated as if it were a 
deficiency and the taxpayer chooses to pay such deficiency and contest 
it by way of a claim for refund, the period of limitation upon fiiling a 
claim for refund will commence to run from the date of such paymeiit. 
See section 6511 and corresponcling provisions of prior revenue la» s. 

(c) The amount of an adjustment treated as if it were a deficiency 
or an overpayment, as the case may be, will bear interest and be subject 
to additions to the tax to the extent provided by the internal revenue 
laws applicable to deficiencies and overpayments for the taxable 
year with respect to which the adjustment is made. In the case of an 
adjustnient resulting from an increase or decrease in a net operating 
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loss which is carried back to the year of adjustment, interest shall not 
be collected or paid for any period prior to the close of the taxable 
year in ivhich the net operating. loss arises. 

(d) If, as a result of a determination provided for in $ 1. 1818(a) — 4, 
an adjustment has been made by the assessment, and collection of a 
deficiency or the refund or credit of an overpayment, and subsequently 
such determination is altered or revoked, the amount of the adjust- 
ment ascertained under $ 1. 1814(a) — 1 and $ 1. 1814(a) — 9 shall be re- 
determined on the basis of such alteration or revocation, and any 
overpayment or deficiency resulting from such redetermination shall 
be refunded or credited, or assessed and collected, as the case may be, 
as an adjustment under section 1811. For the circuinstances under 
which such an agreement can be altered or revoked, see paragraph (d) 
of $ 1. 1818(a) — 4. 

$ 1. 1814(c) STATUToRY' PRovIsIoNs; A. MoUNT AND METIioD oF AD- 
JUSTMENT1 ADJUSTMFNT (UNAFFECTED BY OTHER ITEMS. 

SEC. 1314. AMOUNT AiND METHOD OF ADJUSTMENT. 
(c) ADJvsTMENT UNAFFEcTED BY OTHEB IrEMs. — The amount to be 

assessed and collected in the same manner as a deficiency, or to be re- 
funded or credited in the sazue manner as an overpayment, under this 
part, shall not be diminished by any credit or set-off based upon any 
item other than the one which ivas the subject of the adjustment. Other 
than in the case of an adjustme~t resulting from a determination under 
section 1313(a) (4), the aruount of the adjustment under this part, 
if paid, shall not be recovered by a claim or suit for refund or suit for 
erroneous refund based upon any item other than the one which was 
the subject of the adjustment. 

$1. 1814(c) — 1 AnJUSTMENT UNAFFECTF~ BY OTIIER ITEMS. — (a) 
The amount of any adjustment ascertained under $ 1. 1814(a) — 1 or 
II 1. 1814(a) — 9 shall not be diminished by any credit or set-oif based 
upon any item other than the one that ivas the subject of the adjust- 
ment. 

(b) The application of this section may be illustrated by the follow- 
ing examples: 

Eral/e (j). In the example set forth in paragraph (e) of 
$ 1. 1814(a) — 1, if, after the amount of the adjustment had been 
ascertained, the taxpayer fiiled a refund claim for the amount 
thereof, the Commissioner could not diminish the amount of that 
claim by O8setting against it tlie amount of tax which should 
have been paid with respect to the $6, 000 interest item omitted 
from gross income for the year 1949; nor could the court, if 
suit were brought on such claim for refund, OA'set against the 
amount of the adjustment the amount of tax which should have 
been paid with respect to such interest. Similarly, the amount 
of the refund could not be increased by any amount attributable 
to the taxpayer's failure to deduct the $4, 500 interest paid in the 
year 1949. 

Examp/e (8). Assume that a taxpayer included in his gross 
income for the year 1958 an item which should have been included 
in his gross income for the year 19M. A. fter the expiration of the 
period of limitations upon the assessment of a deficiency or the 
allowance of a refund for 19M, the taxpayer filed a claim for 
refund for the year 1958 on the ground that such item was not 
properly includible in gross income for that year. The claim for 
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refund ~ as allowed by the Commissioner and as a result of such 
determination an adjustment was authorized under section 1811 
with respect to the tax for 1952. If, in such case, the Commis- 
sioner issued a notice of deficiency for the amount of the adjust- 
ment and. the taxpayer contested the deficiency before the Tax 
Court of the United States, the taxpayer could not in such pro- 
ceeding claim an OIFset based upon his failure to take an allowable 
deduction for the year 1952; nor could the Tax Court in its deci- 
sion ofFset against the amount of the adjustment any overpayment 
for the year 1952 resulting from the f aii ure to take such deduction. 

(c) If the Commissioner has refunded the amount of an adjustment 
under section 1811, the amount so refunded may not subsequently be 
recovered by the Commissioner in any suit for erroneous refund based 
upon any item other than the one that was the subject of the adjustment. 

Exampk. In the example set forth in paragraph (e) of $ 1. 1814 
(a) — 1, if the Commissioner had refunded the amount of the adjust- 
ment, no part of the amount so refunded could subsequently be recov- 
ered by the Commissioner by a suit for erroneous refund based on the 
ground that there was no overpayment for 1949, as the taxpayer had 
failed to include in gross income the $6, 000 item of interest received 
in that year. 

(d) If the Commissioner has assessed and collected the amount of 
an adjustment under section 1811, no part thereof may be recovered 
by the taxpayer in any suit for refund based upon any item other than 
the one that, was the subject of the adjustment, 

Exam@/e. In example (2) of paragraph (b) of this section, if the 
taxpayer had paid the amount of the ~adjustnlent, he could not subse- 
quently recover any part of such payment in a SIIit for refund based 
upon the failure to take an allowable deduction for the year 1952. 

(e) If the amount of the adjustment is considered an overpayment, 
it may be credited, under applicable law and regulations, together with 
any interest allowed thereon, against any liability in respect of an 
internal revenue tax on the part of the person who made such over- 
payment. Likewise, if the amount of the adjustment is considered 
as a deficiency, any overpayment by the taxpayer of any internal rev- 
enue tax may be credited against the amount of such adjustment 
in accordance with the applicable law and re~mllations thereunder. 
(See section 0402 and the corresponding provisions of prior revenue 
laws. ) Accordingly, it may be possible in one transaction between the 
Commissioner and the taxpayer to settle the taxpayer's tax liability 
for the year with respect to which the determination is made and to 
make the adjustment under section 1811 for the year with respect to 
which the error was m;lde or for a year which is afFected, or treated 
as afi'ected, by a, net operating loss deduction or a capital loss carryover 
from the year of the error. 

$1. 1814(d) — (e) SrATUTQRY 1RovIsIDNs AMDUNT AND METIIDD oI' 
ADJIIsTMENT I Xo ADJUsTMENTs FoR YEARs PRIoR To 1%2; NoT AP- 
PLICABLE To TAX IMPOSED BY SUBTITLE C. 

SEC. 1814. AMOUNT AND METHOD OF ADJUSTMKNT. 
(d) PERIoDB F08 WHIcH ADJU8TMENT8 MAT IIE MADE. — iVo adIustment 

shall be made under this part in respect of any taxable year beginning 
prior to January 1, 1982. 
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(e) T~xEs IMrosrn nv St&RTrrLE C. — This part shall not apply to any tax in&posed bv subtitle C (sec. 3101 and following relating to cn&ploy- 
ment taxes). 

$ 1. 1815 STATUTORV I R()vial()NS; EFI)&(UTIVE DATE. 
SEC. 1815. EFFKCT1)& 1". l)ATl;. 

(a) IN GENERAL. — This p;&rt shall apply only to determiuatious (as 
defined in sectiou 1313 (a) ) made after the 90th day after the date of 
enactmeut of this title. 

(b) TRANsITIoNAL PRovIsIBN. — Notwithstanding any other provision 
of this title, section 8801 of the Internal Revenue Code of 1939 shall apply 
to determinations (as defined in subsection (a) of such section) made on 
or before such 90th day as if this title had not been enacted. 

RUSSELL C. TIARRINGTON, 
Con)snissioner o f Interna/ Revenue. 

Approved February 3) 1956. 
C. M. HUMPIIREV, 

8ecretary of the Treastfry. 
(Filed by the Division of the Federal Register February 8, 1956, 8:47 a. m. ) 

PART IV. — WAR LOSS RECOVERIES 

SECTION 1881. — O'AR I. OSS RECOVERIES 

26 CFR 1. 1331: Statutory provi- 
sions; war loss recoveries. 

T. D. 6164 ' 

TITLE 26 — INTERNAL REVEX1&E, 1954. — CHAPTER I, SUBCHAPTER A. , PART 1— 
INCOME TAX: TAXABLE YEARS BEGINNING AFTER DECEMBER 61, 1956 

Regulations prescribed under subchapter Q — War loss recoveries. 

DEPARTMENT OF TXIE TREASURY, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 

IVashington ger, D. C. 
To Officers and Ernp/oyees of the Internal Eevenne ). )e&"vice and Others 

Concerned: 
AOTHORzrv: ()(i 1. 1331 to 1. 1337, iucl. , issued under secs. 1388, 1835, 1336, 1337, 

and 7805, I. R. C. 1954; 68A Stat. 844, 846, 847, 917; 26 U. S. C. 1338, 1335, 1836, 
1887, 7805. 

On August 27, 1955, notice of proposed rulemaking with respect 
to regula~tions under subchapter Q) part IV (relating to war loss 
recoveries), of the Internal Revenue Code of 1954) was published in 
the Federal Register (20 F. R. 6292). After consideration of such 
relevant suggestions as were presented by interested persons regard- 
ing the proposals, the regu]atf'ons as so published have been modified 
and are hereby adopted as set forth below. 

'The publication of this Treasury Decision in 21 F. R. 1640 dated March 15, 1!)56, con- 
tains (1) a series of instructions for modifving the notice of proposed rule &naking 
Published in 20 F. k. 6292, dated August 27, 1955, and (2) the full context of tl&e regu- 
lations with such modifications. As here published the Treasury Decision reflects the 
full context of such regulations, with modifications. The individual instructions have 

, been omitted. 
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WAR LORS RECOVERIEH 

$1. 13, 'll STATUTORY I ROVISIOXS; OAR I Oss RECOVERIES 

Sk. 'C. 1131. WAK LO!is RECOVERIES. 
On the recove& y in the taxable year of any»&oney or property in respect 

of property considered under section 127 (a) of the Internal Revenue 
Code of 1030, as destroyed or seized, the amount of such recovery shall 
be included in gross income to the extent provided in section 1332, unless 
section 1333 applies to the taxable year pursuant to an election made 
by the taxpayer under section 133o. 

$ 1. 1381 — 1 REcovERIEs IN REsPEGT oF 0 AR IMssEs. — (a) (1) The 
amount, of any recovery in respect of "war loss property" must be in- 
& lucled in gross income to the extent provided in section 1;&'32 unless, 
pursuant to the t'Ixpayer's election under section 1M5, the provisions 
of section 1:333 are applicable to such recovery. For tl1e treatment of 
wa& loss recoveties under section 1338 and the ma»ner of making 
t'Ie ele«f ion under section 1885, see $$ 1. 1883 — 1 and 1. 1885 — l. 

(2) As used in this part, the term "war loss property" means prop- 
erty considered u»de& section 1 "7(a) of the Internal Revenue Code of 
1980 as "destroyed or seized", including any interest described in 
section 127(a) (8) of the Internal Revenue Code of 10'30. 

(8) For regulations governing the treatment of war losses under 
the Internal Revenue Code of 1080, see $$ 20. 12 & (a) — 1 to 29. 127(a) — 4, 
inclusive, 20. 127(b) — 1, and 20. 127(e) — 1 of Regulations 111 (26 CFR 
(1030) Part 20) and $$ '30. 127(a) — 1 to 80. 127(a) — 4, inclusive, '30. 127 
(b) — 1, an«i 80. 127(e) — 1 of Regulations 118 (Ã& CFR (1M9) Part N). 

(b) The recoveries in respect of any war loss property mcludc the 
recoverv of the same war loss property and the recovery of any money 
or property in lieu of such property or on account of the destruction or 
seizure of such property. For example, there is a. recovery upon the 
return to the taxpayer after the termination of the war of his property 
which. was treate&l as war loss property because it was located in a 
country at war with the United States. An award by a government on 
account of the seizure of the taxpayer's property by an enemy country 
is a recovery unde1 this section. The amount obtained upon the 
sale or other transfer by the taxpayer of his right to any war loss 
property is also a recovery for the purpose of this section. Similarly, 
if a taxpayer who sustained a, war loss upon the liquidation of a cor- 
poration has received the rights to any property of the corporation 
which was treated as war loss property, any recovery by the taxpayer 
with respect to such rights is;& recovery by him for the purposes of this 
section. 

(c) For the purpose of this section, the recoveries considered are 
only those with respect to war losses sustained in prior taxable years. 
Similarly, the only cleductions considered are those allowable for prior 
taxable years, and any allowable deductions for the year of the re- 
covery are ignored for the purposes of applying such section to the 
recovery. 

(d) If a deduction was claimed under section 127 (a) of the Internal 
Revenue Code of 10'30 by;& taxpayer in computing his tax for any tax- 
able year and if such deduction was disallowed in whole or in part, 
any recovery in respect of the portion disallowed shall not be subject 
to the provisions of sections 13'31 through 1887. 
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g 1, 1339 QTATIITCRY PRovISICNs j INOIATsioN IN ORoss INcoME oE 
WAR Loss REcovERIES. 

SEC. 1SS2. INCLUSION IN GROSS INCOME OF WAR LOSS RE- 
COVERIES. 

(a) AMoUNT oF REcovERY. — The amount of the recovery of any money 
or property in respect of property considered under section 127(a) of 
the Internal Revenue Code of 1989, as destroyed or seized, shall be an 
amount equal to the aggregate of such money and the fair market value 
of such property, determined as of the date of the recovery. 

(b) AMOUNT OF GAIN INCLUDIBLE— 
(1) PoRTIoN ExcLUDED FRCM GRoss INcoME. — To the extent that the 

amount of the recovery plus the aggregate of the amounts of previous 
such recoveries do not exceed that part. of the aggregate of the allow- 
able deductions in prior taxable years on account of the destruction 
or seizure of property described in such section 127(a) which did not 
result in a reduction of any tax of the taxpayer under chapter 1 or 2 of 
the Internal Revenue Code of 19M, such amount shall not be includible 
in gross income and shall not be deemed gain on the involuntary con- 
version of property as a result of its destruction or seizure. 

(2) PORTIoN TRrATED As oRDINARY INco~E. — To the extent that such 
amount plus the aggregate of the amounts of previous such recoveries 
exceed that part of the aggregate of such deductions, which did not 
result in a reduction of any tax of the taxpayer under such chapters 
an(3 do not exceed that part of the aggregate of such deductions which 
did result in a reduction of any tax of the taxpayer under such chapters, 
such amount shall be included in gross income but shall not be deemed 
a gain on the involuntary conversion of property as a result of its 
destruction or seizure. 

(8) PCRTICN TREATED As GAIN oN INvoLUNTARY coNYERBIGN. — To the 
extent that such amount plus the aggregate of the amounts of previous 
such recoveries exceed the aggregate of the allowable deductions in 
prior taxable years on account of the destruction or. seizure of property 
described in such section 127(a), such amount shall be considered a 
gain on the involuntary conversion of property as a result of its clestruc- 
tion or seizure and shall be reco nized or not recognized as provided 
in section 10SS (relating to involuntary conversions). 

(4) OBLIGATIoNs NCT DIscHARGED. — If for any previous taxable year 
the taxpayer, chose under section 127(b) of the Internal Revenue Code 
of 1989 to treat any obligations and liabilities as discharged or satisfied 
out of the property or interest described in such section 127(a), and 
if such obligations and liabilities were not so discharged or satisfied, the 
amount of such obligations and liabilities treated as discharged or satis- 
fied under such section 127(b) shall be considered for purposes of this 
part as a deduction by reason of such section 127(a) which did not 
result in a reduction of any tax of the taxpayer under such chapters 
1 or 2. 

(5) ALLowABLE DEDUOTION Nlvf ALLOIvED. — Fol purposes of this sub- 
section, an allowable deduction for any taxable year on account of the 
destruction or seizure of property described in such section 127(a) shall, 
to the extent not allowed in computing the tax of the taxpayer for such 
taxable year, be considered an allowable deduction which did not result 
in a reduction of any tax of the taxpayer under such chapters 1 or 2. 

$ 1. 133 — 1 INcLl7sICN IN GRoss INcoME ol' WAR Loss RKcovERIEs- 
(a) Amoenam of recovery. — Except as provided in section 1333 (1), 
the amount of the recovery in respect of a war loss in a previoris tax- 
able year is determined in the same manner for the purpose of either 
section 13M or 1333. The amount of the recovery of any money or 
property in respect of any war loss is the aggregate of the amount of 
such money and of the fair Inarket value of such property, both deter- 
mined as of the date of the recovery. But see $ 1. 1333 — 1(a) for 
optional valuation where the taxpayer recovers the same war loss 
property. 



(b) 'I. )»ount of prjin ineludÃle. — (1) A taxpayer who has sus- 
tained a war loss ilescribed in section 127(a) of the Internal Revenue 
Code of 1039 anil v ho has not elected to have the provisions of section 
1333 apply to any taxable year in which he, recovered any money or 
property in respect of a war loss in any previous taxable year must 
include in his gross income for each taxable year, to the extent pro- 
vided in section 1332, the amount of his recoveries of money and prop- 
erty for such taxable year in respect of. any war loss in a previous 
taxable year. Section 1832 provides that such recoveries for any 
taxable year are not includible in income until the taxpayer has re- 
covered an amount equal to his allowable deductions in prior taxable 
years on account of such war losses which did not result in a reduction 
of any tax under chapter 1 or 2 of the Internal Revenue Code of 1080. 
War loss recoveries are considered as made first on account of war 
losses allowable but, not actually allowed as a deduction, and second 
on account of war losses allowed as a deduction but which did not 
result in a reduction of tax under chapter 1 or chapter 2 of the Internal 
Revenue Code of 1089. If there were deductions allowed on account 
of war losses for two or more taxable years which did not result in 
a reduction of any tax under chapter 1 or chapter 2 of the Internal 
Revenue Code of 1030, a recovery on account of such losses is con- 
sidered as made on account, of such losses in the order of the taxable 
years for which they were allowed beginning with the latest. See 
( 1. 1887 — 1 for the determination of the arnorint of such deductions. 
Recoveries in excess of such amount are treated as ordinary income 
until such excess equals the amount of the taxpayer's allowable deduc- 
tions in prior taxable years on account of war losses which did result 
in a reduction of any such tax under chapter 1 or chapter 2 of the 
Internal Revenue Code of 1030. Any further recoveries in excess of 
all the taxpayer's allowable deductions in prior taxable years for war 
losses are treated as gain on an involuntary conversion of property as 
a result of its destruction of seizure, and such gain is recognized or 
not recognizecl under the provisions of section 1033. See section 1088 
and tire remrlations thereunder. Such gain, if recognized, is included 
in gross income as ordinary income unless section 1281(ar) applies to 
cau~se such gain to be treated as g'ain from the sale or exchange. of a 
capital asset held for more than six months. See section 1231(a) and 
the regulations thereuncler. 

(2) The determination as to whether and to what extent any re- 
coverIes are to be included in gross income is made upon the basis of 
the amount of all the recoveries for each day upon which there are 
any such recoveries, as follows: 

(i) The amount, of the recoveries for any day is not included in 
gross income, and is not considered gain on an involuntary con- 
version, to the extent, if any, that the aggregate of the allowable 
deductions in prior taxable years on account of war losses which 
diil not result in a reduction of any tax of the taxpayer under 
chapter 1 or chapter 2 of the Internal Revenue Code of 1039, as 
determined under $ 1. 1, '387 — 1, exceeds the amount of all previous 
recoveries in the same and prior taxable years. 

(ii) The amount of the recoveries for any day which is not 
exclucled from gross income under subdivision (i) of this sub- 
paragraph is included in gross income as ordinary income, and is 
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not considered gain on an involuntary conversion, to the extent, 
if auy, that the ~aggregate of all the allowable deductions in prior 
taxabIe years on account of war losses (both those which resulted 
in a reduction of a tax of the taxpayer and those which did not) 
exceeds the sum of the amount of all previous recoveries in the 
same and prior taxable years and of that portion, if any, of the 
amount of the recoveries for such day which is not included in 
gross income under subdivision (i) of this subparagraph. 

(iii) The amount of the recoveries for any day which is not 
excluded from gross income under subdivision (i) of this sub- 
paragraph and is not included in gross income as ordinary income 
under subdivision (ii) of this subparagraph is considered gain 
on an involuntary conversion of property as a result of its de- 
struction or seizure. The followmg provisions then apply to 
this gain: 

(a) Such gain is recognized or not recognized under the 
provisions of section 1088, relating to gain on the involuntary 
conversion of property. For the pu~rpose of applying sec- 
tion 1033, such gain for any day is deemed to be expended in 
the manner provided in section 1038 to the extent the recov- 
ery for such day is so expended. 

(b) If such gain is recognized, it is included in gross in- 
come as ordinary income or, if the provisions of section 1281 
(a) apply and require such treatment, as gain on the sale or 
exchange of a capital asset held for more than six months. 
For the purpose of applying section 1231 (a), such recognized 
gain for any day is deemed to be derived from property de- 
scribed in that section to the extent of the recovery for such 
day with respect to such property, except such portion of such 
recovery as is attributable to the nonrecognized gain for such 
day'. 

(c) Section 1886 provides that in determining the unad- 
justed basis of recovered property, the total gain and the 
recognized gain with respect to such property must be deter- 
mined. For such purpose, the recognized gain deemed to 
be derived from properties described in section 1231 (a) may 
be allocated among such properties in the proportion of the 
recoveries with respect to such properties, reduced for each 
property' by the portion of the recovery attributable to the 
nonrecognized gain for such day, and the recoveries with 
respect to properties not described in section 1231 (a) may 
be similarly allocated. The total gain derived from any re- 
covered property is the sum of the nonrecognized gain at- 
tributable to the recovery of such property and of the recog- 
nized gain allocable to such property. 

(8) The foregoing provisions may be illustrated by the following 
examples: 

Encamp/e (Z). The taxpayer sustained war losses of $8, 000 on 
account of properties A, 8, C, and D. Of this amount, $1&000 
did not result in a reduction of any income tax of the taxpayer, 
as determined under the provisions of $ 1. 1337 — 1. In a subse- 
quent taxable year, he received an award of $800 from the Gov- 
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ernment on account of property A. This is not included in in- 
come since it is less than the amount by which his allowable 
deductions for prior taxable years on account of war losses which 
did not result in any tax bene6t ($1, 000) exceed $0, the sum of 
all his previous recoveries. On a later date the taxpayer re- 
covers property B, which is worth $1, 500 on the date of recovery. 
This recovery is not included in gross income to the extent of 
$200, the amount by which the aggregate of the allowable de- 
ductions for prior taxable years on account of war losses which 
did not result in any tax benefit ($1, 000) exceeds the sum of all 
previous recoveries ($800). The remaining $1, 800 of the re- 
covery is inclucled in gross income as ordinary income, and is 
not considered gain on the involuntary conversion of property, 
since it is less than the amount by which the aggregate of all the 
allowable deductions in prior taxable years on account of war 
losses ($8, 000) exceeds $1, 000, the sum of the $800 of previous 
recoveries and of the $200 portion of the recovery with respect to 
B which is not included in gross income. On a still later date 
the taxpayer sells for $2, 500 his rights to recover C. Since the 
allowable decluctions for prior t;ixable years on account of war 
losses which did not result in any tax benefit ($1, 000) do not ex- 
ceed the previous recoveries by the taxpayer ($800 and $1, 500, or 
$2, 800), none of the recoverv on account of C is excluded from 
gross income. This recovery is includecl in gross income as or- 
clinary income, and is not considered gain on the involuntary 
conversion of property, to the extent of $700, the amount by which 
the aggregate of all the allowable deductions for prior taxable 
years on account of war losses ($8, 000) exceeds $2, 800, the sum 
of the $2, 800 of previous recoveries and of the $0 portion of the 
recovery on account of C which is not included in gross income. 
The remaining $1, 800 of the recovery is considered gain on an 
involuntary conversion of property on account of its destruction 
or seizure, and is not recognizerl if forthwith expended in the 
manner provided in section 1088. Thus, it is not recognized if 
it is forthwith expended for the acquisition of property relating 
in service or use to C. On a later date the taxpayer recovers D, 
which has a fair market value of $400 at the time of the recovery. 
Since the aggregate of all the allowable deductions for prior 
taxable years on account of war losses ($8, 000) does not exceed 
the previous recoveries by the taxpayer ($800+$1, 500+$2, 500, 
or $4, 800), all of the recovery with respect to D is considered gain 
on an involuntary conversion of property as a result of its de- 
struction or seizure. Under the provisions of section 1088, this 
gain is not recognized if D is used for the same purposes for which 
it was used before it was deemed destroyed or seized under sec- 
tion 127 (a) of the Internal Revenue Code of 1989. 

Ezumple (P&). The taxpayer on one day recovers $8, 000 for 
property A and $7, 000 for property B, both of which were treated 
as war loss property for a prior taxable year, and $8, 000 of such 
$10, 000 recoveries is considered gain on the involuntary conversion 
of property as a result of its destruction or seizure. The tax- 
payer forthwith expends $5, 000 in the acquisition of property 
similar in use to B. Therefore, $5, 000 of the $8, 000 gain is not 
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recognized under section 10o3, leaving $8, 000 of recognized gain. 
Property 8 is within the provisions of section 1931 (a), relating 
to gains and losses on the involuntary conversion of. certain 
described property, but property A is not. Therefore, the pro- 
visions of section 1981 (a) apply to $9, 000 of the $8, 000 gain, that 
is, the amount of the recovery with respect to 8 which Is not at- 
tributable to the nonrecognized gain for such day ($7, 000 minus 
$5, 000). If the taxpayer forthwith expended $8, 000 or more for 
the acquisition of property similar in use to 8, none of the gain 
would be recognized. If the taxpayer forthwith expended the 
$5, 000 to acquire property related in use to A, the $8, 000 recog- 
nized gain would be considered derived from 8 to the extent of 
the recovery with respect to 8 ($7, 000), not reduced. by any non- 
recognized gain since none of such recovery is attributable to 
such nonrecognized gain, and therefore all of the $8, 000 recog- 
nized gain would be subject to the provisions of section 1&1(a). 

(4) An allowable deduction with respect to a war loss is any de- 
duction to which the taxpayer is entitled on account of any war loss 
propertv, regardless of whether or not such deduction was claimed 
by the taxpayer or otherwise allowed in computing his tax. If a 
deduction was claimed by a taxpayer in computing his tax for any 
taxable year and if such deduction was disallowed, such deduction 
will not be considered. an allowable deduction for such taxable year 
since the previous determination will not be reconsidered. 

eo 
1. 1388 STATUTORY PROVISIONS; TAX ADJUSTMENT MEASURED BY 

PRIOR BENEFITS. 
SFiC. IR3S. TAX ADJI7STMENT MEASURED BY PRIOR BENE- 

FITS. — 
If this section applies to the taxable year pursuant to an election 

made bv the taxpayer under section 1835 or section 127(c) (5) of the 
Internal Revenue Code of 19R9— 

(1) AMovNT oF REcovERv. — The amount of the recovery in the 
taxable year of any money or property in respect of property con- 
sidered under section 127(a) of the Internal Revenue Code of 19S9 
as destroyed or seized, shall be an amount equal to the aggregate 
of such money and the fair market value of such property, deter- 
mined as of the date of the recovery. For purposes of this section, 
in the case of the recovery of the same property or interest con- 
sidered under such section 127(a) as destroyed or seized, the fair 
market value of such property or interest shall, at the option of 
the taxpayer, be considered an amount equal to the adjusted basis 
(for determining loss) of such property or interest in the hands of 
the taxpayer on the date such property or interest was considered 
under such section 127(a) as destroyed or seized. The amount 
of the recovery determined under this paragraph shall be reduced 
for purposes of paragraphs (2) and (8) by the amount of the obli- 
gations or liabilities with respect to the property considered under 
such section 127(a) as destroyed or seized in respect of which the 
recovery was received, if the taxpayer for any previous taxable year 
chose under section 127(b) (2) of such code to treat such obligations 
or liabilities as discharged or satisfied out of such property, and 
such obligations or liabilities were not so discharged or satisfied 
before the date of the recovery. 

(2) AOJvsTMENT FOR FRIOR Tax RENEFITs. — That part of the 
amount of the recovery, in respect of any property considered under 
such section 127(a) as destroyed or seized, which is not in excess of 
the allowable deductions in prior taxable years on account of such 
destruction or seizure of the property (the amounl of such anowable 
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deductions being first reIlucecl by 1he aggregate amount of any prior 
recoveries in respect of the same property) shall be excluded from 
gross income for the taxable year of the recovery for purposes of 
computing the tax uncler this subtitle; but there shall be added to, 
and assessed and collected as a part of, the tax under this subtitle 
for the taxable year of the recovery the total increase in the tax 
under chapters 1 and 2 of the Internal Revenue Code of 1989 for 
all taxable years which would result by decreasing, in an amount 
equal to such part of the recovery so excluded, such deductions 
allowable in the prior taxable years with respect to ihe destruction 
or seizure of the property. Such increase in the tax for each such 
year so resulting shall be computed in accordance with regulations 
prescribed by the Secretary or his delegate. Such regulations shall 
give effect to previous recoveries of any kind (including recoveries 
described in section 111, relating to recovery of bad debts, etc. ) 
with respect to any prior year, and shall provide for the case where 
there was no tax for the prior year, but shall otherwise treat the 
tax previously determined for any year in accordance with the 
principles set forth in section 1814(a) (relating to corrections of 
errors). All credits allowable against the tax for any year and all 
carryovers and carrybacks affected bv so decreasing the allowable 
deductions shall be taken into account in computing the mcrease 
in the tax, except that the computation of the excess profits credit 
under chapter 2 E of such code for any taxable year shall not be 
affected. 

(8) GAIN ON REcovERT. — The amount of any recovery or part 
thereof, in respect of property considered under such section 127(a) 
as destroyed or seized, which is not excluded from gross income 
under paragraph (2), shall be considered for the taxable year of 
the recovery as gain on the involuntary conversion of property as 
a result of its destruction or seizure and shall be recognized or not 
recognized as provided in section 1088. 

(4) REcovFMIEs TREATED As GRoss IscoME POR cERTAIK PURPosEs. — 
For purposes of section 6012 (relating to persons required to make 
income tax returns) and section 1812 (relating to circumstances of 
adjustment), the recovery in the taxable year of any money or 
property in respect of property considered under such section 127(a) 
as destroyed or seized in any prior taxable year shall be deemed 
to be an item includible in gross income for the taxable year in 
which the recovery is made. 

$ 1. 1888 — 1 TAX ADJIIsTMzNT MzASURKD BY PRIOR BzNEFITs — (a) 
Amount oj I"ecoveIy. — The amount of recovery for purposes of this 
section shall be determined in accordance with the provisions of sec- 
tion 1882(a). See $ 1. 1882 — 1(a). If, pursuant to the taxpayer's elec- 
tion under section 1885, the provisions of section 1888 are, applicable 
to any taxable year in which he recovers the same war loss property, 
the fair market value of such property shall, at the option of the 
taxpayer, be considered an amount equal to the adjusted basis (f' or 
determining loss) of such property in the hands of the taxpayer on 
the date such property was considered as destroyed or seized. This 
option is exercisable by the taxpayer with respect to each separate 
war loss property. Also, if the provisions of section 1888 are ap- 
plicable pursuant to the taxpayer's election, the amount of the re- 
covery of any money or property in respect of. war loss property shall 
be reduced for the purpose of section 1888(2) and (8) by the amount 
of the obligations or liabilities with respect to such property, if the 
taxpayer for any previous taxable year chose under section 
127(b) (2) of the Internal Revenue Code of 1%9 to treat such ob- 
ligations or liabilities as discharged or satisfied out of such property, 
and such obligations or liabilities were not so discharged or satisfied 
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before the date of the recovery. See $20. 127(b) — 1 of Regulations 
111 (26 CFR (1989) 20. 127(b)-1). 

(b) ZI. EOTIvE METHoD j TAx ADJUsTMENT MEASURED BY I RIoR BEN- 
EIErs. — (1) If the taxpayer eleIts pursuant to section 1885 and in 
accordance with the provisions of ~~ 1, 1886 — 1 to have the provisions of 
section 1888 apply to any taxable year in Ivhich he recovers any 
money or property in respect of war loss l'Iroperty, the amount of 
the recovery in respect of such property for any ta~xable year shall 
not be included in income until the taxpayer has recovered an amount 
equal to his alloIvable deductions in prior taxable years on account 
of the destruction or seizure of such property, whether or not surh 
allov able deductions resulted in a reduction of any tax under chapter 
1 or chapter 2 of the Internal Revenue Code of 1039. However, for 
the purposes of section 6012(a) (1), relating to the requirement of 
individual returns, section 6012(a) (2), relatino to the requirement 
of corporation returns, and section 1812, relating to the mitigation of 
the effect of the statute of limitations, the entire amount of the re- 
covery shall be deemed to be an item includible in gross income for 
the taxable year in which the recovery is made, In lieu of includ- 
ing such amount in gross income, there shall be added to, and as- 
sessed and collected as a part of, the tax imposed under subtitle A. 
for the taxable year of the recovery an adjustment on account of 
any tax benefits in all prior taxable years resulting directly or in- 
directly from the fact that the loss from the destruction or seizure 
of such property was an allowable deduction. The amount of such 
adjustment shall be the total increase in the tax under chapters 1 and 
2 of the Internal Revenue Code of 1039 for all taxable years v-hich 
would result by decreasing such allowable deductions with respect to 
the destruction or seizure of such property by an amount equal to 
that portion of the amount of the recovery which is not included 
in gross income for the taxable year of the recovery. The portion 
of the amount of the recovery which is in excess of such allowable 
deductions is included in gross income for the taxable year of the re- 
covery as gain on the involuntary conversion of property as a result 
of its destruction or seizure and is recognized or not recognized as 
provided in section 1088. See section 1088 and the regulations there- 
under. Such gain, if recognized, is included in gross income as ordi- 
nary income unless section 1281(a) applies to cause such gain to be 
treated as gain on the sale or exchange of capital assets held for 
more than six months. See section 1281(a) and the regulations 
thereunder. 

(2) The determination as to whether and to what extent the amount 
of the recovery is to be excluded from gross income is to be made upon 
the basis of the total amount of the recoveries in each taxable year in 
respect of the same war loss property, as follows: 

(i) The amount of the recovery in any taxable year is excluded 
from the gross income of such year and is not, considered gain on 
an involuntary conversion to the extent that such amount does not 
exceed the aggregate of the allowable deductions in prior taxable 
years on account of the destruction or seizure of such property 
(whether or not such deductions resulted in a reduction of a tax 
of the taxpayer) reduced by the aggregate anIount of any recov- 
eries in intervening taxable years in respect of the same property'. 
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(ii) The amount of the recovery in any taxable year which is 
not excluded from gross income under subdivision (i) of this 
subparagraph is included in gross income and is considered gain 
on an involuntary conversion of property as a result of its destruc- 
tion or seizure. The following provisions apply to this gain: 

(a) Such gain is recognized or not recognized under the 
provisions of section 1088, relating to gain on the involuntary 
conversion of property. For the purpose of applying section 
1088, such gain for any taxable year is deemed to be expended 
in the manner provided in section 1088 to the extent the 
recovery in such taxable year is so expencled. 

(b) If such gain is recognized it is included in gross income 
as ordinary income or, if the provisions of section 1281 (a) 
apply and require such treatment, as gain on the sale or ex- 
change of a capital asset held for more than six months. In 
the case of the recovery of the same war loss property, any 
gain will not be deemed. to be recognized under the provisions 
of section 1281(a) if such property is used for the same pur- 
pose for which it was used before it was deemed destroyed or 
seized under section 127(a) of the Internal Revenue Code 
of 1989. 

(8) The determination of the total increase in the tax uncler chapters 
1 and 2 of the Internal Revenue Code of 1989 for all taxable years 
which would result by decreasing the deductions allowable in any prior 
taxable year with respect, to the destruction or seizure of the property 
in respect of which the taxpayer has made a recovery by an amount 
equal to the part of such recovery not included in gross income for the 
taxable year of such recovery shall be made as provided in this sub- 
paragraph. Such total increase shall include the increases described 
in subdivisions (i), (ii), (iii), and (iv) of this subparagraph, and 
shall be added to, and assessed and collected as a part of, the tax under 
subtitle A. for the taxable year of. the recovery. Proper adjustment of 
such increases shall be made on account of the application of the pro- 
visions of this subparagraph to intervening taxable years. Proper 
adjustment shall also be made in the determination of such increases 
in the case of a taxpayer who has made a valid election. under section 
1 020& relating to the adjustment of basis of property for depreciation, 
obsolescence, amortization, and depletion. The term "tax previously 
determined" as used in this subparagraph shall have the same meaning 
as used in section 1814(a) and sh. all include any tax under chapter 1 or 
chapter 2 of the Internal Revenue Code of 1989. In computing the 
amount of. the increase in the tax previously determined under chapter 
1 or chapter 2 of the Internal Revenue Code of 1989 for any taxable 
year, the principles of section 1814(a) shall be applicable. See section 
1814(a) and the regulations thereunder. However, the computation 
of the excess props credit under chapter 2E of the Internal Revenue 
Code of 1989 for any taxable year shall not be aAected by the adjust- 
ment provided in this subparagraph. All credits allowable against 
the tax for any year shall be taken into account in computing the 
increase in the tax previously determined. The increases referred to 
above include the following: 

(i) The increase, if any, in the tax previously determined for 
each prior taxable year in which a deduction was allowable on 
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account of the destruction or seiure of the property in respect of 
which thei e is a, recovery in the taxable year. After the tax pre- 
»ously determined has been ascerta, ined, such tax shall be recom- 
puted by disregarcling such allowable deduction (to the extent 
that it does not ex' eed the sum of the unount of such recovery not 
includecl in gross income for the taxable year of such recovery, plus 
the aggregate amount of any recoveries in intervening taxable 
years in respect of the same property) and any other deductions 
allowable on account of other war losses or any other losses, ex- 
penditures or accruals in such prior taxable year in respect of 
which, and to the extent that, recoveries in intervening taxable 
years have been excluded from gross income under section 
127(c) (8) or section 22(b) (12) of the Internal Revenue Code of 
1989, or section 1888 or section 111 of the Internal Revenue Code 
of 1954, or otherwise. The difFerence between the tax previously 
determined and the tax as recomputed will be the increase in the 
tax previously determined for the taxable year. 

(ii) The increase, if any, in the, tax previously determined for 
any taxable year (including the taxable year of the recovery) in 
which a, net operating loss deduction was allowable, if all or a 
part of such deduction was attributable to the carryover or carry- 
back to such taxable year of. a net operating loss from another 
taxable year in which a, deduction v as allowable on account of 
the destruction or seizure of the property in respect of which there 
is a. recovery in the taxable year to which such increase is to be 
added. After the tax previously determined has been ascertained, 
such tax shall be recomputed by redetermining such net operating 
loss deduction. In the determination of such net operating loss 
deduction the net operating loss shall be recomputed by disregard- 
ing the deduction allov;able on account of the war loss in respect 
of which there is a recovery in the taxable year to which such 
increase is to be added (to the extent that such deduction does not 
exceed the sum of the amount of such recovery not included in 
gross income for the taxable year of such recovery, plus the aggre- 
gate amount of any recoveries in intervening taxable years in 
respect of the same property) and by disregarding any other 
deductions allowable on account of other wa, r losses or any other 
losses, expenditures, or accruals in the taxable year in respect of 
which, and to the extent that, recoveries in intervening taxable 
years have been excluded from gross income under section 
127(c) (8) or section 22(b) (12) of the Internal Revenue Code of 
1989, or section 1888 or section 111 of the Internal Revenue Code 
of 1954, or otherv ise. The difference between the tax previously 
determined and the tax as recomputed will be the increase in the 
tax previously determined for the taxable year. 

(xii) The increase, if any, in the tax previously determined for 
any taxable year (including the taxable year of recovery) in which 
an unused excess profits credit was availed of in computing the 
unused excess profits credit adjustment for such taxable year, if 
all or a part of such adjustment was attributable to the carryover 
or carryback to such taxable year of an unused excess' profits 
credit from another taxable year in which a deduction was allow- 
ab]e on account of. the destruction or seizure of the property in 
898474' — 56 — 28 
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respect of which there is a recovery in the taxable year to which 
such increase is to be added. After the tax previously deter- 
mined has been ascertained, such tax shall be recomputed by re- 
determining such unused excess profits credit carryover or carry- 
back. In the recomputation such carryover or carryback shall be 
redetermined by disregarding such allowable war loss deduction 
(to the extent, such deduction does not exceed the sum of the 
amount of the recovery not included in gross income for the tax- 
able year of such recovery, plus the aggregate amount of any 
recoveries in intervening taxable years in respect of the same 
property) and by disregarding any other deductions allowab]e on 
account of other war losses or any other losses, expeditures. or 
accruals in the taxable year in respect of which, and to the extent 
that, recoveries in intervening taxable years have been excluded 
from gross income under section 197(c) (8) or section 99(b) (1P) 
of the Internal Reveiiue Code of 1M9, or section 18?&8 or sec- 
tion 111 of the Internal Revenue Code of 1954, or otherwise. 
The difference between the tax previously determined and the tax 
as recomputed will be the increase in the tax previously deter- 
mined for the taxable year. In case there is an increase in the 
excess profits tax under chapter 9E of the Internal Revenue Code 
of 1939 for the taxable year in which an unused excess profits 
credit was availed of in computing the unused excess profits credit 
adjustment, and a decrease in the income tax under chapter 1 of 
the Internal Revenue Code of 1989 for such taxable year, the 
increase in the tax previously determined shall be considered to be 
an amount equal to the excess of the increase in the excess profits 
tax over the decrease in the income tax 

(iv) The increase, if any, in the tax previously determined 
for any taxable year (including the taxable year of the re- 
covery) in which an unused excess profits credit was availed 
of in computing the unused excess profits credit adjustment 
for such taxable year, if all or a part of such adjustment was 
attributable to the carryover or carryback to such taxable 
year of an unused excess profits credit from another taxable 
year in which there w;is allowable a net operating loss de- 
duction attributable to the carryover or carryback to such 
other taxable year of a, net operating loss, and such net op- 
erating loss resulted in whole or in part from the deduction 
allowa~ble on account of the destruction or seizure of the prop- 
erty in respect of which there is a recovery in the taxable 
year to which such increase is to be added. After the tax 
previously determined has been ascertained, such tax shaU 
be recomputed by redetermining such net operating loss de- 
duction and such unused excess profits credit carryover or 
carryback. In the redetermination of such net operating loss 
deduction the net operating loss carryover or carryback shall 
be recomputed by disregarding such allowable war loss de- 
duction (to the extent that such deduction does not exceed. 
the sum of the amount of such recovery not included in gross 
income for the taxable year of such recovery, plus the ag- 
gregate amount of any recoveries in intervening taxable 
years in respect of the same property) and by disregarding 
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any other &lr&luctions al1ow;ilile on account of other war losses 
or any other losses, expenditures, or accruals in the taxable 
year in respect of which, md to the extent that, recoveries in 
intervening taxable years have been excluded from gross 
income under section 127(c) (8) or section 22(b) (12) of the 
Internal Revenue Code of 1030, or sectio» 1883 or section 111 
of the Internal Revenue Code of 1954, or otherwise. The 
unused. excess prolits credit can yover or c:irryback shall then 
be recomputed to conform to the redetermination of the net 
operating loss deduction for the taxable year from which the 
unused credit is carriecl over or carried back. The difference 
between. the tax previously determined md the tax as recoin- 
puted shall be the amount of the increase which shall be added 
to the tax for the taxable year of the recovery. In case there 
is an increase in the excess profits tax under chapter 2K of 
the Internal Reve»ue Code ot 1930 for the taxable year in 
which an unused excess profits credit was availed of in com- 
puting the unused excess profits credit adjustment, and a de- 
crease in the income tax under chapter 1 of the Internal Rev- 
enue Code of. 1080 for such taxable year, the increase which 
shall be added to the tax for the taxable year of the recovery 
shall be considered to be an amount equal to the excess of the 
increase in the excess profits tax over the decrease in the 
income tax. 

)1. 1834 STATIITORY PROVISIONS; RESTORATION OF VAIUE OF IN- 
VESTMENTS REFERABLE To DESTROYED OF SEIZED PROPERTY. 

SEC. 1384. RESTORATION OF VALUE OF INVESTMENTS REFER- 
ABLE TO DESTROYED OR SEIZED PROPERTY. 

For the purposes of this part, the restoration in whole or in part of the 
value of any interest described in section 127(a) (9) of the Internal 
Revenue Code of 1989 by reason of any recovery of money or property 
in respect of property to which such interest related and which was 
considered under subsection (a) (1) or (2) of such section 127 as 
destroyed or seized shall be deemed a recovery of property in respect 
of property considered under such section 127(a) as destroyed or seized. 
In applying section 1SS3, such restoration shall be treated as the re- 
covery of the same interest considered under such section 127(a) 
as destroyed or seized. 

$1;1884 — 1 REsToRATIoN oF VALIjE oF INvEsTMENTs. — If any in- 
terest of the taxpayer in or with respect to property was determined 
to be worthless and was treated as a war loss under section 127(a) (8) 
of the Internal Revenue Code of 1030 (see $ 20. 127(a) — 4 of Regula- 
tions 111 (26 CFR, 1040 ed. , Supps. ) ), or if the taxpayer retained an 
interest in a corporation with respect to which he sustained a war loss 
under section 127(e) of the Internal Revenue Code of 1980, and if 
tile interest in the hands of the taxpayer is restored in value, in whole 
or in part, by reason of a recovery with respect to the underlying 
assets treated as war loss property, then such restoration in value is 
a recovery by the taxpayer for the purposes of section 1881. In the 
application of section 1333, such restoration shall be treated as a re- 
covery of the same interest considered as destroyed or seized. AVar 
loss property is considered as not being in existence from the date of 
the loss to the date of its recovery. 
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$ 1. 1885 STATUTORY' PROVISIONS 
q 

ELECTION BY TAXPAYER FOR AP- 
PLICATION OF SECTION 1888. 

SKC. 1336. ELECTION BY TAXPAYKIt FOR APPLICATION OF SKC- 
TION 1383. 

If the taxpayer elects to have section 1333 apply to any taxable year 
in which he recovered any money or property in respect of property con- 
sidered under section 127(a) of the Internal Revenue Code of 1939, as 
destroyed or seized, section 1333 shall apply to all taxable years of the 
taxpayer beginning after December 31, 1941, and such election once 
made, shall be irrevocable. The election shall be made in such manner 
and at such time as the Secretary or his delegate may by regulations 
prescribe, except that no election under this section may be made un- 
less the taxpayer recovers money or property (in respect of property 
considered under such section 127(a) as destroyed or seized) during 
the taxable year for which the election is made. If pursuant to such 
election section 1333 applies to any taxable year— 

(1) The period of limitations provided in chapter 66 on the mak- 
ing of assessments and the beginning of distraint or a proceeding in 
court for collection shall not, with respect to— 

(A) The amount to be added to the tax for such ta~able year 
under section 1333, and 

(B) Any deficiency for such taxable year or for any other 
taxable year, to the extent attributable to the basis of the 
recovered property being determined under section 1336(b), 

expire before the expiration of 2 years following the date of the 
making of such election, and such amount and such deficiency may 
be assessed at any time before the expiration of such period not- 
withstanding any law or rule of law which would otherwise prevent 
such assessment and 

(2) In case refund or credit of any overpayment resulting from 
the application of section 1838 to such taxable year is prevented 
on the date of the making of such election, or within one year from 
such date, by the operation of any law or rule of law (other than 
section 7122, relating to compromises), refund or credit of such 
overpayment may, nevertheless, be made or allowed if claim there- 
for is filed within one year from such date. 

In the case of any taxable:, ear ending before the date of the 
making by the taxpayer of an election under this section, no in- 
terest shall be paid on any overpayment resulting from the applica- 
tion of section 1333 to such taxable year, and no interest shall be 
assessed or collected with respect to any amount or any deficiency 
specified in paragraph (1) for any period before the expiration of 
6 months following the date of the making of such election by the 
taxpayer, 

$ 1. 1885 — 1 ELECTIVE METHOD) TIME AND MANNER OF MAKING ELEC- 
TIoN AND EFFEOT 'THEREOF — (a) In General — If the taxpayer elects 
to have the provisions of. section 1888 applicable to any taxable year 
in which any money or property is recovered in respect of war loss 
property, section 1888 will be applicable by virtue of that election 
to all taxable years of the taxpayer beginning after December 81, 
1941. Thus, the taxpayer need not make an election with respect to 
each separate taxable year in which he had a recovery. An elec- 
tion for any taxable year in which the taxpayer had a recovery in 
respect of a prior war loss is sufBcient to make the provisions of sec- 
tion 18M applicable not only to war loss recoveries received by the 
taxpayer in any past taxable year beginning after December 81, 1941& 
but to any recoveries which may be received by the taxpayer in any 
future taxable year. Such election once made shall be irrevocable. 
'The election to have the provisions of section 1883 applicable to any 
taxable year cannot be made unless the taxpayer recovers money or 
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property (in respect of a prior war loss) during the taxable ye;ii 
for which such election is made. 

(b) planner of election. — In all cases the election to have the pro- 
visions of section 1888 apply must be made by the taxpayer not later 
than six months from tlie last day prescribed by law for the filing of 
his income tax return for the taxable year in which the recovery of 
war loss property occurs. The election shall be evidenced by a written 
statement that the taxpayer elects to have the provisions of section 1388 
apply to any taxable year in ivhich any nioney or propei ty is recovered 
jn respect of war loss property. The statn»ent m:iy be m ide in (or 
attached to)— 

(1) The returii or amended return filed for such taxable year; 
(9) A claim for refund or credit filed for such taxable year for 

an overpayment resulting from application of such provisions. 
(8) A timely petition or amended petition to The Tax Court 

of tlie United States for a redetermination of any deficiency for 
such taxable year; 

(4) A lettn addressed to the district director for the district 
i» which the return for such taxable year was required to be filed. 

If the written statement of election is made in a, letter, it shall be 
signed by the taxpiiyer making the election if an individu~al or, if the 
taxpayer is not an individual, the letter must be executed in the same 
manner as required in the case of the income tax return of such tax- 
payer. The date of the making of the election shall be the date the 
return, amended return, claim for refund or credit, or letter is filed in 
the oSce of the district director, or the date the petition or amended 
petition is filed with The Tax Court of the United States. In case 
the election is made in a return filed before the last day prescribed by 
law for the filing thereof (including any extension of time for such 
filing), such election shall not be considered made until such last day. 
See section 7502 and the regulations thereunder with respect to the 
timeliness of filing an election where filing is done by mail ancl section 
7508 and the regulations thereunder with respect to the timeliness of 
filing where the last day for filing f;ills on a Saturday, Sunday, or 
legal holiday. 

(c) Egect of election. — (1) If the provisions of section 1888 are 
applicable to any taxable year pursuant to an election made by the 
taxpayer in accordance with the provisions of. paragraph (a) of this 
section, the period of limitations provided in chapter 66 on the niak- 
ing of assessments and the beginning of distraint or a proceeding in 
court for collection with respect to (i) the amount to be added to the 
tax for such taxable year under the provisions of section 1888 and 
(ii) any deficiency for such taxable year or for any other taxable 
year to the extent attributable to the basis of the recovered property 
being determined under the provisions of section 1886(b), shall not 
expire prior to the expiration of two years following the date of the 
inaking of such election. Such amount or such deficiency may be as- 
sessed at any time prior to the expiration of such period, notwithstand- 
ing any law or rule of law which would otherwise prevent such assess- 
ment and collection. 

(2) If the provisions of section 1, '588 are applicable to any taxable 
year pursuant to an election made by the taxpayer in accordance with 
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the provisions of paragraph (a) of this section, and refund or credit of 
any overpayment resulting from the application of such provisions 
to such taxable year is prevented on the date of the making of such 
election, or within one year from such date, by the operation of any 
Iaw or r~ule of law (other than section 71o9 relating to compromises), 
refund or credit of such overpayment may nevertheless be made or 
allowed, provided claim therefor is filed within one year from such 
date. Thus, the amount of such overpayment which may be refunded 
or credited is not subject to the limitations contained in section 6511 
or 6512 (b) . 

(8) In the case of any taxable year ending before the date of the 
making by the taxpayer of an election under section 1885, no interest 
shall be paid on any overpayment specified in subparagraph (2) of 
this paragraph for any period before the expiration of six months 
following the date of the making of such election by the taxpayer, 
and no interest shall be assessed or collected with respect to any 
amount or any deficiency specified in subparagrayh (1) of this para- 
graph for any period before the expiration of six months following 
the date of the making of such election by the taxpayer. 

$1. 1886 STATUTQRY PRovIsIoN8) BAsIs oF REcovERED PRoPERTY. 

SKC. 1886. BASIS OF RKCOVKRKD PROPKRTY. 

(a) IN GENEEAL. — The unadjusted basis of property recovered in re- 
respect of property considered as destroyed or seized under section 
127(a) of the Internal Revenue Code of 1989 shall be determined under 
this section. Such basis shall be an amount equal to the fair market 
value of such property, determined as of the date of recovery, reduced by 
an amount equal to the excess of the aggregate of such fair market value 
and the amounts of previous recoveries of money or property in respect 
of property considered under such section 127(a) as destroyed or seized 
over the aggregate of the allowable deductions in prior taxable years 
on account of the destruction or seizure of property described in such 
section 127(a), and increased by that portion of the amount of the 
recovery which under section 1882 is treated as a recognized gain from 
the involuntary conversion of property. On application of the taxpayer, 
the aggregate of the bases (determined under the preceding sentence) 
of any properties recovered in respect of properties considered under 
such section 127(a) as destroyed or seized may be allocated amon the 
properties so recovered in such manner as the Secretary or his delegate 
may determine under regulations prescribed by the Secretary or his 
delegate, and the amounts so allocated to any such property so recov- 
ered shall be the unadjusted basis of such property in lieu of the unad- 
justed basis of such property determined under the preceding sentence. 

(b) PRCPEBTX REcovEBED IN TAxABLE YEAB To WIIIOH SEcTICN 1888 
ABBLIEB. — In the case of a taxpayer who has made an election under 
section 1885, the basis of property recovered shall be an amount equal 
to the value at which such property is included in the amount of the 
recovery under section 1888(1) (determined without regard to the last 
sentence thereof), reduced by such part of the gain under section 
1888(8) which is not recognized as provided in section 1088. 

$ 1. 1886 — 1 BAsIs oF REcovERED PRQPERTY — (a, ) General rule. — (1) 
Under section 1886 (a), the unadjusted basis of any war loss property 
which is recovered and the unadjusted basis of any property which is 
recovered in lieu of or on account of any such war loss property is 
considered the fair market value of such recovered property upon the 
date of its recovery with the following adjustments: 

(i) If the sum of the recoveries for the day such property is 
recovered and of all previous recoveries exceeds the aggregate of 
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the allow;ible deductions for prior taxable years, on account of 
war losses, so that a portion of the recoveries for such day is 
treated as gain on the involuntary conversion of property, such 
fah market vah&e of the property is reduced by the total gain, 
if any, for. such day &lerived from such recovered property as 
determined under $ 1. 133o — 1(b) . 

(ii) Such fair market value, as reduce&i under subdivision (i) 
of this subparagraph, is increased by the portion, if any, of the 
recognized gain resulting fi om the recoveries for s&ich day which 
is allocable to such re&. overed property, as deterinined under 
$ 1. 13M — 1(b). In efFect. , the unadjusted basis of such property 
is its fair market value upon the date of its recovery, reduced by 
the amount of nonrecogiiized gain attributable to such recovery 
under the provisions of $ 1. 13M — 1(b). 

(2) If. the respective bases of several properties of a taxpayer 
determined under section 1336(a) are greatly disproportionate to 
their adjusted bases immediatelv before their treatment as mar loss 
properties, the taxpayer may apply to the Commissioner for the allo- 
cation of tlie aggregate of the bases of such properties among them in 
the proportion of their adjusted bases immediately before the destruc- 
tion or seizure of such properties determined under section 1&27(a) of 
the Internal Revenue Code of 1030. The amount so allocated to any 
such property. in an application approved by the Commissioner, shall 
be the unadjusted basis of such property in lieu of the amount deter- 
mined under subparagraph (1) of this paragraph. 

(3) The application to the Commissioner shall set forth a list of all 
the properties of the taxpayer having an unadjusted basis determined 
under this section, a description of each such property together with 
a statement as to the amount of its adjusted basis innnediately before 
the destruction or seizure of such property determined under section 
127(a) of the Internal Revenue Code of 1030, and a statement as to 
whether there has been any substantial change in the use or nature 
of the property chosen for the a. llocation from its nature or use 
immediately before the time it mas treated as destroyed or seized. 
Such application will be allowed unless there has been such a sub- 
stantial change in the nature or use of such property that, the allocation 
of the bases would produce an arbitrary result, or unless the taxpayer 
i&as obtained such tax benefits by reason of the basis determined under 
subparagraph (1) of this paragraph, that it would be inequitable to 
change his basis. Thus, the allocation mill not be allowed if it would 
give the taxpayer an unadjusted basis with respect to any property 
which is less than the amount of the adjustments in reduction of the 
basis of such property which are allowable after its recovery. For 
example, ivhen property A is recovered it has an unadjusted basis of 
$100. After $70 depreciation has been allowed on A, an allocation is 
sought which mould give A an unadjusted basis of $60. Since this is 
less than the depreciation which is an adjustment against such basis, 
the allocation will not be permitted. 

(4) The amount of any adjustments to the unadjusted basis deter- 
mined under subparagraph (1) of this paragraph shall, upon the 
allocation of the bases, be tal-en as an adjustnient to the allocated 
&inadjusted basis. Thus, if $30 depreciation mas allowed upon a $100 
l~asis determined under subparagraph (1) of this paragraph and if 
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the unadjusted basis upon allocation is $75, such $30 depreciation is 
allowed against such allocated unadjusted basis, so that the adjusted 
basis of the property is then $45. 

(5) The taxpayer may choose any group of recovered properties 
for allocation, except that if any such recovered properties form one 
economic unit, such properties may not be separated but all or none 
must be included in the group. For example, a building may not 
be separated from the land on which it stanids if both are recovered 
property, nor may one block of stock in a corporation be separated 
from other stock in such corporation or from bonds in such corpora- 
tion which are also treated as a recovery. If the taxpayer has once 
been permitted to allocate the bases of any group of properties, he may 
obtain another allocation with respect to such properties only if 
all the properties in the original group are included together with 
other recovered properties not included in the original group. For 
example, if. the bases of properties A and 8 are allocated, a second 
allocation will be made for properties A, 8, and C, but not for A. and 
C or B and C. 

(b) Property reconered t'n taxable year to ichich section 1888 i8 
appticawe. — If, pursuant to an election made by the taxpayer under 
section 1335 and $ 1. 1335 — 1(a), the provisions of section 1333 are 
applicable to any taxable year in which the taxpayer recovered prop- 
erty in respect of a war loss under section 127(a) of the Internal 
Revenue Code of 1939, the unadjusted basis of such property shall be 
the fair market value of such property determined as of the date of 
the recovery, reduced by the amount of nonrecognized gain attribut- 
able to such recovery under the provisions of $ 1. 1333 — 1(b). How- 
ever, if the property recovered is the same war loss property, and if 
the taxpayer under section 1333(1) includes such property in the 
amount of. the recovery at its adjusted basis (for determining loss) in 
his hands on the date such property was considered under section 
127(a) of the Internal Revenue Code of 1939 as destroyed or seized, 
the unadjusted basis of such property shall be such adjusted basis, 
reduced by the amount of nonrecognized gain attributable to such 
recovery under the piovisions of $ 1. 1333 — 1(b). Tlie fair market 
value of any property recovered, or the adjusted basis (for deter- 
mining loss) of such property if the. saine property treated as war 
loss property is recovered, shall not be reduced in determining the 
unadjusted basis of such property by the amount of the obligations 
or liabilities with respect to such property in respect of which the 
recovery was received, if the taxpayer for any previous taxable year 
chose under section 127(b) (2) of the Internal Revenue Code of 1939 
to treat such obligations or liabilities as discharged or satisfied out 
of such property but such obligations or liabilities were not so dis- 
charged or satisfied prior to the date of the recovery. 

$ 1. 1337 STATUTORY PRovIsICNs l APPLIABLE RULEs. 
SEC. 1337. APPLICABLE RULES. 

(a) DETERhfINATIoN oF TAX BENEFITs. — The deterinination as to 
whether and to what extent an allowable deduction on account of the 
destruction or seizure of property described in section 127(a) of the 
Internal Revenue Code of 1939 did or did not result in a reduction of 
any tax of the taxpayer under chapter 1 or 2 of such code shall be made 
in accordance with regulations prescribed by the Secretary or his 
delegate. 
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(b) PAarran 1voRTHLESSNEss OF CERTAIN INvssTMENTs TREAT&&&) as 
WAR Loss&&a L&Nns&& 1MO Cons. — The part of the stock or other interest 
of the taxpaver treated under subsection (e) of such section 127 as prop- 
erty described in snbse&tion (a) (3) of such section shall be treated in 
the same manner for purposes of this part. 

Ii 1. 1387 — 1 Detenu+'»&tfion oj t«x beneptg frown ollo1cable de~t&c- 
tions. — (a) That part of the aggregate of the deductions allowed a, 
taxpayer for any t txable year on account of war losses under section 
127(a) of the Internal Revenue Code of 1030 which, if disallowed, 
would»ot result in an increase in the no& mal tax, surtax (including& 
the tax imposed by section 102 of the I»ternal Revenue Code of ]080), 
or victory tax of taxpaye&, or of any tax imposed in lieu of such taxes 
or of any tax imposed by chapter 2 of the Internal Revenue Code of 
]030, for the taxable year in which such deductions are alloiv&. d or in 
any other taxable year, such as a taxable year in which the taxpayer's 
income tax is computed by referenc&' to a, carryover or carryback of 
net operating losses from the taxable year in ivhich such deductions 
are allowed, is considered, for the purposes of se& tion 127(a) of the 
Internal Peeve»ue Code of 1030 an allowable deduction for the tax- 
able year which did not result in;& reduction of any tax of the tax- 
payer under chapter 1 or chapter 2 of the Internal P&evenue Code of 
1M0. In the case of recoveries of ivor losses and other items to which 
the recovery exclusion provisions of section 111 apply, such as bad 
debts, the determination of the tax benefit shoulcl be ma~de in accord- 
ance with section 111 (b) and the regulations there&mder. The &leduc, - 

tions allowed a, taxpayer for any taxable year on accou»t of hvar losses 
are all the deductions on account of war losses which were claimed by 
the taxpayer in a, return, i» a claim for credit or refund of an over- 
payment, or in a petition to The Tax Court of the United States with 
respect to such taxable year and which were not disallowed, and all 
deductions on account of war losses which, although not so claimed by 
the taxpayer, were nevertheless allowed (for example, by the Corn- 
missioner, a ~court, or The Tax Court) in computing a, tax of the 
taxpayer. 

(b) Any deduction allowable for a, taxable year on account of a 
war loss under section 127 (a) of the Internal Revenue Code of 1M0 
which was not claimed by the taxpayer for such year in a return, a 
claim for credit or refund of an overpayment, , or a petition to The 
Tax Court of the United States and was not allowed as a deduction 
(for example, by the Conunissioner, a court, or the Tax Court) i» 
computing his tax for such year or for any other year is considered 
a deduction which did not result in a reduction of any tax of the tax- 
payer under chapter 1 or chapter 2 of the Internal Revenue Code of 
1030, since it is an allowable deduction which was not allowed in com- 
puting any tax of the taxpayer. If the taxpayer claimed for any 
taxable year a deduction on account of a hvar loss, and if such deduc- 
tion was disallowed, the taxpayer r»ay no(, subsequently contend fo: 
the purposes of section 18ool that such deduction was an allowable 
deduction for such taxable year. 

(c) If the taxpayer elected under section 127 (b) of the Internal 
Revenue Code of 1080 to decrease the amount of a war loss by treati»g 
the obligations;&nd liabilities described in that section as discharge&1 
or satisPied out of the property destroyed or seized, and if the tax- 
payer establishes that any of the obligations and liabilities were»ot, 
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so discharged or satisfied, then the amount by which such continuing 
obligations and liabilities decreased the war loss shall be considered 
an allowable deduction for the taxable year in which the war loss was 
sustained which did not result in a reduction of any tax of the tax- 
payer under chapter 1 or chapter 2 of the Internal Revenue Code of 
1939. 

RVSSELL C. HARRINGTON, 
Com, missioner of Interna/ Revenue. 

Approved: March 8, 1956. 
DAN THROOP SMITH) 

8pecia/ Assistant to the 8ecretary 
in Charge of Tax Poh'cy. 

(Filed by the Division of the Federal Register, March 14, 1956, 8: 45 a. m. ) 

CHAPTER 2. — TAX ON SELF-EMPLOYMENT INCOME 

SECTION 1409. — DEFINITIONS 

(Also Section 3191. ) Rev. Rul. 56 — 66 

An individual rents and operates a shoe shine stand as a separate 
trade or business in a barber shop where he also performs services 
as a porter. Held, the income derived from the operation of the 
shoe shine stand is includible in computing net earnings from self- 
employment for purposes of the Self-Employment Contributions Act. 

In S. S. T. 147, C. B. 1937 — 1, 379, it is held that an individual 
who serves as a porter in a barber shop for the privilege of operating 
a shoe shine stand therein is an employee of the barber shop with re- 
spect to the services which he performs as such porter and that the 
fair rental value of the shoe shine stand constitutes the amount of his 
remuneration or "wages" for purposes of the Federal Insurance Con- 
tributions Act (chapter 91, subtitle C, Internal Revenue Code of 1954). 

A question has now been presented to the Internal Revenue Service 
relative to the treatment, for purposes of the tax imposed under the 
Self-Employment Contributions Act of 1954 (chapter 2, subtitle A, 
Internal Revenue Code of 1954), of the income derived by the in- 
dividual from the shoe shine stand rented by him and operated as 
a separate trade or business. 

Section 1402(a) of the Self-Employment Contributions Act of 1954 
defines the term "net earnings from self-employment" as "gross in- 
come derived by an individual from any trade or business carried on 
by such individual, less the deductions allowed by this subtitle which 
are attributable to such trade or business " 

Accordingly, it is held that income derived from the operation of a 
shoe shine stand by an individual who rents and operates such stand 
as a separate trade or business in a barber shop, where he also performs 
services as a porter, is includible in computing ne(, earnings from 
self-employment for purposes of the Self-Employment Contributions 
Act of 1954. In computing the amount of self-employment income 
subject to tax, the fair rental value of the shoe shine stand should be 
treated as "wages paid" to the operator of the stand in applying section 
1402 (b) of the last-mentioned Act since such fair rental value con- 
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stitutes uwi es" for purposes of the I& euler;il Iii. iirance Conti ibutions 
Act. See Rev. Rul. M — 2&2&:)& C. B. 1954 — 1, 174. Thu. , the amount of 
the f«ir re»t«l value of the slioe shine stand woukl constitute (1) 
ivages paid to the indi vidual involved to be reported both for Fedcr«1 
eniployment and income, t«x p»rposes and (2) «deduction:ittribut«b]e 
tp the (&per«tion of the shoe shine stand «s a tr«(le or business. 

The conclusions st«ted herein m«y be illustrated as follows: 
The f«ir rental value of a stand is $20 per montli, or $240 for the 

year; shine fees and tips received d»rin&& the ye«r total $1800; and 
the cost, of materials (r«gs, oil~, polish, etc. ) used during the ye«r 
is $100. Applying the principle of S. S. T. 147 s((pru, to this ex- 
ample, 8'40 is the «mo»nt to be included i» iv:i &&es»»der the Federal 
Insurance Contributions A&t; the amount nf $2&40 also represents 
rental expenses and is «deductible expeiise to the operator of the 
stand; adding the $ &4() to the $100, the cost, of materials, results in 
a, total deduction of ', j:34(); anti, deducting the $MO from the $1800 
of income leaves a remainder of $1460, representing the amount 
of self-employment earnings from the stand to be reported by the 
opei'a tol'. 

(Also Section 10&. ) Rev. Rul. 56 — 80 

4 duly ordained uiinister of a church, who elects under . e& tion 
1402(e), ss added to the luterual Revenue ("ode of 19, &4, (o have the 
insurance svstem established by Title II of the Social Security A. ct 
extended io servic&s which he performs iu the exercise of his 
ministry, should exclude from the net earnings from self-employ- 
ment for a taxsb)e year euding after 19o4 the value of a home fur- 
nished to him &is a part of his compeus;ition or the rental alloivance 
paid to him as a part of his compensation to the extent used by him 
to rent or provide a home. 

Advice has been requested «s to the amount to be included in net 
earnings from self-employment by a duly ordained minister of a 
church who has elected social security cover«ge and who, in 19, &5& in 
addition to cash salary will receive either (a) free occupancy of a 
house, or (b) a cash rent«l «llowance in lieu of a house. 

Sectioii 1402(e), as added to the Iiiternal Revenue Code of 1954 by 
Public Law 761, 8'3d Con g. , 6&8 Ht a t, . 1087& 26 U. S. C. 1402, 1052 Edition, 
Supplement II, C. B. 1. ');&4 — &, 60:3, provides, among other things, that 
@ duly ordained& commissioned, or licensed minister. of a church may, 
under the circumstances st«ted therein, certify that he elects to have 
the insurance systein established by Title II of the Social Security Act 
extended to services performed in the exercise of his ministry. 

Section 107 of the Code provides that gross income does not include 
the rental value of a hoine furnished to a minister of the gospel as 
part of his compensation, or the rental allowance paid to him as part of 
his compensation, to the extent used by him to rent or provide a, honie. 

Accordingly, it is held that, a d»ly ordained ininister of a church, 
»ho elects under section 14()2(e) of the Code to have the insurance 
system established by Title II of the Social Security Act extended to 
services which he perfoi nis in the exercise of liis ministry, should ex- 
clude from the net ear»in&&s from self-employment the value of a home 
6(rnished to him as a part of his & nmpensation as a minister, or the 
rental allowance paid to him as a part of such compensation to the 
extent, used by him to rent or provide a, home. 
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Rcv. Rul. 56-179 (Also Section 3191. ) 
An individual operates a school bus pursuant to an agreement 

with a county board of education whereby he is required to furnish 
and maintain his own bus, perform the services personally except 
in case of illness, attend safety meetings, file monthly reports, and 
follow certain rules pertaining to time schedules, routes, observance 
of safety rules, treatment of pupils, personal appearance and conduct. 
He is remunerated on the basis of z dollars per seat plus y cents per 
mile traveled. IIeld, the operator is an employee of the county for 
Federal employment tax purposes. Accordingly, the remuneration 
for such services does not constitute "net earnings from self- 
employment" as income from a "trade or business" under the Self- 
Kmployment Contributions Act of 1954. 

The Internal Revenue Service has been requested to determine 
whether remuneration received by a bus operator f' or providing bus 
transportation for school children under an agreement with a county 
board of education constitutes "net earnings from self-employment" 
for purposes of the Self-Employment Contributions Act of 1954 
(chapter 9, subtitle A, Internal Revenue Code of 1954). 

Section 1409 of the Act provides in part: 
(a) NET KARNINos FROM SELF-KMFLovMENT. — The term "net earnings from 

self-employment" means the gross income derived by an individual from any 
trade or business carried on by such individual, less the deductions allowed by this 
subtitle (Subtitle A] which are attributable to such trade or business, 

(c) Tawnz oa BuszNEss. — The term "trade or business", when used with 
reference to self-employment income or net earnings from self-employment, 
shall have the same meaning as when used in section 162, ". * *, except 
that such term shall not include— 

"(2) the performance of service by au individual as an employee 

Whether a certain activity constitutes a "trade or business" is 
dependent upon all the facts and circumstances in the particular case. 
As a general rule, when a person is regularly engaged in an occupa- 
tion or profession for profit and, as to such occupation or profession, 
is not regarded as an employee for purposes of the taxes imposed 
by the Federal Insurance Contributions Act, or otherwise excluded 
from the self-employment provisions, he is engaged in a "trade or 
business. " 

In view of the exclusion set forth by section 1409(c) (9) of the 
Self-Employment Contributions Act of 1954 regarding services per- 
formed as an employee, consideration must be given to the circum- 
stances under which the services of the bus operator are performed 
for the county in order to determine whether or not such services 
are performed in an employer-employee relationship. 

Pursuant to an oral agreement between the bus operator and the 
board, the operator is required to use his own bus which he maintains 
and operates at his own expense; perform the services personallv 
except in the case of illness, when he may assign a substitute approved 
by the board; and to follow certain rules with respect to time sched- 
ules, routes, observance of safety rules, treatment of pupils, personal 
appearance and conduct. Occasionally, he receives instructions from 
school oflicials regarding changes in bus routes and his working hours. 
He is further required to attend safety meetings and. to submit 
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monthly reports of his services, which must, be approved by the 
board, as &r condition precedent to payment of his remuneration, 
He nany be discharged for unsntisf:r& tory services nnd he may termi- 
nate his ser vices at any time. IIe is rem»»ernted on the basis of x 
dollars per sent plus y cents per mile trave1ed. 

Section . "&121(d) of the Feder rl Insurance Contributions Act, 
(chapter 21, subtitle C, Internnl Reve»ue Cocle of 1054) provides, in 
part, that tlIe term "employee" menus any individu rl who, under the 
usual common 1nw rules npplicnblc in determining the employer- 
employee relntionship, lras the st;rtus of an employee. The guides 
for determining, nncler tire coi»morr lnw rules, whether an employer- 
employee r elntionship exists are founcl in section 408. 204(c) of Regu- 
lations 1"8, applicnble to tire I»ternal Revenue Cocle of 1954 by 
virtue of Treasury Decision 6091, C. H. 1054 — 2, 47. 

In Km. T. [42, C. IS. 1948, 106', ), it wns helcl that A, who operntecl 
school buses rincler co»tract witlr the bo;riel of education of, & school 
district in the state of jr'r was an indepe»cle»t co»tractor:md was the 
enrployer, for social security nnd employment tnx purposes, of the 
indiviclunls assisting him in the performance of his contract with 
the bo;rrd. In that ense, A v ns not requirecl to perform the services 
personally; neither 4 nor his assistants were required to Ale reports 
rvith the board; ancl tfre board had nothing to do with the hiring of 
A's assistants. The contract, when reviewecl in the light of the over nil 
factual situation, was hehl to be a, contract for a~hauling service 
rather than a, contract for the use of equipment and a clriver in the 
business of another under which the driver nnd equipment are 
assimilated in the business of the employer nnd become subject to his 
direction and control. 

In the instant case, it is concl»cled that the bus operator has entered 
into a contract of employment with the county board of eclucation 
to perform personal services under the direction nnd control of the 
board. Accordingly, it is helcl that he is an employee of the boarcl 
for Federal employment tax purposes. The remuneration for his 
services, therefore, does not constitute "net earnings from self-employ- 
ment" from a "trade or busi»ess" under the Self-Employment Con- 
tributions Act of 1954. His services for the county board of. educa- 
tion, which is an instrumentality of the county, are excepted from 
"employment" under the provisions of section 8121(b) (7) of the 
Federal Insurance Contributions Act, ancl his remuneration for such 
services is not subject to the taxes under such Act. IIowever, his 
remuneration constitutes "wages" subject to the withholding of income 
tnx under section 3402 of the Internal Revenue Code of 1054. 

Service performed for municipalities. See Rev. Rul. 56 — 2, 
page 496. 

Income from the operntion of n "cash nncl cn& ry" laundry and chy 
cleaning agency. See Rev. Rul. 56 — 15, page 451. 

Self-employment income of person under disability. See Rev. Rul. 
56-22, page 558. 
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Fees received by an individual rendering child care services in her 
own home. See Rcv. Rul. 56 — 70, page 460. 

An individual performing geological engineering research for 
clients. See Rev. Rul. 56 — 1M, page 475. 

Services performed by a minister in an executive capacity. See 
gev. Rul. 56 — 187, page 488. 

CHAPTER 6. — CONSOLIDATED RETURNS 

SUBCHAPTER A. — RETURNS AND PAYMENT OF TAX 

SECTION 1501. — PRIVILEGE TO FILE CONSOLIDATED 
RETURNS 

Rev. Rul. 56 — M 96 CFR 1. 1501 — 1: Privilege to file consoli- 
dated returns. 

(Also Section 1504. ) 
(Also Part II, Section 141 

Regulations 118, Section 39. 141 — 1. ) 
A chain of includible subsidiary corporations whose stocks were 

less than 95 percent owned by the parent corporation during the 
taxable year 1958, and were therefore not members of an afiiliated 
group for tax purposes for that year, but whose stocks were more 
than 80 percent so owned at the beginning of and for four months of 
the calendar year 1954, are considered as being members of an affili- 
ated group for four months of the calendar year 1954 under the 
provisions of. section 1504(a) of the Internal Revenue Code of 1954. 
If a consolidated income tax return is filed for 1954, the income of 
each includible corporation, which became a member of the affiliated 
group during 1954, is required to be included in the consolidated re- 
turn for such part of the taxable year as it was a member of the 
afiiliated group. 

Advice has been requested whether a chain of includible subsidiary 
corporations, which were not members of an a%1iated group for tax 
purposes for calendar years beginning prior to January 1, 1954, are 
considered to have been members of an a%1iated group for a period 
of four months of the calendar year 1954, their common taxable year& 
by reason of. the application of the 80 percent provisions of section 
1504(a) of the Internal Revenue Code of. 1954; and, if such corpora- 
tions were members of an aFiiliated group and a consolidated income 
tax return is filed by the group for the taxable year 1954, whether the 
income of each such corporation is required to be included in the 
consolidated return for such part of the taxable year as it was a meln- 
ber of the aSliated group. 

X company is the common parent of an aKliated group of wholly 
owned corporations which filed consolidated returns for the calendar 
year 19M and for all years since 1931 for which such returns were per- 
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mitfecl, During most of such pei io&1 and until April 80, 1054, X com- 
pany also oivned more than 80 percent but less than 05 percent of the 
stock of o" other subsidiaries. The 22 subsicliaries in this latter group 
have always filed separate income tax returns since they dicl »ot, come 
within the stock ownership requirements of:&r&;&%liat& d group;is 
provicled in section 141(d) of the Intern;il Reve»&ie Code of 1080. 
Section 141(d) clefines the term "afFiliated g&roup" as meaning- 

one or more chains of includible corporations connected through 
stock ownership with a comnion parent corporation which is an includible 
corporation if— 

(1) Stock possessing at least l), . & per cen&. urn ot' the voting po&v«r of all 
classes of stock and at least 95 per centum of each class of the nonvoting 
stock of each of the includible corporations (except tlie common l&arent cor- 
poration) is owned directly by one or more of the other includible corpora- 
tions; and 

[2) The common parent corpora&. ion owns directly stock possessing at 
least 9, & per centum of the voting power of all classes of stock and at least 
95 per centum of each class of the nonvoting stock of at least one of the 
other includible corporations. 

As used in this subsection, the term "stock" does not include nonvoting stock 
&vhich is limited and preferred as to dividends. 

Section 1501 of the Internal Revenue Code of 1054 provides that in 
the case of a corporation, w hich is a member of an a%liated group for 
a fraction;&1 part of the year, the consolidated return, if elected to be 
filed by the a%1iated group, s[hall inclucle the income of such corpora- 
tion for such part of the year as it is a member of the afFiliated group. 
Section 1504(a) of the. 1054 Code defines an "a%1iated group" in the 
same way as section 141(d) of the 1080 Code, except that the require&1 
percentage of ownership has been recluced from 95 percent to 80 
percent, . 

Accordingly, it is held that a chain of includible subsidiary corpora- 
tions whose stocks were less than 05 percent owned by the parent 
corporation during the calendar year 10o3, and were therefore not 
members of an afFiliated group for tax purposes for that year, but 
&vhose stocks were more than 80 percent. so own«1 at the beginning 
of and for four months of the calendar year 1054, are considered as 
being members of an a%liated group for four months of the calenclar 
year 1054 uncler the provisions of section 1504(a) of the 1954 Code. 
H a consolidated income tax return is filed for 1954& the income of 
each of the incluclible corporations, which became, a member of the 
affiliated group during 19:&4, is required to be incluclecl in the consoli- 
dated return for such part of the calendar year as it was a member 
of the a%liated group. 

Rev. Rul. 56 — 67 

Where an affiliated group of corpo& ations has an election to make 
either consolidated or separate returns an(1 has properly filed a 
consolidated Federal income tax return for a taxable year, the mem- 
hers of the affiliated group may file their returns on a separate basis 
on or before the due date of such returns, including any extension 
of time granted by the Commissioner, provided the payments there- 
tofore made and to be made are adjusted in a manner satisfactory to 
the Commissioner. Similarly, a consolidated return may properly 
be filed on or before the due date notwithstanding the earlier filing 
of separate returns. 
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A question has been presented as to whether an aSliated group of 
corporations having properly filed a consolidated return may, on or 
before the due date of such return, file their returns on a separate basis. 

Section 1. 1502 — 10(a) of the Income Tax Regulations, T. D. 6140, ' 
provides in part as follows: 

(a) When, prhitlege must 'be exercised. — The privilege of making a consoli- 
dated return under section 1502 for any taxable year of an afliliated group must 
be exercised at the time of making the return of the common parent corporation 
for such year. For this purpose, the return is considered as made on the due 
date of such return (including any extensions of time granted by the Commis- 
sioner), regardless of the actual previous date of filing. Under no circumstances 
can such privilege be exercised at any time thereafter. The filing of separate 
returns for a taxable year does not constitute an election binding upon the 
corporation in subsequent years. If the privilege is exercised at the time of 
making the return, separate returns cannot thereafter be made for such year. 

Under section 1. 1502 — 10(b) of the Regulations, it is provided that 
in no case will the privilege under paragraph (a) be considered as 
exercised at the time of making a so-called "tentative return" made, 
for example, in order to obtain an extension of time for making the 
return required by law. 

I. T. 2585, C. B. IX — 1, 125 (1980), holds that separate returns filed 
b'y a husband and wife before the last day for filing such returns should 
be accepted as properly substituted for a joint return previously filed. 
Also see I. T. 8775, C. B. 1946 — 1, 76, and 6. C. M. 21227, C. B. 1939 — 1 
(Part 1), 191. The principles set forth in the above cited rulings are 
equally applicable to the present question. 

For example, a group of affiliated corporations on a calendar year 
basis properly elected and filed a consolidated return f' or 1954 on 
March 15, 195. Revenue Ruling 55 — 174, C. B. 1955 — 1, 141, extended, 
to September 15, 1955, the time for filing such returns. Therefore, 
the members of the affiliated group, on or prior to such date, could 
have properly filed. their returns on a separate basis. 

Accordingly, where an a5. 1iated group of corporations has an elec- 
tion to make either consolidated or separate returns and has properly 
filed a consolidated Federal income tax return for a taxable year, the 
members of the aKliated group may file their returns on a separate 
basis on or before the due date of such returns, including any extension 
of time granted by the Commissioner, provided the payments thereto- 
fore made and to be made are adjusted in a manner satisfactory to the 
Commissioner. Similarly, a consolidated return may properly be 
filed on or before the due date notwithstanding the earher filing of 
separate returns. 

SECTION 1502. — REGUI ATIONS 

26 CFR 1. 1502 — 11: Consolidated returns for 
subsequent years. 

Rev. Rul. 56-48 

Neither the repeal of sections 452 and 462 of tlfe Internal Revenue 
Code of 1954 on tune 15, 1955, nor the promulgation of the regulations 
governing consolidated Federal income tax returns on A. ugust 29, 
1955, gave rise to the privilege of making a new election to file sep- 
arate returns for the calendar year 1955 by an affiliated group of 
corporations which filed a consolidated return for the calendar year 

~T. D. 6140, C. B. 1955 — 2, 317 at 323. 
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1954 on or before September 15, 1955. Consequently, an affiliated 
group which fiipd a consolidated retuin for the calendar year 1054, 
or for the first taxable vear ending after August 16, 1054, &Dust, there- 
fore, file a consolidated return for the calendar year 1055 or the fiscal 
year ending in 105&5& or 1956 unless a new election is made available 
under the provisions of Be& tion 1. 1502 — 11 of the Incoine Tax Re'"ula- 
tions. 

Advice has been requested whether an a[Bliated group of corpora- 
tions which filed a consolidated return for the caleiidar year 1954 on 
or prior to September 15, 1955, may elect to file separate returns for 
the calendar year. 1955 by reason of the retroactive repeal of sections 
452 and 462 of the Internal Revenue Code of 1954. 

Sections 45&2 and 462 of the 1954 Code were repealed on June 15, 
1055, for all taxable years beginnin~ after December 81, 1958, and 
ending after August 16, 1954, by Public Law 74, 84th Cong. , 1st Sess. , 
69 Stat. 186, C. B. 1055 — 2, 748. Income tax regulations relating to 
consolidated returns were promulgated on August 29, 1955, as Treasury 
Decision 6140, C. B. 1955 — 2, 817. 

Section 1. 1502 — 11 of the Income Tax Regulations, supra, provides, in 
part, as follows: 

CDNSDLIDATED RKTUBNS FQR SUBSEQUENT YEABS. * "" ~ If a consolidai. ed retuim 
is made under section 1502 for any taxable year, a consolidated return must be 
made for each subsequent taxable year durin which the affiliated group remains 
iu existence unless (1) a corporation (other than a corporation created or organ- 
ized, directly or indirectly, by a inember of the group) has become a member of 
the group during such subsequent taxable year, or (2) subsequent, to the exercise 
of the election to make consolidated returns, subtitle A of the Code to the extent 
applicable to corporations, or the regulations under section 1502 which have 
been consented to, have been amended and any such amendment is of a charac- 
ter which makes substantially less advantageous to afflliated groups as a class 
the continued filing of consolidated returns, regardless of the eifective date of 
such amendment, or (3) the Commissioner, prior to the time of making the 
return, upon application made by the common parent corporation and for good 
cause shown, grants permission to change. For the purpose of (2), above, the 
expiration of a prov. 'sion shall be considered as an amendment to the Code made 
on the date of such expiration. 

A[[iliated corporations were granted a new election to file separate 
returns for the first taxable year for which returns were due to be filed 
after the date of enactment of the 1054 Code and for the first taxable 
year ending after the date of such enactment. See Rev. Rul. 54 — 865, 
C. B. 1954-2, 18. 

The time for filing a return for a taxable year ending on or after 
pecember 81, 1954, but before June 80, 1955, by a corporation which 
is a member of an aSliated group having the privilege of making a 
consolidated return for such taxable year was extended to September 
15, 1055. See Rev. Rul. 55 — 174, C. B. 1955 — 1, 141. 

Section L1509 10 of the Income T lx Regulations, supra, provides, 
in part, as follows: 

(a) When, f&rzvtlege nmst be exercised. The privilege of making a consolidated 
return under section 1502 for any taxable year of an afflliated group must be 
exercised at the time of making the return of the common parent corporation 
for such year. For this purpose, the return is considered as made on the due 
date of such return (including any extensions of time granted by the Commis- 
sioner), regardless of actual previous date of filing * ~ ~. 

Section 1. 1502 — 1(a) of the Income Tax Regulations provides that 
the privilege of making a consolidated return is given upon the con- 

393474' — 56 — 29 
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dition that;ill coi porations, ivhich h;ive been members of the a%]iated 
group at any time during the taxable year for which the return is 
nrade, consent l. o the regul itions urrch r section 15()2 applicable to such 
taxable year and any amendments thereof cbrly prescribed prior to the 
1;rst day presci ibed by law for the filing of the return. The making of 
the consoIidated return is considerecl as su& li consent. 

In view of the fact that the repeal of sections 452 and 462 of the 
1054 Code, and the issuance of regulations under section 1502 of the 
1054 Code relating to consolidated returns, occurred prior to the date 
on which the election to make corrso/ida~ted returns ivas required 
to be exercisecl, neither event g;ive rise to a new election for subse- 
quent years. Neither the provisions of the 1!r54 Code nor the con- 
solidated return regulations which are applicable to taxable years 
beginning after December 81, 1058, and encling after august 16, 1054, 
have been further amended s~ince September ]5, 1055, so as to make 
substantially less advantageous to aKliated groups as a class the con- 
tinued filing of consolidated returns for subsequent ye;irs. 

Accordingly, it is held that neither the repeal of sections 452 ancl 
462 of the 1054 Code nor the promulgation of the regulations govern- 
ing consolidated Federal income tax returns gave rise to the privilege 
of making a new election to file separate returns for the calendar year 
1055 by a~n a%1iated group of corpor'itions which filed a consolidated 
return for the calendar year 1054 on or before September 15, 1055. 
Consequently, an afiiliated group of corporations which filed a con- 
solidated return for the calendar year 1054 or for the first taxable 
year ending after August 16, 1954, must, therefore, file a consolidated 
return for the calendar year 1955 or the fiscal year ending in 1055 or 
1056, whichever is applicable, unless a new election is made available 
under the provisions of section 1. 1502 — 11 of the Income Tax 
Regulations. 

Rev. Rul. 56 — 271 

Where a member of an affiliated group of corporations which filed 
a consolidated income tax return for la54, purchased in 1955, all 
the steely of another corporation which was not organized "directly 
or indirectly" by any member of the affiliated group, and subse- 
quently receives the assets of the acquired corporation in a complete 
liquidation thereof, the acquired corporation becomes a member of 
the afiiliated group within the meaning of section 1. 1502 — 11(a) (1) 
of the Income Tax Regulations, during the period of its existence, 
provided the new corporation was acquired for a business purpose 
not for the principal purpose of acquiring the right of a new election 
to file separate returns. Under such circumstances the members 
of the atfiliated group may elect to file separate returns. 

Advice has been requested ivhether an afBliated group of corpora- 
tions which had filed consolid;ited income tax returns may elect, under 
the circumstances described below, to file separate income tax returns. 

In April, 1055, 0 corporation, a subsidiary corporation and a mem- 
ber of an affiliated group of co~rporations which filed a consolidated 
income tax return for the fiscal year ended September 8Oi 1054) 
purchased for cash all the stock of P corporation. P was not a cor- 
poration created or organized, directly or indirectly, by a member of 
the affiliated group. Acquisition of control of P by 0 was motivated 
by a business purpose, as evidenced by the fact that certain production 
contracts entered into by 0 were to be completed in 1055, and it was 
considered necessary to find a business activity to take the place of 
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the production being terminated. On June 80, 1955, the property of 
p was distributed to 0 in complete liquidation under the provisions of 
section 884(b) (9) of the Internal Revenue Code of 1954. 

Section 1. 1502 — 11 of Income Tax Regulations provides, in part, as 
follows: 

(a) CoNsoLIDATED RETURNs REQUIBED FoR SUBsEQUENT YEARs. — If a consoli- 
dated return is made under section 1502 for any taxable year, a consolidated 
return must be made for each subsequent taxable year during which the affiliated 
group reluains in existence unless (I) a corporation tother than a corporation 
created or organized, directly or indirectly, by a member of the group) has be- 
come a member of the group during such subsequent taxable year, 

Under the facts, it is evident that the acquisition of the stock and 
the liquidation of the acquired corporation were for bona fide business 
purposes and were not for the principal purpose of acquiring the 
right of a new election to file separate returns. 

~Accordingly, it is held that where a member of an afnliated group 
of. corporations which filed a consolidated income tax return for 1954, 
purchased in 1955, all tile stock of another corporation which was not 
organized "directly or indirectly" by any member of the a%1iated 
group, and subsequently receives the assets of the acquired corporation 
in a complete liquidation thereof, tlie acquired corporation becomes a 
member of the afniated group v, ithin the meaning of section 1. 1502 — 11 
(a)(1) of the Income Tax Regulations, during the period of its 
existence, provided the new corporation was acquired for a business 
purpose, not for the principal purpose of acquiring the right of a new 
election to file separate returns. Under such circumstances the mem- 
bers of the affiliated group may elect to file separate returns. 

Rev. Rul. 56 — 186 26 CFR 1. 1502 — 81: Bases of tax computation. 
(Also Sections 458, 1981. ) 

A promissory note, received by a parent corporation for the sale of 
real property used in its business, was sold by the corporation to one of. 
its subsidiaries for cash in the amount of the unpaid balance of the 
note. The gain on the sale of the real property qualified for treatment 
under section 1281 of the Internal Revenue Code of 1954 as gain on the 
sale of a capital asset by the parent corporation. That corporation 
elected to report such gain on the installment basis as provided in sec- 
tion 458 of the 1954 Code. The parent and subsidiary corporation filed 
a consolidated income tax return for the taxable year in which the note 
was sold to the subsidiary. Under section 1. 1502 — 81(b) (1) (i) of the 
Income Tax Regulations, the gain to the parent corporation, repre- 
sented by the difFerence between its cost basis of the note sold and the 
alnount paid therefor by the subsidiary, is an intercompany profit to 
"e eliminated. from the net income reported in a consolidated return 
for that taxable year. Under section 1. 1509 — 88 (b) of the Regulations, 
the basis of the note in the hands of the subsidiary is the same as in the 
"ands of the parent corporation. The profit on the collections on the 
liote is considered a gain to the subsidiary from the sale of a capital 
asset as provided in section 1981 of the Code, the same as it would 
have been m the hands of the parent corporatioll. Because the parent 
corporation had elected to report the gain realized from payments 
i'eceived on the note on the installment basis, the subsidiary is required 
to continue to report such gain on the same basis. 
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SECTION 1508. — CoiIPUTATION AND PA YMFNT OF TAX 

26 CFR 1. 1508 — 1: Computation anti payment of Rev. Rul. 56 — 128 
tax. 

Subsidiary &orporations engaged in the freight for&varding busi- 
ness, within the meaning of section 1002(a) (i) of Title 40 of the 
Uuited States Code. and which derive at least 80 percent of their 
gross income, computed without regard to dividends and capital gains 
and lossei, from the furnishing of such services qualify as regulated 
public utilities under section lo08(c) of the Internal Revenue Code 
of 19o4. 

Advice has been requested iyhether cci tai» subsidiary corporations 
which are freight forwarders constitute regulated public utilities 
within the meaning of section 1508(c) of the Internal Revenue Code 
of 1054. 

Subsidiary corporations, X' and E', are freight forwarders. They 
utilize common carriers by railroad, motor vehicles, and water, or a 
combination thereof, in rendering their services to shippers. The 
rates charged by each subsidiary for the furnishing of such services 
have been established or approved by the United States Interstate 
Commerce Commission, and each holds a permit from that Commis- 
sion to perform freight forwarding services, from which they derive 
80 percent or more of their gross income, exclusive of dividends and 
capital gains and losses. 

Section 1002 (a) (5) of Title 49, United States Code, defines a freight 
forwarder as follows: 

The term "freight forwarder" means any person which (otherwise than 
as a carrier subject to chapters 1, 8 or 12 of this title) holds itself out to 
the general public as a common carrier to transport or provide transportation 
of property, or any class or classes of property, for compensation, in inter- 
state commerce, and which, in the ordinary and usual course of its under- 
taking, (A) assembles and consolidates or provides for assembling and 
consolidating shipments of such property, and performs or provides for the 
performance of break-hulk and distributing operations with respect to such 
consolidated shipments, and (B} assumes responsibility for the transporta- 
tion of such property from point of receipt to point of destination, and 
(C) utilizes, for the yvhole or any part of the transportation of such ship- 
ments, the service of a carrier or carriers subject to chapters 1, 8, or 12 
of this title. 

Section 1508(c) (1) of the Internal Revenue Code of 1954 defines 
a regulated public utility, as far as is pertinent here, as follows: 

(A) A corporation engaged in the furnishing or sale of— 

(iii) transportation (not included in clause (ii) by motor 
vehicle- 

if the rates for such furnishing or sale, as the ease may be, have been 
established or approved by a State or political subdivision thereof, by 
an agency or instrumentality of the United States, by a public service or 
public utility commission or other similar body of the District of 
Columbia or of any State or political subdivision thereof, or by a foreign 
country or an agency or instrumentality or political subdivision thereof. . 

Section 1508(c) (2) of the Code provides that for the purpose of 
computing the tax on a consolidated return the term "regulated public 
utility" does not include a corporation which does not receive at least 
80 percent of its income, computed without regard to dividends and 
capital gains and losses, from "regulated public utility" sources as 
defined in section 1508(c) (1) of the Code. 
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Accordingly, since the subsidiary corporations are engaged in the 
freight forwarding business within tile meaning of section 1002(a) (5) 
of Title 49 of the United States Code and derive at least 80 percent 
of their gross income, computed without, regard to dividends and 
capital gains and losses, from the furnishing of such services, it is 
held tha~t they qualify as regulated public utilities under section 
1503(c) of the Internal Revel&ue Code of 1954. 

SECTION 1504. — DEFINITIONS 

26 CFR 1. 1504 — 1: Definitions. 

Consolidated return ini olving subsidiaries whose stocks were less 
than 95& perceiit owned by a pi&lent for years prior to 1%4, but were 
more than 80 percent, owiied by such parent after 1%3. See Rev. 
Rul. 56 — 34, page 436. 

SUBTITLE B. — ESTATE ANB GIFT TAXES 

CHAPTER 11. — ESTATE TAX 

SUBCHAPTER A. — ESTATE OI" CITIZENS OR RESIDENTS 
PART III. — GROSS ESTATE 

SECTION 2032. — AI TERNATE VALUATION 

Rev. Rul. 56-60 
Where the value of the decedent's gross estate at the date of 

death does not exceed the statutory exemption of $60, 000, a Yederal 
estate tax return, Form 706, filed &vith respect to the estate is not 
a return as contemplated by section 60)8(a) (1) of the Internal 
Revenue Code of 10;&4. Consequently, an election to apply the alter- 
nate valuation provisions contained in section 2032 of the 1054 Code 
is not authorized. 

The Internal Revenue Service has received numerous inquiries 
whether the rule expressed in Revenue Ruling 55 — 333, C. B. 1955 — 1, 
449, may be applied ~here the value of the decedent's gross estate at 
the date of death is less than the statutory exemption of $60, 000. 

In Revenue Ruling 55 — 333, supra a, it was held that section 811(j) of 
the Internal Revenue Code of 1939 (section 2032 of the Internal Reve- 
iiue Code of 1954) does not limit the application thereof to the estates 
of decedents which have decreased in value during the one-year period 
following the date of death. Consequently, where an estate has in- 
creased in value during that period of. time and the executor has 
elected, on a timely filed return, to have the estate valued in accord- 
ance with the provisions of section 811(j), all property included in 
the gross estate which has not been distril~&uted, sold, exchanged, or 
otherwise disposed of within one year after the decedent's death, shall 
be valued as of the date one year after the decedent, 's death. Property 
distributed, sold, exchanged, or otherwise disposed of within one year 
after the decedent's death shall be valued as of the date of such distri- 
bution, sale, exchange, or other disposi. tion. 
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Section 6018(a) (1) of the Internal Revenue, Code of 1954 specifies 
that the executor shall, in the case of a citizen or resident, file an estate 
tax return where the gross estate of a decedent at the date of death 
exceeds $60, 000. Section 20M of the 1954 Code provides that, the 
election to value the gross estate of the decedent as of one year after 
the date of death or as of an intermediate date must be made by the 
executor on the estate tax return. A. ccordingly, it is held that where 
the value of the decedent's poss estate at the date of death does not 
exceed the statutory exemption of $60, 000, a Federal estate tax return, 
Form 706, filed with respect to the estate is not a return as contem- 
plated by section 6918(a) (1) of the Code. Because the return will 
not be recognized for Federal estate tax purposes, it follows that 
any material contained therein would have no force or efFect with 
respect to its application in the determination of any other Federal 
tax liability. Consequently, an election to apply the alternate valua- 
tion provisions contained in section 20M of the 1954 Code is not 
;iuthorized. 

SECTION 2039. — ANNUITIES 

Rev. Rul. 56 — 1 

Where an individual who is covered by the United States Civil 
Service Retirement System dies before retirement, the amount in- 
cludible in his gross estate under section 2039 of the Internal Rev- 
enue Code of 1954 on account of an annuity payable to his surviving 
spouse, or other beneficiary, is the amount of the decedent's con- 
tribution to the system. 

Advice has been requested as to the amount includible in the dece- 
dent's gross estate under section 2039 of the Internal Revenue Code 
of 1954 on account of an annuity payable to his surviving spouse 
under the United States Civil Service Retirement System. 

At the time of his death the decedent was employed by the United 
States Government. He was survived by his wife who became entitled 
to an immediate annuity of $200. 00 a month, the present value of 
which was $86, 000. 

Section 2069(a) of the Internal Revenue Code of. 1954 provides for 
the inclusion in the decedent's gross estate of the value of an annuity 
or other payment receivable by~any beneficiary by reason of surviving 
tlie decedent under any form of contract or agreement (other than 
insurance on the decedent's life) if, under such contract or agreement, 
an annuity or other payment was payable to the decedent, or the 
decedent possessed the right to receive such annuity or other payment 
for his life or for any period not ascertainable without reference to 
his death or for any period which does not in fact end before his death. 

Section 2089(b) provides that subsection (a) shall apply to only 
such part of the value of the annuity or other payment receivable 
under such contract or agreement as is proportionate to that part of 
the purchase price therefor contributed by the decedent and, for the 
purposes of this section, any contribution by the decedent's employer 
shall be considered to be contributed by the decedent if made by reason 
of his employment. 

Section 2039(c) provides, however, that there shall be excluded 
from the gross estate the value of an annuity or other payment receiv- 
able by any beneficiary (other than the executor) under "an employees' 
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trust 
' * ~ forining part of a pension ~ ~ ~ plan which, at the 

time of the decedent's separation from employment (whether by deatli 
or otherwise), e * "' met the requirements of section 401(a)" except 
that "if such amounts * * "' are attributable to any extent to pay- 
ments or contributions made by the decedent, no exclusion slrall be 
allowed for that part of the value of sucli amounts in the proportion 
that the total payments or contributions made by the decedent bears to 
the total payments or contributions made. " For the purposes of sub- 
section (c), conti ibutions made by the decedent's employer shall not 
be considered to be contributed by the decedent. 

The United States Civil Service Retirement System is treated as an 
employees' trust which has been held to meet the requireinents of 
section 165(a) of the Internal Revenue Code of 1989 (section 401(a) 
of the Internal Revenue Code of 1954). 

The decedent contributed $5, 000 to the United States Civil Service 
Retirement System and the interest accrued thereon to the date of his 
death amounted to $3, 000. The accrued interest is considered as at- 
tributable to payments or contributions made by the decedent. 

The report of the Senate Finance Committee on section 2039 of the 
1954 Code states that where the annuity is payable out of a fund or 
under a plan where the employer's contribution to a particular em- 
ployee's account cannot be readily ascertained, the total contributions 
may, in the absence of a more precise method of determination, be 
considered to be the value of the annuity payable to the decedent and 
the survivor as of the time such annuity becomes fixed. The amount 
contributed by the Government to the purchase of the employee's or 
the survivor's retirement annuity is not readily ascertainable. 

As the decedent in the instant case died before retirement, the value 
of' the annuity payable to his wife which became fiixed as of the date 
of his death is considered to be the value of the total contributions. 
Accordingly, the amount includible in decedent's gross estate on ac- 
count of the annuity payable to his wife is computed as follows: 

Decedent's contribution $8'000 36 000 V l 
Total contributions 36, 000 

It is thus apparent that where an individual who is covered by the 
United States Civil Service Retirement System dies before retirement, 
the amount includible in his gross estate under section 2039 of the 
Internal Revenue Code of 1954 on account of an annuity payable to his 
surviving spouse, or other beneficiary, is the amount of the decedent's 
contribution to the system plus the interest accrued thereon. 

PART IV. — TAXABLE ESTATE 

SECTION 2053. — EXPENSES, INDEBTEDNESS, 
AND TAXES 

Rev. Iiul. 56 — 290 

Where income received by the decedent is included in a joint in- 
come tax return filed by the decedent's estate and his surviving 
spouse, the amount of income tax attributable to the decedent's in- 
come for the purpose of determining the amount allowable as a. 

deduction under section 2053 of the Internal Revenue Code of 1054 
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shall be considered to be that proportion of the joint i, ax liability 
determined for the period covered by the joint return which the 
amount of income lax for which the decedent would have been liable 
if he had filed a sel&arate return for that period bears to the total 
amount of income tax for which the decedent and his spouse would 
have been liable if both spouses had filed separate returns for that 
pel'lod. 

Revenue Ruling 54 — 882, C. B. lions — 2, 270, modified. 

The Internal Revenue Service has been asked to reconsider Revenue 
Ruling 54-882, C. B. 1954 — 2, 279, insofar as it relates to the amount of 
income tax allowable as a deduction from the decedent's gross estate 
where the decedent's executor and his widow file a joint return for 
the year in which he died. 

Revenue Ruling 54 — 082, supra, holds that for the purpose of deter- 
mining the amount alloivable as a deduction under section 812(b) of 
the Internal Reveiiue Code of 1089 (section 205'3 of the Internal Reve- 
nue Code of 1954) the amount of income tax attributable to the de- 
cedent's income, in the case of a joint income tax return filed by the 
decedent's estate and his surviving spouse, is that portion of the total 
income tax shown on the joint return that the amount of the decedent's 
net income, less his exemption, bears to the toi, al net income, less the 
total exemptions allowed. 

The method of allocating that portion of the total income tax at- 
tributable to the decedent, 's income for the period ending with his 
death for the purpose of determining the amount allowable as a 
deduction under section 2053 of the 1954 Code, has been reconsidered 
by the Internal Revenue Service. It has been f~ound that in applying 
the method of allocating the tax enunciated in Revenue Ruling 54 — 382, 
sepvu, the amount of the total tax attributable to the decedent does 
not truly refiect that portion of the total tax attributable to his sepa- 
rate income. 

In view of the foregoing, it is held that where income received by 
the decedent during his lifetime is included in a joint income tax 
return filed by the decedent and his spouse, or by the decedent's estate 
and the surviving spouse, the decedent's income tax liability for the 
period covered by the retiirn shall be considered to be that proportion 
of the joint tax liability determined for that period which 8 (the 
amount of income tax for which the decedent would have been liable 
if he had filed a separate return for that period) bears to 8 (the total 
of the amount for which the decedent would have been liable and the 
amount for which the spouse would have been liable if both spouses 
had filed separate returns for that period). The deduction allowable 
for the amount remaining unpaid for the period covered by the return 
shall not exceed. the lesser of (1) the decedent's liability for the period. 
(as determined in the preceding sentence), reduced by the amounts 
already contributed by the decedent toward payment of the joint 
liability, or (2) in the event there is an agreement between the decedent 
and his spouse or between the executor and the spouse relative to the 
payment of the joint liability, the amount which pursuant to the aq'ree- 
ment is to be contributed by the estate toward payment of the ]oint 
liability. 

To the extent that it is inconsistent herewith, Revenue Ruling 
54 — 382, C. B. 1954 — 2, 279, is hereby modified. 
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SECTION 2056. — BEQUESTS, ETC. , TO SURVIVIN(" 
SPOUSE 

Rev. Rul. 56 — 26 
While amounts allowed for the support of the surviving spouse 

during the period of settlement of the deceased spouse's estate may otherwise constitute a nondeductible interest under section 2056(b) of the Internal Revenue Code of 1054, such amounts may neverthe- 
less qualify for the estate tax marital deduction to the extent that 
all or any part of the residuary estate of the decedent passed from 
the decedent to his surviving spouse by intestacy or as beneficiary 
under his will. 

Advice has been requested whether amounts paid to a surviving 
widow as an allowance for support will qualify for the marital de- 
duction authorized by section 2056 of the Internal Revenue Code of 
1954 under the circumstances set forth below. 

The decedent died testate leaving his entire probate estate to his 
surviving wife. Pursuant to an order of the local probate court, the 
widow was entitled to an allowance for support during the period of 
settlement of the deceased spouse's estate. 

Revenue Ruling 83, C. B. 1053 — 1, 395, sets forth the general rule 
to be followed in such cases. Such rule is to the effect that, in order 
to qualify for the marital deduction, a property interest in the form 
of an. allowance made, pursuant to local law, for the support of the 
decedent's spouse, must be a vested right of property, such as will, 
in the event of the spouse's death as of any moment or time following 
the decedent's death, survive as an asset of her estate. Otherwise, 
such allowance constitutes a terminable interest within the meaning 
of section 2056(b) of the 1954 Code and, as such, does not qualify 
for the deduction. 

The terminable interest rule of section 2056 (b) does not apply, how- 
ever, unless (1) an interest in the property also passed from the de- 
cedent (whether by will or under local law) to someone other tha, n his 
surviving spouse, or the estate of such spcic~c, and (2) by reason of 
such passing such other person may possess or enjoy such property 
after the termination or failure of the interest therein which passed 
to the surviving spouse. Thus, assume a case where a decedent, leaves 
property to his widow for life, with remainder to her estate (executors 
or administrators). The life estate given is clearly a terminable in- 
terest, but as no interest in the property passed to anyone other than 
the widow, or the estate of the widow, the rule set forth in section 
2056(b) does not apply and the entire interest qualifies for the marital 
deduction. 

The same would apply in respect of the interest, of the instant de- 
cedent's widow in the form of her support allowance. Since the 
decedent left her his entire probate estate, no interest in the amounts 
awarded for her support during the settlement of the estate may, for 
the purposes of section 2056, be considered as having passed to any 
person other than his spouse, or the estate of such spouse. In other 
words, while the widow's death at any time following the decedent's 
death would have terminated her right to any further support allow- 
ance, any amounts remaining unpaid would, nevertheless, become a 
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part of the residuary estate and, as such, would pass to her estate 
under the terms of her husband's will. Thus, the requirement of sec- 
tion 2056 of the statute, as more particularly set forth in Revenue Rul- 
ing 88, 8upra, has been met, and the marital rleduction is allowable. 

So long as the interest pn~ssing to the surviving spouse, when viewed 
as of the decedent's death, is an indefeasibly vested interest, it is im- 
material whether the statutory requirement in the foregoing respect 
is satisfied. by reason of the applicable provisions of the local law, by 
reason of the terms of the decedent's will, or otherwise. Therefore, 
the same rules would apply in the case of an intestate share in the de- 
cedent's estate. For example, if the decedent died intestate and one- 
third of his estate passed to his surviving spouse as absolute owner 
under the intestacy laws of the jurisdiction, then one-third. of any 
amounts paid out of the estate, pursuant to local law, for the support 
of such spouse, is a deductible interest since, to that extent, it in effect 
merely represents an advancement from property which is already 
indefeasibly hers, and will pass to her, or to her estate, in any event. 

In view of the foregoing, it is held that while amounts allowed for 
the support of the surviving spouse during the period of settlement 
of the deceased spouse's estate may otherwise constitute a nondeductible 
interest under section 2056(b) of the Internal Revenue Code of 1954, 
such amounts may nevertheless qualify for the estate tax marital de- 
duction to the extent that all or any part of the residuary estate of the 
decedent passed from the decedent to his surviving spouse by intestacy 
or as beneficiary under his will. 

SUBCHAPTER B. — ESTATES OF NONRESIDENTS NOT CITIZENS 

SECTION 2105. — PROPERTY WITHOUT THE UNITED 
STATES 

(Also Section 2106. ) Rev. Rul. 56-52 

An ambass'ador, or other diplomatic omcer of a foreign country, duly 
accredited to the United States, is not considered, for estate tax pur- 
poses, as having been engaged in business in the United States at the 
time of his death solely by reason of his activities in this country in 
connection with the formal representation of his government as an 
accredited diplomat. Consequently, any moneys deposited with any 
person carrying on the banking business by or for the ambassador, or 
other diplomatic ofhcer of a foreign country, who at the time of his 
death is neither domiciled in nor a national of the United States, and 
obligations of the United States issued prior to March 1, 1941, owned 
by such person, are exempt from the Federal estate tax under the pro- 
visions of sections 2105(b) and 2106(c), respectively, of the Internal 
Revenue Code of 1954, provided he is not otherwise engaged in business 
in the United States at the time of. his death. Compare Revenue Rul- 
ing 187, C. B. 1953 — 2, 291, which held that the estate tax is not applica- 
ble to personal prope~rty used by a foreign envoy duly accredited to the 
United States in the conduct of his oScial mission and reasonably 
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required for such purpose. This ruling is not to be construed as 
having any efFect upon a, deterinination of the trade or business of an 
ambassador or other diplomatic ofhcer of a foreign country for Federal 
income tax purposes. See section 871 of the Code. 

SECTION 2106. — TAXABI, K ESTATE 

Application of the Federal estate tax in the case of a diplomatic 
oKcer of a foreign country. See Rev. Rul. 56 — 52, above. 

CHAPTER 12. — GIFT TAX 

SUBCHAPTER A — DETERMINATION OF TAX LIABILITY 

SECTION 2508. — TAXABLE GIFTS 

Rev. Rul. 56 — 86 

Under a statute adopted by the State of Colorado and a number of 
other states, securities, other than those in bearer form, transferred 
to a minor donee pursuant to an express provision thereof, are required 
to be registered in the name of the donor, the name of any adult mem- 
ber of the minor's family, or in the name of the minor's guardian as 
custodian for the minor. Securities in bearer form must be delivered 
to an adult member of the minor's family, other than the donor, as 
custodian, accompanied by a deed of gift. Under the provisions of 
such statute, a transfer of securities to a minor donee in the manner 
prescribed therein irrevocably conveys to the minor indefeasibly vested 
legal title to the securities. The custodian is authorized to apply so 
much of the income or principal of the property held by him, as cus- 
todian, for the support, maintenance, education, and general use and 
benefit of the minor, in such manner, at such time, and. to such extent 
as he, in his sole discretion, deems suitable and proper. Any property 
and the income thereof not so expended shall be delivered or paid to 
the minor upon the minor's reaching the age of 21 years. If the 
minor dies before reaching the age of 21 years, the property and ac- 
cumulated income therefrom is to be delivered to the minor's estate. 
Held, a transfer of securities to a minor donee pursuant to the statute 
adopted by the State of Colorado constitutes a completed gift for 
Federal gift tax purposes at the time the transfer was made. Held 
further, such gifts come within the purview of section 2508(c) of 
the Internal Revenue Code of 1054 and, therefore, qualify for the 
annual gift tax exclusion authorized by section 2508(b) of the Code. 
Compare Revenue Ruling 54 — 400& C B 1054 2y 819) which held that 
a gift of property does not constitute a gift of a future interest merely 
because the donee is a minor. The income tax consequences of such 
a transfer are still under consideration by the Internal Revenue 
Service. 
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SUBTITLE C. — EMPLOYMENT TAXES 

CHAPTER 2L — FEDERAL INSURANCE CONTRIBUTIONS 
ACT 

SUBCHAPTER C. — GENERAL PROVISIONS 

SECTION 8191. — DEFINITIONS 
Rev. Rul. 56 — 14 

Services p~ rformed on a farm by employees of a contractor in 
cleaning and treating seed wheat which is to be planted by the 
grower thereof constitute "agricultural labor" vvithiu the meaning 
of section 3121(g) of the Federal Insurance Contributions Act. 
Such cleaning services as are performed on nonfarm areas, services 
performed in moving, maintaining and repairing the contractor' s 
equipmsnt, and clerical, collection and other similar services relat- 
ing to his business operations, do not constitute "agricultural labor" 
within the meaning of that section. 

The Internal I~levenue Service has been requested to determine 
whether services performed in connection with treating seed ~heat 
constitute "agricultural labor" within the meaning of section 3121(g) 
of the Federal Insurance Contributions Act (chapter 21, subtitle C, 
Internal Revenue Code of 1954). 

It is customary for many farmers to retain sufhcient wheat from 
their threshed wheat crop to serve as seed for the next crop. This 
seed wheat is held in grain storage bins or in small elevators which 
may be located either on farm or nonfarm properties. 

In the instant case, an individual contracts with farmers to treat 
their seed wheat for rust, smut, etc. He owns the necessary treating 
equipment, furnishes the supplies and chemicals used, and hires and 
pays his own helpers. He transports his treating equipment to the 
various locations where the seed wheat is stored, treats the seed and 
receives a fixed fee per bushel of wheat treated. He is not a farmer 
or wheat grower and does not own, buy, or have any interest in any 
of the wheat he handles. 

Under section 3191(g) of the Act, the term "agricultural labor" in- 
cludes all service performed— 

(1) on a farm, in the employ of any person, iu connection with cultivating 
the soil, or in connection with raising "" . " " any agricultural or horticul- 
tural commodity, * ~ ~; 

(2) in the employ of the owner or tenant or other operator of a farm, in 
connection with the operation, management, conservation, improvement, or 
maintenance of such farm and its tools and equipment, * * * if the major 
part of such service is performed on a farm; 

It is the position of the Service that the cleaning or treating of seeds 
by, or for, the grower thereof, which were obtained by retaining a 
portion of his crop and which are used exclusively by the grower for 
planting purposes, are operations of the type contemplated by para- 
graph (1), section 8121(g), mph. A. ccordingly, such services con- 
stitute 'agricultural labor" within the lneaning of that paragraph 
when performed "on a farm, " without regard to whether the services 
are performed in the employ of the grower or of a commercial handler. 
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However, services performed by employees of commercial handlers 
on nonfarm property in cleaning or treating seeds, or at any location in 
cleaning or treating seeds which are to be sold, do not come within the 
meaning of that paragraph. Furthermore, services performed by 
such employees in moving seed cleaning and treating equipment from 
one location to another, as well as in maintaininp and repairing such 
equipment, and clerical, collection and other similar services relating 
to seed cleanin& operations conducted by a commercial handler, do 
not constitute '~agncultural labor" within the meaning of. paragraph 
(2), section 8121(g), 8upra. . 

111 accordance ~vith the above-stated position, it is held that services 
performed on a farm by employees of the contractor in the instant case, 
in connection with the treating of seed wheat which is to be planted by 
the grower thereof, constitute 'agricultural labor" within the meaning 
of section 8121(g) of the Federal Insurance Contributions Act. How- 
ever, services performed by the contractor's employees in treating seed 
wheat on nonfarm property, services performed in treating seed wheat 
which is to be sold, services relating to the moving, maintenance and 
repair of the seed cleaning equipment, and clerical, bookkeeping, 
supervisory and administrative services relating to his seed treating 
operations, do not constitute "agricultural labor" within the meaning 
of that section. 

The remuneration for "agricultural labor" received by an employee 
of the contractor constitutes "wages" if it meets the "$100-a-yearn test 
in section 8121(a) (8) (B') of the Federal Insurance Contributions Act. 
For examples showing how the test is to be applied, see Revenue Rul- 
ing 55 — 707, C. B. 1955 — 2, 420. Liability for the taxes imposed by such 
Act is incurred with respect to such "wages" and with respect to any 
other "wages" which the employee receives from the contractor for 
nonagricultural services, subject to the limitation provided by section 
8121(a) (1) of that Act. 

Rev. Rul. 56 — 15 (Also Section 1402. ) 
An individual operates a "cash and carry" laundry and dry cleaning 

agency under an agreement with a laundry firm which picks up, cleans, 
and returns the laundered articles to her office. The firm furnishes bins, 
racks, office forms, and a company sign; carries insurance on the articles; 
regulates the prices to be charged; and notifies the individual of special 
sales or campaigns. The individual works on a straight commission basis, 
pays her own business expenses including office rental, regulates her hours 
of work, determines her work routine and the amount of time to be de- 
voted to the work, and engages and pays her own help. The agreement 
may be terminated by either party at any time. Held, , the individual is 
not an employee of the firm for Federal employment tax purposes. 

The individual is engaged in a "trade or business, " the income from 
which must be considered in computing net earnings from self-employ- 
ment for purposes of the Self-Employment Contributions Act of 1%4. 

Advice has been requested relative to the status, for purposes of the 
Federal Insurance Contributions Act (chapter 21, subtitle C, Internal 
Revenue Code of 1954) and the Self-Employment Contributions Act 
of 1954 (chapter 2, subtitle A, Internal Revenue Code of 1954), of an 
individual operating a "cash and carry" laundry agency under an 
agreement with a laundry firm. 
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Under the terms of the agreement, the individual provides her own 
ofiice and storage space, determines her working hours and the amount 
of time she shall devote to the work, and is not required to perform 
the services personally, follow a particular routine, or meet quotas. 
Her activities consist primarily of collecting or receiving, from cus- 
tomers, the articles to be laundered or drv cleaned by the firm, issuing 
tickets therefor, storing the cleaned articles until called for by cus- 
tomers, and collecting payment therefor when the articles are claimed. 
She pays all the expenses incurred in the operation of the agency and 
hires and pays her assistants if and when needed. She is required to 
adhere to established prices set by the firm and is remunerated on a 
straight coinmission basis, such commission being deducted by her 
prior to her remittance of collections to the firm. The agency is 
operated in the name of the firm. The bundles of laundry to be 
cleaned are picked up by the firm's routeman, cleaned, and returned 
to the individual's place of business three times a week. The firm 
communicates with her by telephone and through its routeman when 
the occasion arises, such as when prices are to be changed, special sales 
or campaigns held, etc. , and through occasional visits by other rep- 
resentatives of the firm. The firm furnishes business forms, bins, 
racks, shelves for the storeroom, and an outside sign and storage box. 
The firm does not carry any insurance covering the individual but 
carries fire and theft insurance on the laundry packages. The agree- 
ment may be terminated by either party at any time. 

Section 8121(d) of the Federal Insurance Contributions Act pro- 
vides in part that the term "einployee" means any individual who, 
uncler the usual common law rules applicable in determining the em- 
ployer-employee relationship, has the status of an employee. The 
guides for determining whether, under such rules, an employer-em- 
ployee relationship exists, are found in section 408. 204(c) of Regula- 
tions 128, applicable to the Internal Revenue Code of 1954 by virtue 
of Treasury Decision 6091, C. B. 1954 — 2, 47. 

The determination whether an employer-employ ee relationship 
exists depends upon the particular facts in e;ich case. In the instant 
case, the individu;il's commissions from the firm depend entirely upon 
her own efForts in obtaining customers and keeping her ofIice open a 
reasonable niiinber of hours. While the firni funiishes certain equip- 
ment, it does not appear that the value thereof equals or outweighs 
the value of the preniises furnished by the individual, who, in addi- 
tion, pays all of her own operating expenses. The firm's communi- 
cations and notices relative to price changes, special sales or cam- 
paigns, etc. , although essential to the operation of the agency, do not 
nec~essarily have a bearing on the right of control or supervision over 
the individual by the firin. Nor does an occasional visit to the indi- 
vidual's ofiice by the firni's representatives necessarily indicate a right 
of control or supervision. On the contrary, the firm appears Co be 
interested merely in the results to be accomplished and not in the 
nieans and methods for accomplishing those results. 

In view of the foregoing, it is concluded that the individual is not 
subject to such control and direction by the laundry firm as is neces- 
sary, under the usual common law rules, to establish an employer- 
employee ielationship for Federal eniployment tax purposes. 
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Section 140& of the Self-Employment Contributions Act of 1954 
provides in part: 

(a) NEr IPARNINGS FRoM SELF-EMPLGYMKNT. — The term "net earnings from 
self-employment" means the gross income derived by an individual froin any 
trade or business carried on by such individual, less the deductions allowed by 
this subtitle [subtitle A] which are attributable to such trade or business, " ~ ~. 

(c) TRADE oR BIJSINEss. — The term "i, rade or business, " when used with 
reference to self-employnient incoine or net earnings from self-employment, shall 
have the same meaning as when used in section 162 

As a general rule, when a person. is engaged in an occupation or 
profession for profit which constitutes, in whole or in part, his liveli- 
hood, and as to such occupaltion or profession, is not regarded as an 
employee for purposes of the taxes imposed by the Federal Insurance 
Contributions Act or otherwise excluded from the self-employment 
provisions, he is engaged in a "trade or business" within the Ineaning 
of section 1402(c), sMpru. 

In the instant case, it is held that the individual is engaged. in a 
"trade or business" in the operation of a "cash and carry" la, undry and 
dry cleaning agency under the circumstances herein involved. The 
income derived from such activity should be taken into consideration 
in computing net earnings from self-employment for purposes of the 
Self-Employment Contributions Act of 1954. 

(Also Section 8401. ) Rev. Rul. 56 — 85 

A partnership enters into oral agreements with farmers to cut 
their lettuce, pack it in shipping cartons in the field, and haul it 
to a commercial vacuum cooling plant. Held, services performed 
by the partnership's employees on the farms of its customers in con- 
nection with harvesting the lettuce, including cutting the heads, 
constitute "agricultural labor, " as defined in section 3121(g) of 
the Federal Insurance Contributions Act. Held further, services 
performed in the employ of the partnership, a custom operator, in 
handling and packing the lettuce, hauling it to the cooling plant, 
repairing and maintaining equipment, as well as clerical and admin- 
istrative services relating to such operations, do not constitute 
"agricultural labor. " 

Advice has been requested whether services performed in the em- 
ploy of a partnership, a custom operator, in handling and packing 
lettuce in shipping cartons on the farms of its customers are a part 
of the harvesting operation and whether these and other services con- 
stitute "agricultural labor" as defined in section 8191(g) of the 
Federal Insurance Contributions Act (chapter 91, subtitle C, Internal 
Revenue Code of 1954). 

Formerly, lettuce could not be packed in cardboard boxes in the field 
because it had to be iced while being packed. Xow, with the vacuum 
cooling process, the lettuce can be field-packed in shipping cartons, 
hauled to a commercial vacuum cooling plant, cooled and shipped. 
The cartons are factory-made, of cardboard, in one flat piece, and 
bear the name and label of the lettuce grower. 

No lettuce is raised by the partnership. It enters into oral agree- 
ments with growers to field-pack their lettuce. A grower specifies 
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the number of cartons and the kind of lettuce he wants packed each 

day, and pays the partnership a set contract price for the number 
of c~artons packed. 

The partnership hires and pays its own crew to perform the fol- 
lowing services: The truck drivers pick up the grower's fiat cartons 
and take them to the field, where they are unloaded, assembled (Raps 
folded and stapled), and distributed by hand along the rows of lettuce. 
Other crew members cut the heads of lettuce and leave them on the 
ground for the packers. The packers fill the cartons as they move 
~~ilong. Then men with portable staple guns follow the packers and 

close and staple the top fiaps of the cartons. Then the truckers drive 
through the fields, load the packed cartons, and take them tn the 
vacuum cooling plant. Other than the trucks and tractors used to 
collect and deliver cartons and the stapling machines, no machinery 
is used in connection with this packing operation. All of the lettuce 
is packed for marketing purposes and is shipped in the same cartons 
in which it left the field. 

As defined in section 8191(g) of the Federal Insurance Contri- 
butions Act, the term "agricultural labor" includes all service 
performed— 

(1) on a farm, in the employ of. any person, in connection with cultivating 
the soil, nr in connection with raising or harvesting any agricultural. or 
horticultural commodity 

(4) (4) in the employ of the operator of a farm in handling, planting, 
drying, packiug, packaging, processing, freezing, grading, storing, or deliver- 

ing to storage or to market or to a carrier for transportation to market, in its 
unmanufactured state, any agricultural or horticultural commodity; but 
onlv if such operator produced more than one-half of the commodity with 
respect to which such service is performed; 

The question is whether the handling and packing services per- 
formed by employees of the partnership are so closely related to the 
harvesting operation as to be considered an integral part of harvesting 
and therefore an operation of the character contemplated by para- 
graph (1) rather than paragraph (4) of section 8191(g), 8upra. 

It is held that handling and packing lettuce for shipment to 
market, even though done in the field imniediately after the cutting, 
are not a part of the harvesting operation. These are post-harvesting 
operations of the character contemplated by paragraph (4) of section 
8121(g) of the Act. Moving the operations from the icing plant 
(where they were done formerly) to the farm does not change their 
character. To hold that these operations are an integral part of 
harvesting ~ould be to transcend the scope of operations specifically 
enumerated in paragraph (4). 

As indicated by that part of paragraph (4) of section 8191(g) 
quoted [above, ] the services enumerated therein constitute "agricul- 
tural labor" only if performed in the employ of the operator of a 
farm and such operator produced more than one-half of the com- 
modity handled in a pay period. The "operator of a farm" means an 
owner, tenant, or other person, in possession of a farm and engaged 
in the operation of such farm. Thus, if the partnership in the instant 
case were the operator of the farm or farms on which more than one- 
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half of the lettuce handled in a pay period was produced, the services 
of its employees in hanclling and packing the lettuce xvould constitute 
"agricultural labor. " See Rev. Rul. 174, C. B. 1953 — 2, 299. 

However, the partnership involved heie is not the operator of the 
farms on which more than one-half of the lettuce handled in a pay 
period was produced. Therefore, none of the services performed by 
its employees in handling and packing the lettuce, or in picking up 
cartons, assembling, distributin«and se iling them, and in transporting 
them to the vacuum cooling plant, constitute "agricultural labor" 
within the meaning of section 3121(g) of the Act. Moreover, none 
of the services performed in connection therewith, such as maintenance 
and repair of trucl's and other equipment, or clerical or administrative 
services relating to such operations, constitute "agricultural labor" 
within the meaning of such section. 

Services performed by the partnership's employees on the farms 
of its customers in connection with cultivating the soil, or in con- 
nection with raising or harvesting the lettuce, including cutting the 
heads, constitute ";i«i icultural labor" as defined in section 3121(g) (1) 
of the Federal Insuiance Conti ibutions Act. 

Liability for the taxes imposed by the Federal Insurance Contri- 
butions Act is incurred by the partnership with respect to the re- 
muneration paid for the services described herein to the extent that 
such remuneration constitutes "wages" as defined in section 3121(a) 
of the Act. The "$100-a-year" test is applicable in determining 
whether or not remuneration for "agricultural labor" constitutes 
owages" for purposes of such taxes. See paragraphs (9) and (10) of 
Revenue Ruling 55 — 707, C. B. 1955 — 2, 420. 

Remuneration paid for 'agricultur~al labor, " as defined in the Fed- 
eral Insurance Contributions Act, is excluded from "wages, " as de- 
fined in section 3401(a) of chapter 24 of the Internal Revenue Code 
of 1954 (collection of Income Tax at Source on Wages), for purposes 
of the income tax withholding under section 3402 of the Code. For 
the application of the rules relating to "included and excluded wages" 
in determining whether all, or none, of an employee's remuneration 
for a pay period shall be deemed to be "wages" subject to the income 
tax withholding, see paragraph (11) of Revenue Ruling 55 — 707, 
C. B. 1955-2, 420. 

Rev. Rul. 56 — 36 

A beneficiary (a cestui que trust) who manages trust property on 
behalf of himself and the other beneficiary thereof is not an em- 
ployee of the trust company which acts as trustee and holds title 
to the property, where the trustee has no right to control or man- 
age the property. 

The Internal Revenue Service has been requested to determine, for 
Federal employment tax purposes, the status of a managing benefi- 
ciary of trust property held by a trust company as trustee. 

A trust company holds legal title to a building which was con- 
veyed to it as trustee by A and B for their benefit. Under the terms 
of the trust agreement A and 8, as beneficiaries, have the sole right 

393474' — 56 — 30 
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to control and manage the property, including the collection and dis- 
position of the rents. The trust company is required, under the 
terms of the trust agreement, to dispose of the property remaining 
in the trust at the end of the trust period and to divide the proceeds 
among those entitled to receive them under such agreement. The 
trust company receives a fixed annual fee for its services. 

A manages the property under an agreement with B. He hires 
all necessary labor, contracts for repairs, collects the rents, deposits 
them in a checking account in his name, and pays all expenses in con- 
nection with the management of the property. A receives a com- 
mission of five percent of the gross rents collected. At the end of 
each month, ri and 8 divide the net income from the property on the 
basis of their respective interests in the trust. 

Section 8191(d) of the Federal Insurance Contributions Act (chap- 
ter 91, subtitle C, of the Internal Revenue Code of 1954) provides, 
among other things, that the term "employee" means any individual 
who under the usual common rules applicable in determining the 
employer-employee relationship has the status of an employee. 
Whether the relationship of employer and employee exists under the 
usual common law rules is largely a question of fact to be determined 
upon the particular facts of each case. Generally, such relationship 
exists when the person for whom services are performed has the right 
to control and direct the individual who performs the services, not 
only as to the result to be accomplished by the work but also as to the 
details and means by which that result is accomplished. 

In the instant case, the facts show that the trust company, acting 
in its capacity as trustee, does not exercise or have the right to exercise 
any control over the services performed by A in connection with the 
management of the trust property. It is concluded, therefore, that 
the relationship of employer and employee, for Federal employment 
tax purposes, does not exist between the trust company as trustee and 
A with respect to such services. Accordingly, the trust company 
incurs no liability, for such purposes, with respect to the remunera- 
tion received by A for managing the trust property. 

(Also Section 8306. ) Rev. Rul. 56-58 

A company is engaged in the operation of an alfalfa processing 
plant. Employees of the company perform services in dehydrating 
alfalfa grown on its farm, mixing the alfalfa with other ingredients, 
and grinding the mixture into a feed for sale to livestock feeders. 
Held, such services do not constitute "agricultural labor" within the 
meaning of section 3121(g) (4) (A) of the Federal Insurance Con- 
tributions Act or section 3306(k) (4) of the Federal Unemployment 
Tax Act. 

The Internal Revenue Service has been requested to determine 
whether services performed by employees of a company in connection 
with the operation of an alfalfa processing plant constitute "agricul- 
tural labor" under section 8191(g) (4) (A) of the Federal Insurance 
Contributions Act (chapter 91, subtitle C, Internal Revenue Code of 
]M4) or section 8806(k) (4) of the Federal Unemployment Tax A« 
(chapter 28, subtitle C of the 1954 Code). 
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The company operates «n alfalfa processing plant which is used 
solely for processing alfalfa grown on its farm. The alfalfa is arti- 
ficially dried at the plant (which is located on the farm where the 
alfalfa, is grown). Then it is mixed with other ingredients and ground 
into a feed for livestock. All of the feed is sold to livestock feeders. 

Services performed by an employee in the processing of alfalfa hay 
into alfalf«meal and in the handling, packing, packaging, grading, 
storing, or delivering to storage or to market or to a carrier for trans- 
portation to market of alfalfa meal constitute "agricultural labor" 
under section 3121(g) (4) (A) of the Federal Insurance Contributions 
Act, provided (1) such services are performecl by the employee in the 
employ of an operator of a fan», (2) such operator is in possession 
and engaged in the operation of the farm or farms on which more than 
one-half of the aHalfa handled in a pay period is produced, and 
(3) such services are performed with respect to the commodity in its 
unmanufactured state, that is, with respect to the alfalfa meal, nothing 
else (such as other grains, syrups, etc. ) having been added. See sec- 
tion 408. 208(d) (5) of Regulations 128, applicable to the provisions of 
the Internal Revenue Code of 1954 by virtue of T. D. 6091, C. B. 
1954 — 2, 47. Also, in determining whether a person qualifies as an 
"operator of a fa~rnP under section 3121(g) (4) (A), see Revenue 
Ruling 174, C. B. 1953 — 2, 299. 

Services performed by an employee in the processing of alfalfa hay 
into alfalfa meal and in the handling, etc. , of alfalfa meal constitute 
"agricultural labor" under section 3306(k) (4) of the Federal Unem- 
ployment Tax Act, provided (1) such services are performed by the 
employee in the employ of a farmer who produced the alfalfa hay 
(or in the employ of a, farmers' cooperative organization or group 
whose farmer-members produced the alfalfa hay) and (2) such serv- 
ices are of the character ordinarily performed by the employees of a 
farmer (or of a farmers' cooperative organization or group) as a 
prerequisite to the marketing of the alfalfa meal in its unmanufac- 
tured state, that is, with nothing else added. See section 403. 208(e) 
of Regulations 107, applicable to the provisions of the 1954 Code by 
virtue of T. D. 6091, supra. 

In determining whether the processing services are classifiable as 
"agricultural labor" under section 3121(g) (4) (A) or section 3306 
(k) (4), it is immaterial whether the processing plant is located on a. 

farm. 
In the instant case, since the company mixes the dried alfalfa with 

other ingredients, grinds the dried alfalfa and other ingredients into 
a feed for livestock, and sells the product to livestock feeders, the 
processing services a~re not performed with respect to the commodity 
in its unmanufactured state. Therefore, such services are not per- 
forined under the circumstances and conditions necessary to meet the 
requirements of section 3121(g) (4) (A) of the Federal Insurance Con- 
tributions Act or section 3306(k) (4) of the Federal Unemployment 
Tax Act. Accordingly, it is held (1) that the processing services do 
not constitute "agricultural labor" for purposes of the taxes imposed 
by the Federal Insurance Contributions Act and (2) that such services 
do not constitute "agricultural labor" and are not excepted from "em- 
ployment" under the provisions of the Federal Unemployment Tax 
Act. 
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Rev. Rul. 56 — 56 

A doctor who has completed his internship at one hospital is 
engaged by another hospital as a resident-in-training for a one- 
@ear period. Held, inasmuch as the doctor had completed his in- 
ternship, his services as resident-in-training are not excepted from 
"employment" under section 3121 (b) (13) of the Federal Insurance 
Contributions Act. 

The Internal Revenue Service has been requested to determine the 
status, for purposes of the Federal Insurance Contributions Act 
(chapter 21, subtitle C, Internal Revenue Code of 1954), of services 
performed by a doctor as a resident-in-training for a hospital. 

The doctor is a citizen of a foreign country and is a graduate of 
one of the medical schools of that country. Prior to assuming his 
duties as a resident-in-training at hospital A, he completed his intern- 
ship at hospital B. Both such hospitals are located in this country. 
Hospital A considered the doctor's status to be that of a student during 
his one-year's residence at that institution and presented him with a 
diploma at the end of such period. 

Under section 8121(b) (18) of the Act, services performed by an in- 
dividual as an intern (as distinguished from a resident doctor) in the 
employ of a hospital are excepted from "employment, " as that term 
is defined by the Act, if the medical training of the individual meets 
certain specified requirements. 

Inasmuch as the doctor had completed his internship prior to as- 
suming his duties at hospital A, it is concluded that his services as 
resident-in-training for such hospital are not excepted from "employ- 
ment" under section 8121(b) (18) of the Act. Accordingly, the re- 
muneration paid to the doctor by hospital A constitutes "wages" sub- 
ject to the taxes under the Act. 

The fact that the doctor served his internship in a hospital difierent 
from the one in which he serves as a resident-in-training is immate- 
rial. The conclusion for Federal employment tax purposes is the 
same where the internship and the services as resident-in-training 
occur at the same hospital. 

(Also Section 8401. ) Rev. Rul. 56-69 
A licensed securities salesman is engaged by an investment firm 

to sell securities on a commission basis with a guaranteed annual 
amount of compensation. He is furnished with a private ofilce on 
the firm's premises and is required to follow its regular ofiice routine 
and observe its customary working hours. The firm pays for the 
salesman's license and includes him in several types of insurance 
which are carried on all its employees. Held, the salesman is an 
employee of the firm for Federal employment tax purposes, includ- 
ing the withholding of income tax. 

The Internal Revenue Service has been requested to determine the 
status, for purposes of the Federal employment taxes, including the 
withholding of income tax, of a securities salesman who performs 
services under the conditions and circumstances set forth below. 

A partnership is engaged in the business of buying and selling 
securities as prmcipal and as agent. It sells securities through a 
salesman who works under an oral agreement which may be terminated 
at any time by either party. The salesman is licensed by the state to 
sell securities and is a registered member of a security dealers' organi- 
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zation. The license and registi"iition fees are paid by the pai i. nersliip. 
The salesman is furnished xvith a private ofhce, stenographic a»d tele- 
phone services, and ofnce supplies. His na»ie appear~s on the pai t»er- 
ship's letterhead and he is required to follow its regular once routiiie 
and observe its customary working hours. Gene~ally, the territory 
covered by the salesman is restricted to the corporate liriiits of the city, 
althoueh he occasionally serves customers o»tside the city. He de- 
vises his ow» methods for loc;iting new c»si, omers and uses his own 
judgment as to the freq»eiicy of his calls on regu1;ir customers. IIe 
makes oral reports on leads occasionally furnished by the partnership, 
but no reports are required with respect to calls n»&de on regular 
customers. He is required to adliere to establishecl prices, terms and 
conditions of s;ile, and to submit, for approval a11 orders:iud copies of 
all letters ivritten by him on behalf of the p irt»ership to any prospe&. t. 
The salesman has had many years of experience in the business and, 
therefore, detailed instructions in reg;ird to the performance of his 
services are unnecessary. 

The partnership pays the salesman a pei& e»t;ige of the gross profit 
on all sales made by him and guai antees hini a minimum a~nnual com- 
pensation, which is paid in monthly i»st;illmeiit». The salesman is 
covered by workmen s compensation insurance . ind hospital i»surance, 
and is included in group life insurance carried by the partnership. 
He performs the services personally, operates under the partnership's 
name, does not perform services for others, and does not hold himself 
out to the public as available to do work of a similar or related nature. 
Orders are solicited by the salesman from individual and institutional 
investors and the securities are purchased by such customers for 
investment purposes. 

In Dimrnitt-Rickhog-Bayer Real Estate Co. v. Finnegan, Collector 
oj Internal Revenue, 170 Fed. (2d) 882, certiorari denied, 840 U. S. 
823, the court held that the real estate salesmen who performed services 
under the circumstances and conditions present therein were not em- 
ployees of the company under the applicable common law rules and 
that the remuneration paid the salesmen was not subject to Federal 
employment taxes. The facts in that case show that the salesmen were 
not required to report at the company's of6ce daily, to keep fixed oSce 
hours, or to attend the salesmen's meetings held weekly at the o%ce. 
The company assisted the salesmen by advice and cooperation, made 
available to them the facilities of its oSce and its real estate listings, 
and furnished them copies of a manual explaining the company's busi- 
ness policies. Each salesman purchased the license required of him 
by state law and paid the dues for his membership in the local re:il 
estate exchange. Commissions earned by each salesman were paid 
to him monthly. The salesmen were not guaranteed any minimum 
amount of compensation. By Mimeograph 6566, C. B. 1051 — 1, 108, 
that decision was made generally applicable to outside seeiirities 
salesmen remunerated solely by commissions. 

Section 3121(d) of. the Federal Insurance Contributions Act (chap- 
ter 21, subtitle C, of the Internal Revenue Code of 10i4) provides, 
among other things, that the term "employee" means any individual 
who, under the usual common law rules applicable in determining 
the employer-employee relationship, has the status of an employee. 
The guides for determining whether, under such rules, an employer- 
employee relationship exists are found in section 408. 204(c) of Reg- 
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ulations 128, applicable to the Internal Revenue Code of 1954 by vir- 
tue of T. D. 6091, C. B. 1954 — 2, 4Y. 

The facts in the instant case are distinguishable from the facts in 
the Dimmitt-Rickhoff-Bayer case and. clearly show the existence of 
an employment relationship under the usual common law rules. The 
salesman's name appears on the 6rm's letterhead and he is guaran- 
teed a minimum amount of compensation, is furnished. a private once, 
and is required to follow the partnership's usual once routine. He 
is required to submit for approval copies of all letters to prospects 
written by him on behalf of the partnership. The partnership pays 
the fees for all licenses which the salesman is required to have for 
the performance of his services. The salesman is covered by several 
types of insurance which are carried by the partnership on all of 
its employees and he performs the services on a full-time basis. 

Accordingly, it is held that the partnership exercises or has the 
right to exercise such control over the salesman in the performance 
of his services as is necessary under the usual common law rules to 
establish the relationship of emyloyer and employee for Federal 
employment tax purposes, including the withholding of income tax. 

(Also Section 1402. ) Rev. Rul. 56 — 70 

An individual who performs child care services in hcr own 
home, determines the nature of services to be performed, and the 
manner of performance of. such services, is not an employee for 
Federal employment tax purposes of the parent or parents by 
whom she is engaged. 

Such activity constitutes a "trade or business" the income from 
which is includible in computing net earnings from self-employment 
for purposes of the Self-Employment Contribution Act of 1954. 

Advice has been requested whether an individual performing child 
care services in her own home is the employee of the parent or parents 
engaging her for purposes of the Federal Insurance Contributions Act 
(chapter 21, subtitle C, Internal Revenue Code of 1954). 

In the instant case, an individual takes care of a child whose parents 
work during the day. The parents leave the child at the individual's 
home in the mornings before going to work and call for the child 
in the evenings upon returning from work. The parents rely upon 
the individual's judgment in caring for the child and issue no instruc- 
tions other than relative to diet, health and rest and occasionally 
relative to special foods, medicines, etc. , the child may require from 
time to time. The individual is told whom to contact in case of emer- 
gency. She makes her own determinations as to the amount of atten- 
tion the child requires, the types of meals to be served, and the 
manner in which she shall cope with any situation likely to arise in 
rendering child care services. She is free to perform her own house- 
hold chores at any time during which she feels that the child does 
not require her personal attention, such as, while the child is taking 
an afternoon nap. She receives a fixed weekly fee for her services, 
does not hold herself out to the public as being engaged in such work, 
and is not licensed for such work. 

Section 3121(d) of the Federal Insurance Contributions Act pro- 
vides that the term "employee" means, among other things, any 
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individual who, under the usual common law rules applicab! e in deter- 
mining the employer-employee relationship, has the status of an em- 
ployee. The guides for determining whetl&er, under such rules, an 
employer-employee relationship exist~s are found in section 408. 204 (c) 
of Regulations 128, applic tble to the Internal Revenue Code of 1054 
by virtue of Treasury Decision 6091, C. B. 1054 — 2, 4Y. 

whether an employer and employee relationship exists depencl» 
upon the particular facts in each case. Under. circumstances similar 
to those present in this case, where parents leave their child at, a 
person's home each day to be cared for by that individual for a, 

weekly fee, issuing no instructions other than whom to contact in 
case of emergency, or how and when to give the child medicine in the 
event of illness, there does not exist, under the usual common law rules, 
a suflicient right of control on the part of the parents to establish, 
for Federal employment tax purposes, the relationship of employer 
and employee between the parents and the individual who cares for the 
child. Accordingly, the individual is not an employee for such 
purposes. 

Section 1402 of the Self Employment Contributions Act of 1054 
(chapter 2, subtitle A, Internal Revenue Code of 1054) provides in 
part: 

(a) Nzr E&RN&Nos FRo~r SEr. F-EMpr. ovMzmr, — The term "net earnings from 
self-employment" means the gross income derived by an an individual from any 
trade or business carried on by such individual, less the deductions allowed by 
this subtitle which are ati, ributable to such ttade or business, 

(c) TRxnE on BusrNzss. — The term "trade or business, " when used with refer- 
ence to self-employment income or net earnings from self-employment, shall 
have the same meaning as when used in section 162, 

As a general rule, when a person is engaged in an occupation or 
profession for prost which constitutes, in whole or in part, his liveli- 
hood and, as to such occupation or profession, is not regarded as an 
employee for purposes of the taxes imposed by the Federal Insurance 
Contributions A. ct or otherwise excluded from the self-employment 
'provisions, he is engaged in a "trade or business" within the meaning 
of section 1402(a), 8upra. 

In the instant case it is held that, in caring for a child in her own 
home under the circumstances set forth above, the individual is en- 
gaged in a "trade or business, " the income from which is includible 
in computing net earnings from self-employment for purposes of the 
Self-Employment Contributions Act of 1%4. The fact that she is 
not licensed and cares for only one child is not controlling. 

Rev. Rul. 56 — 71 

4 company constructing custom-built houses engages agents under 
written contracts to solicit, negotiate and draw up contracts for the 
construction of houses. The company furnishes them with leads 
which they must contact. The agents are required to adhere to 
company rules and regulations in these contacts and to make daily 
reports of their activities. They are paid on a commission basis, 
guaranteed minimum weekly remuneration, and allowed weekly 
drawing accounts against their commissions. They are permitted to 
determine their own hours of work, but are required to spend some 
time as "floor time" on company premises. No license is required of 
them in this work. Held, the agents are enq&loyees of the company 
for Federal eroployment tax purposes. 
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Advice has been requested as to the status, under the Federal Insur- 
ance Contributions Act (chapter 21, subtitle C, Internal Revenue 
Code of 1954), of individuals engaged by a company to negotiate con- 
tracts for the construction of. dwelling houses for owners. 

The company is engaged in the business of soliciting contracts from 
the general public for the construction of custom built dwellings in 
accordance with plans suggested by it or by the person for whom the 
dwelling is to be constructed. The company engages individuals under 
a standard form of written agreement to contact interested persons, to 
negotiate contracts for the construction of dwellings, and to draiv up 
conh acts in accordance ivith procedures stated in the agreement for the 
construction of the divellings. The agreement provides', among other 
things, that the company ivill furiiish the sales agent with the names 
and addresses of. interested owners; that the sales agent will immedi- 
ately contact all leads furnished to him by the company and in so 
doing will adhere to all rules and regulations promulgated by the 
company; that the company will instruct the sales agent in all its 
specialized methods of operation; and that the company will pay the 
sales agent as compensation for his services, a certain percentage of the 
gross contract price on all contracts closed by him. 

The services are performed in the company's oflices and in the homes 
of prospective customers. The sales agents are permitted to determine 
the~r working hours, except that they are required to spend a pre- 
scribed number of hours of "floor time" in one of the company's sales 
oflices. The sales agents are furnished with leads to prospective cus- 
tomers and are required to follow-up and report on such leads. They 
als'o are required to adhere to prices, terms and conditions of sale estab- 
lished by the company, and to report in person or by telephone. to the 
main once in adclition to turning in daily resumes of their activities. 
The sales agents are given instructions as to the general technical 
aspects of horne building, calculating costs, and mortgage placement 
requirements. They are furnished, ivithout charge, the necessary 
forms to be filled out when calls are made, photographs of homes, floor 
plans, brochures, and other sales aids of like nature. They operate 
under the company's name and perform the services on a full-time 
basis. They are not licensed, are not, available to the public to do work 
of a similar nature, and do not advertise or maintain oflices or shops. 
They are guaranteed a minimum aniount of reniuneration each week 
and, in addition, are allowed weekly draiving accounts against antici- 
pated earnings. Each sales agent furnishes and mainta~ins an auto- 
mobile for use in his ivork and bears all expenses incurred in his activi- 
ties on behalf of the company without reimbursement by the company 

Under section 3121(d) (2) of the Internal Revenue Code of 1954, the 
term "employee" means any individual who, under the usual common 
law rules applicable in determining the employer-employee relation- 
ship, has the status of an employee. The guides for determining 
whether, under such rules, an employer-employee relationship exists 
are found in section 408. 204(c) of Regulations 128, :ipplicable to the 
Internal Revenue Code of 1954 by virtue of Treasury Decision 6091, 
C. B. 1954 — 2, 47. 

Upon application of the usual common law rules to the factual situ- 
ation in the instant case, it is concluded that the company has the 
right to exercise such control over the sales agents in the performance 



[ii 3121. 

of their services as is necessary to establish the ieliitionship of c»i- 
ployer and employee foi I& ederil employment tax purposes. Accord- 
ingly, they are employees of th& comp;iny for such purposes. 

Hev. Rub 56 — 87 
A smi»»er &uusic cauip, &vhich is exenipt froui lrc&leral inc»&»e 

tax under section 503 (a) of the Int& r»al Revenue &'od& of 1%4 as 
an organization of the churn& ter clesc&ibed in section 501 (c) (g) of 
the Cod&, clc& ted to &v tive its correspondiug &. v'e»iptio» fro&» tax 
under the Federal Iusuraiice Contributio»s Act. In addition to 
music cou& s& s, the camp ofi'crs regular & o»rses of instruction in 
various otherarts and employs soin&. of its students on a part-time 
basis in conducting its activities. II&1&i, the c»mp qualihes as a 
"school, colleg'e, or university" withi» the un aning of sectiou 
8121(b) (10) (R) of the Act and the services pertormed for the camp 
by st»de»ts who are enrolled aud are regul'»ly attendiug classes at 
the camp are excepted from "employ»&ent" by such section. 

Advice has been requested rel itive to the siatus of a summer inusic 
camp for purposes of the taxes imposed by the I ederal Insurance 
Contributions Act (chapter 21, subtitle C, Internal Revenue Code of 
1954). The camp oA'ers regular courses of instruction in music and 
various other arts during the summer months. Its educational ac- 
tivities are arranged on a divisional basis and include junior, inter- 
mediate, high school and university courses. The university division 
is operated as the summer session of a state university and credits 
toward degrees are earned by students enrolled in this division. The 
camp is exempt from Federal income tax under section 501(a) of the 
Code as an organization of the character described in section 501(c) (8) 
thereof and has elected to waive its corresponding exemption from 
tax under the Federal Insui ance Contributions Act provided by sec- 
tion 8121(b) (8) (B) of the Act. Specifically, the camp desires a rul- 
ing as to (1) whether it has the status of a "school, college or uni- 
versity" within the meaning of section 8121(b) (10) (B) of the 
Federal Insurance Contributions Act, and (2) whether the services 
performed for the camp by its students who are enrolled and regularly 
attending classes at the camp are excepted from "employment" under 
section 3121(b) (10) (B) of the Act. 

Section 8121(b) (10) (B) of the Federal Insurance Contributions 
Act provides that services performed in the employ of a school, college, 
or university are excepted from employment if such services are per- 
formed by a student who is enrolled and is regularly attending classes 
at such school, college, or university. In defining the term "school, 
college, or university, " section 408. 219 of Regulations 128, applicable 
to the Internal Revenue Code of 1054 by virtue of Treasury Decision 
6001) C B 1954 2i 47, provides that such term is to be given its com- 
inon1y or generally acceptecl meaning. Therefore, and on the basis 
of the facts presented, it is held that the instant camp qualifies as a 
"school, college, or university" within the meaning of section 8121 
(b) (10) (B), supra. 

By reason of its exemption from Federal income tax and the pro- 
visions of section 8121(b) (8) (B), supra, the camp is not liable for 
the taxes imposed by the Federal Insurance Contributions Act unless 
it waives its exemption under section 8121(b) (8) (B). Furthermore, 
even though exemption under such section is waived by the camp, 
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liability for such taxes is not incurred with respect to any services 
performed in its employ which are excepted from "employment" 
under any other section of the Act. Since the camp qualifies as a 
"schoo], college, or university" within the meaning of section 3121 
(b) (10) (B) of the Act, services performed for it by its students who 
are enrolled and are regularly attending classes are excepted from 
"employment" under such section and the camp is not liable for the 
taxes imposed by the Act with respect to the remuneration for such 
services. 

Rev. Rul. 56 — 88 

A nonprofit library corporation was organized under a state 
statute for the purpose of maintaining a free public library, collec- 
tions in natural history and works of art, and the promotion of 
intellectual culture generally. Legal title to the buildings, grounds 
and books is vested in a Board of Trustees, which holds and a. d- 
ministers a trust fund created by a will. About two-thirds of the li- 
brary's iinances are derived from the city in which it is located and 
one-third from endowment funds. Employees of the library are 
eligible to participate in the city's retirement system. Held, the 
library corporation is not a wholly-owned instrumentality within the 
meaning of section 3121(b) (7) of the Federal Insurance Contribu- 
tions Act. Held further, a waiver certificate filed pursuant to sec- 
tion 3121(k) of the Act is not terminated as a result of the library's 
employees becoming eligible to participate in the city's retirement 
system. 

The Internal Revenue Service has been requested to determine 
whether a library corporation is a wholly-owned instrumentality of 
a state or its political subdivision within the meaning of section 8191 
(b) (7) of the Federal Insurance Contributions Act (chapter 91, 
subtitle C, Internal Revenue Code of 1954); also, whether a waiver 
certificate filed under section 3191(k) of the Act is rendered ine8ec- 
tive because the employees of the library have become eligible to 
participate in the city's retirement system. 

The library was organized as a nonprofit membership corporation 
under the statutes of a state for the maintenance of a free public 
library, collections in natural history and works of art, and the pro- 
motion of intellectual culture generally. At the outset, . it was com- 
pletely financed by private endowments to a self-perpetuating board 
of trustees, which still exists. The board holds legal title to the build- 
ing and grounds, holds and administers the principal of the trust, 
and pays over the income therefrom to be used by the library corpora- 
tion under the control and direction of its board of directors. Several 
years ago the city began making contributions to the library from 
the general property tixes and at the present time the library is 
financed two-thirds by the city and one-third by private endowment 
funds. The tangible personal property, including books, furnishings, 
and library equipment, is owned outright, by the library. The board 
of directors of the library corporation has charge of all its afFairs, 
elects a librarian, and chooses the librarian's assistants. 

Under the state statutes applicable to all public charitable trusts, 
the library is required to make annual reports of the receipt and use 
of funds to the state's attorney general. The board of trustees is 
required to account annually to th. e county probate court, to the library 
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corporation, ;incl to t]ie state attorney general. The corporation's 
charter con~templates perl&etual existe»ce. Thus, it is possible that 
in the event its life shoul&l tern&innte, the cy pres cloctrine mould be 
applied and n court of equity mould appoint a successor trustee to 
continue the charitnble purpose. The library employees liave been 
declared eligible to participate in the city retirement system under a, 
statutory provision which extends s»& h benefits to employees of nny 
free public library to the support of which n city oi town contributes 
not less than half the cost. 

Section o121(b) of the Act contains the following exception from 
the term "employment, " ns that tenn is defi»ed in the Act: 

&7) Service ~ ~ * performed in the eu&ploy of a State, or any political 
subdivision thereof, or any instru&nentality of any oue or more of the foregoing 
which is wholly owned by one or more States or political subdivisious; 

It is held in tile instant c;ise that the library is not » wholly-owned 
instruinentality of the st tte within the meaning of section 8121(b) (7) 
of the Act. It m;is created with privnte endowments and private 
funds still constitute;i considerable portion of its income. The pri- 
vate corporation maintains full ownership of the building, grounds 
and books, and its boarcl of dii« tors, rather than the city, has full 
control of its afinirs. 

Section 8121(k) of the &tct allows;i, waiver certificate to be filed 
by an organization exempt from Federal income taxes as an organiza- 
tion of the type described in section 501(c) (8) of the Code where 
certain conclitions are complied with. Section 408. 216(b) (8) and (4) 
of Regulations 128, applic;ible to the Internal Revenue Code of 1054 
by virtue of Treasury Decision 6001, C. B. 1054 — 2, 47, provides the 
conditions to be complied with for the termination of the maiver. 

The library has been held exempt from the paynient of the Federal 
incon&e taxes as an organization of the type clescribed in section 
501(c) (3) of the Internal Revenue Code of 1054. It has filed a ivniver 
certificate under section 8121(k) of the Yct and pays taxes under the 
provisions of the Act with respect to wages p;iid to its employees. 
The city objects to the payment of the taxes for the reason that the 
employees of the library participate in tlie city retirement system. 

The waiver certificate filed by the library uncler the provisions of 
section 8121(k) of the Act is not rendered i»efi'ective as a result of 
the employees' participation in the city's retireme»t system. Such 
waiver certificate can be terminatecl only as provided in section 
408. 216(b) (8) ancl (4) of Regulations 128. 

Rev. Rul. 56 — 80 

A nonstock library corporation is or, anized under the charter 
of the city of 3I and operated pursuant to the Ceneral Statutes of 
iVorth Carolina for the purpose of establishing and maiutaining a 
library and reading rooms for use by the citizens of . V county. 
The library is supervised and managed by a library board appointed 
by the mayor and board of alder&nen, and it is operated with funds 
appropriated mainly by the city, county and state. Acid, the library 
corporation is a vvholly-owned instrumentality or political sub- 
division of the State of North Carolina ivithin the meaning of 
section 2121(b) (7) of the Federal Insurauce Coutributiuns Act. 
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The Internal Revenue Service has been requested to determine the 
status, for purposes of the Federal Insurance Contributions Act 
(chapter 21, subtitle C, Internal Revenue Code of 1954), of a nonstock 
library corporation organized and operated under the circumstances 
described below. 

The corporation was formed for the purpose of establishing and 
maintaining a circulation library, reading and writing rooms and a 
reference library, the facilities of which are available to the citizens 
of the county through a library located in the city of 3I, and through 
the bookmobile servIce. The management of the library is under the 
supervision of a library board composed of six members appointed by 
the mayor and board of aldermen of the city and approved. by the 
county commissioners. Each member serves for a period of six years, 
~eceives no remuneration for his services, and may not succeed him- 
self. The library is organized under the charter of the city. The 
regulations under which it operates are in conformity with the provi- 
sions of the General Statutes of North Carolina relating to public 
libraries. 

Funds for the operation of the library are appropriated mainly by 
the city and county in which it is located. and by the state. A limited 
amount of income is derived from an investment fund. The librarian, 
appointed pursuant to the requirements of the North Carolina Library 
Commission, has sole charge of the administration of the library under 
the direction and review of the library board. She is responsible for 
the care of the buildings and equipment, the employment and direction 
of the staff, the e6ciency of service to the pubhc, and the operation of 
the library under the annual budget. Salaries of all library employees 
are determined by a classification and pay plan set up by the library 
board. Annual reports of the operation of the library are submitted 
to the North Carolina Library Commission, the city of 3f, and the 
county. The library building is owned by tlute city. In the event the 
library operations are discontinued, its funds and other assets would 
revert to the city and county. 

Section 8121(b) of the Act contains the following exception from 
the term "employment, " as that term is defined in the Act: 

(7) Service ~ ~ " performed in the employ of a State, or any political 
subdivision thereof, or any instrumentality of any one or more of the fore- 
going which is wholly owned by one or more States or political sub- 
divisions; * * * 

The determination of whether an organization of the type in ques- 
tion is a state instrumentality is based largely upon the structure of 
the organization. In the instant case, although the organization is 
incorporated, it is operated as a public library within the contempla- 
tion of the General Statutes of North Carolina, the library board acting 
as trustees of both city of 3X and the county. Accordingly, it is held 
that the library corporation is a wholly-owned instrumentality or 
political subdivision of the State of North Carolina within the mean- 
ing of section 8121 (b) (7) of the Federal Insurance Contributions Act. 
Services performed in its employ are excepted from employment under 
the provisions of that section. 
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Rev. Rul. 56 — 109 
Services perfornied by an eniployee as a companion to a convalescent 

employer or any nicmber of his household, which services consist of 
entertaiiiing, caring for the peisonal needs of, living in the home of, 
acconipanying the convalescent on trips, ancl any other services neces- 
sary for the comfort or favell-being of the coiiv;ilescent, constitute 
"domestic service in a private home of the employer" within the 
lneaning of section 3121(a) (7) (8) of the Federal Insurance Contri- 
butions Act (chapter 21, subtitle C, Internal Revenue Code of 1954). 

(A. iso Section 3401. ) Rev. Rul. 56 — 118 
Farm er»ployers, incl»ding organizatio»s exempt from income tax 

under section 501(a) of the Internal Iteveuue Code of 1954, who pay 
"wages" for both 'agricultural labor" as defined in the Federal In- 
surance Contributions Act and for nonagricultural services must 
(1) segre ate the "wages" for "agricultural labor" from other 
'wages" paid; (2) file I&"orm 94S reporting the I&'ederal Insurance 
Contributions Act taxes due wiih respect to wages" paid to em- 
ployees for "agricultural labor;" and (8) file Form 941 reporting 
the Federal Insurance Contributions Act taxes on, and the income 
tax withheld from, 'wages" paid to employees for other 'employ- 
ment. " 

Advice has been requested, for purposes of the Federal Insurance 
Contributions Act and the Collection of Income Tax at Source on 
91ages (chapters 21 and 24, respectively, subtitle C, Internal Revenue 
Code of 1954), (1) as to the procedure to be followed by farm em- 
ployers, including organizations exempt from income tax under sec- 
tion 501(a) of the Code, in reporting "wages" paid after 1954 to 
individuals who perform both agricultural and nonagricultural serv- 
ices, and (2) whether such orgamzations should apply the "$50 earned 
in a quarter" test or the "$100-a-year" test in the cases of such workers. 

Some employers employ individuals to perform both agricultural 
and nonagricultural services. In some pay periods of the year, most 
of the time of. an employee is spent in one activity. In other pay 
periods, most of the employee's time is spent in the other activity. 

The term "employment" as defined in section 3121(b) of the Federal 
Insurance Contributions Act in force on and after January 1, 1955, 
contains no specific exception for services which constitute "agri- 
cultural labor" other than those provided in section 3121(b) (1) re- 
lating to services in connection with certain gum resin products and 
services performed by certain foreign agricultural workers. Ac- 
cordingly, "agricultural l:ibor" as defined in section 3121(g) of the 
Act generally constitutes "employment" except to the extent other- 
wise provided in section 3121(b) (1), supra. 

Service performed in any calendar quarter in the employ of any 
organization exempt from income tax under section 501(a) of the 
Internal Revenue Code of 1954 (other than an organization described 
iB section 401(a) ), or under section 521 of the Code, is excepted from 
"employment" under section 3121(b) (10) (A. ) of the Federal Insur- 
ance Contributions Act if the remuneration for such service is less 
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than $50. This "$50 earned in a quarter" test has no application with 
respect to any such organization of the character described in section 
501(c) (3) of the Code which has not waived the exemption granted 
under section 3191(b) (8) (8) of the Act. 

The rules relating to included and excluded services contained in 
section 3191(c) of the Act are not applicable unless during a pay 
period an employee performs services which constitute "employ- 
ment, " (including "agricultural labor" ) and services which are ex- 
cepted from "employment" under a specific provision of section 
3191(b). 

Under the provisions of section 3191(a) (8) (8) of the Act, the 
term "wages" does not include cash remuneration paid in any calendar 
year by an employer to an employee for "agricultural labor" which 
constitutes "employment" if the cash remuneration paid in such year 
by the employer to the employee for such labor is less than $100. 
This is sometimes referred to as the "$100-a-year" test. If an em- 

ploy ee receives cash remuneration from an employer both for "agri- 
cultural labor" which constitutes "employment" and for other services, 
only the amount of such remuneration which is attributable to such 
"agricultural labor" should be included in determining whether the 
"$100-a-year" test is met. 

As to an exempt organization's application of the tests, that is, the 
exception from "employment" (the '$50 earned in a quarter" test), 
and/or the exclusion. from "wages" (the "$100-a-year" test), it will 
be noted that since such tests relate to two difFerent factors, namely, 
"employment" and "wages, " consideration of both may be necessary 
in some cases. Thus, if the remuneration earned in a calendar quarter 
by an employee of such an organization amounted to $50 or more, the 
services of the employee would not be excepted from "employment" 
under section 3191(b) (10) (A), supra, and if no other exception is 
applicable such services v ould constitute "employment, " If the serv- 
ices of such employee were "agricultural labor, " it would be necessary 
to ascertain whether his remuneration constituted "wages, " that is, 
whether he received $100 or more in cash in a calendar year for such 
"agricultural labor. " On the other hand, if the employee's remunera- 
tion earned in a calendar quarter did not amount to $50, his services 
in that quarter would not constitute "employment" (even though such 
services constitute "agricultural labor" ) and such remuneration, when- 
ever paid, would not be considered in applying thc "$100-a-year" 
wage test. 

Such an organization stands in the same category as any other 
employer. Consequently, if the organization pays "wages" for "em- 
ployment" (including "agricultural labor" ), it will be required to 
conform to the procedures set forth below regarding a separate re- 
porting of its agricultural and. nonagricultural employees. 

Section 8 of the 1%6 revision of Circular A. , Agricultural Employer's 
Social Security Tax Guide, should be follow~ed by employers in Gling 
returns with respect to agricultural employees. Section 10 of such 
Circular should be followed in making deposits of Federal Insurance 
Contributions Act taxes with respect to "wages" for "agricultural 
labor. " The revised Circular A. , which is available at district directors' 
offices, includes two important changes in procedure effective January 
1, 1956, as follows: 
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(a) 1f the total of the eniployee tax deducted and the employer tax with 
respect to "wages" paid for "agricultural labor" exceeds $100 at the encl 
of any nionth or period of two or niore nionths (other than December), 
a deposit roust be niade &&n or before the fifteentli day of the folloiving 
month. Tlllis, no deposit is required for December taxes or for a period 
ending December 31, even though the total of tlie taxes in either case, 
exceeds S100. 

(b) Form 0-QA (the quarterly re(urn use&1 in 10, », to report taxes of 
st00 or more) ivill no longer be used. Each employ& r of agricultural ern- 
ployees will continue to file an annual i'eturn oii I orrn 043, Employer's 
Annual Tax Return for Agricultural Employees. 

"9"ages' for services other than "agric«ltural 1»bor" are not to be 
reported on Fornr 0-W. ~»ch wages are to be reported on Form 041, 
I mployer's (quarterly Fecleral Tax Return (or, if paid for household 
services not performed on a farm operated f»r profit, they may be 
reported on Form 042, Employer's Q»arterly Federal Tax Return 
for Elousehold Eml&1&&yees), 

Accorclingly, if only part of an employ ee's services constitute "agri- 
cultural labor. 

- 
or if' some of an employ er's rvorkers perform services 

ivhich constitute "agricult»r;rl labor" ancl other enrployees do not, it 
is necessary for the employer (1) to segregate the wages" for "agri- 
cultural labor" fronr the other "wages~" p~aicl; (2) to file Form 048 
reporting the Federal Insurance Contrib»tions Act taxes due with 
respect to the "wages" for "agricultural labor and (8) to file Form 
Nl reporting the Federal Insurance C&mtribuiions Act taxes due with 
respect to the "wages" for other "employment. " 

Income tax withheld from an employee's "wages" is to be reported 
on Form 941. However, remuneration paid for "agricultural labor, " 
as defined in the Federal Insurance Contributions Act& is excluded f rorrr 
"wages, " as defined in section 8401(a) of the Cocle of 1054, for pur- 
poses of the income tax withholding under section 8402 of the Code. 
For the application of the rules relating to "included and excluded 
wages" in determining whether all, or none, of an employee's relnun- 
eration for a pay period shall be deemecl to be 'wages" subject to 
the income tax withholding, see Revenue Ruling 5;& — 7()7, C, 8. 1055 — ", 
420& at 422. 

Rev. Rul. 56 — 110 

The owner of a motel engaged a man and his ivife as managers 
thereof at a speci(led rate per week. They are required to furnish 
service twenty-four hours daily, register guests, collect rents and 
maintain the rooms in good condition. The oivner provides all 
furnishings, equipment and office supplies. Held, the nianagers are 
employees of the owner for Federal emplovment tax purposes. 

Advice has been requested relative to the status, for purposes of the 
Federal Insurance Contributions Act (chapter 21& subtitle C. , Internal 
Revenue Code of 1954), of two people engaged by a corporation to 

manage a motel which it owns. 
Pursuant to an oral agreement with the corporation, a man and his 

rvife agreed to manage the motel for a specified amo»nt per week. The 
corporation does not specify the amount each individual may receive 
or prescribe the specific duties each is to perform. Under the terms of 
the agreement, a twenty-four hour daily duty is req»ired which may be 
divided as the couple desires. The managers receive ancl register guests 
for rooms, collect rent, maintain roolns in a clean and livable con- 
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dition, make minor repairs, and perform all other services necessary 
for the comfort of guests. The corporation provides all furnishings, 
equipment and ofEce supplies. No part of the operating cost is sus- 
tained by the managing couple, Major maintenance and repair work 
may be performed only on authorization by the owner. 

The corporation establishes guest service charges and operating 
policies. Three or four times a week an ofhcer of the corporation 
inspects the premises to assure its proper care and operation and to 
collect the rent received by the managers. The owner frequently gives 
instructions which it considers will improve operating conditions. 

Section 8121 (d) of. the Act provides that the term "employee" means, 
among other things, any individual who, under the usual common 
law rules applicable in determining the employer-employee relation- 
ship, has the status of an enrployee. The guides for determining 
whether, under such rules, an employer-employee relationship exists 
are found in section 408. 204(c) of Regulations 128, applicable to the 
Internal Revenue Code of 1954 by virtue of Treasury Decision 6091, 
C. B. 195& — 2, 47. 

While in the instant case considerable latitude is given the managers 
in the allocation of duties, it is apparent that the corporation has not 
relinquished its right, as owner, to require the managers to comply 
with any instructions it may care to give in the over-all performance 
of their management services. It is held that the corporation exercises 
or retains the right to exercise the direction and control, over the serv- 
ices performed by the managers, necessary to establish an employer- 
employee relationship for Federal employment tax purposes. Ac- 
cordingly, the managers are employees of the corporation for such 
purposes. 

(Also Section, '-3401. ) Rev. Rul. 56 — 129 
"Dealers" enga ed by a company to distribute its bakery products 

under contracts whereby they agree to furnish their own trucks 
are held, under the facts and upon application of the usual common 
law rules, to be employees of the company for Federal employment 
tax purposes. 

Where the method used by the companv in determining the 
"dealers' " wages fails to reflect the correct amount of wages earned 
by its "dealers" for purposes of the Federal employment taxes, 
including the income tax withholding, the companv should adopt 
a method of computing wages similar to that stated in Mimeograph 
6787, C. B, 1952-1, 192. 

The Internal Revenue Service has been requested to determine the 
status, for purposes of the Federal Insurance Contributions Act and 
the Federal Unemployment Tax Act taxes and. Collection of Income 
Tax at Source on Wages (chapters 21, 88, and 24, respectively, sub- 
title C, Internal Revenue Code of 1954), of individuals performing 
services as "dealers" in the distribution of bakery goods for a company 
under the circumstances described below. Also, in the event such 
"dealers" are held to be its employees, advice has been requested rela- 
tive to the method to be used in computing the wages paid to such 
individuals for purposes of the above taxes. 

The company is engaged in manufacturing b'akery. products which 
are distributed through so-called "dealers. " The "dealers" devote 
their full time to distributing the company's products and receive as 
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remuneration for their services the difference between the prices they 
pay the company and the prices they charge customers f or the products. 
Under the terms of the contracts entered into between the "dealers" 
and the company, the company agrees to sell to the "dealers" and the 
"dealers" agree to purchase from the company bakery goods and 
wares for resale within such territory as may be agreed to from time 
to time between the pa&ties. The "dealers" agree to furnish suitable 
vehicles to be used in selling the goods; to procuie and pay for adequate 
insurance in order to protect the company from any liability for use 
of the vehicles; and to refrain, upon the termination of the agreement, 
for a period of one year, from selling bakery goods for others in 
the territory where they sold company goods. The contract is not 
assignable by the "dealer" without the company's consent, but it may 
be terminated by either party at any time upon proper notice. 

The "dealers" apply to a sales manager for assignments of routes. 
They are given certain training in the work by a route supervisor, 
who also renders assistance to the "dealers" at company expense, coun- 
sels with them whenever he deems it necessary for the good of the 
business, and is responsible for collecting amounts due the company. 
)sleekly and monthly customers are billed on the company's billheads 
and remittances in most cases are made direct to the company and 
credited to the "dealers' " accounts, while daily accounts are collected 
by the "dealers. " The company advises the "dealers" of telephone 
orders received and of new customers transferring into their territories, 
and they serve these and other customers designated by the company, 
as well as those obtained through their own efForts. The company 
furnishes route sheets, cards, baskets, and lists without charge to the 
"dealers. " In addition to furnishing their own trucks which bear the 
company's name, the dealers pay all expenses incurred in distributing 
the company's products and do not account to the company for such 
expenses. The "dealers" are included in the company's group insurance 
plan and deferred profit-sharing plan. They do not hold themselves 
out to the public as available~to do work of a similar nature for 
others and they do not perform services for others. 

The company has, in the past, regarded its "dealers" as employees 
and has computed their "wages, " for purposes of both the Federal 
Insurance Contributions A. ct and the income tax withholding, on the 
basis of a selling price markup of thirty percent of cost less an esti- 
mated total selling expense of fourteen percent, resulting in an amount 
reported as "wages" of sixteen percent of the individuals' gross sales, 
However, an audit of the "dealers" inconie tax returns showed that 
their estimated "wage'~figures average about twenty percent below 
the actual profit realized from operation of the routes, and thus the 
employee tax and the employer tax under the Federal Insurance 
Contributions Act and the income tax required to be withheld are 
not being collected on the twenty percent differential, and the indi- 
vidual's wage credits are understated by the same twenty percent. 

Section 3121(d) (2) of the Federal Insurance Contributions Act 
defines an employee as any individual who, under the usual common 
law rules applicable in determining the employer-employee relation- 
ship, has the status of an employee, The rules for determining 
whether, under the usual common la, w rules, an employer-employee 
relationship exists are found in section 408. 204(c) of Regulations 128, 

393474' — 56 — 31 
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applicable to the provisions of the Ini. ernal Revenue Code of 1054 by 
virtue of Treasury Decision 6001, C. 8. 1054 — 2, 47. 

Although the clealers are required to furnish their own trucks in 
rendering their services for the company, their investments are only 
one of the factors to be considered in determining whether they are 
subject to the direction and control prescribed by the applicable regu- 
lations. It is entirely possible for an individual who has invested in 
a truck to use his vehicle while engaged in the employment of another. 
Thus, the presence of an investment factor, in ancl of itself, does not 
warrant classification of the "dealers" as indepe»clent contractors. 
Also, ivhile the relationship of employer and employee usually implies 
the payment by the ei»ployer of "wages" for services rendered, and 
in the instant case the amounts received by the "dealers" are not 
actually pnicl by the company, the arrangement is such that payment 
nray properly be ascribed to the company. The amounts received by 
the "dealers, " representing the di8erence between the wholesale and 
retail prices, less authori~zed deductions, constitute their compensa- 
tion. The eA'ect of the contract involved is substa»tially the same as 
if the "deale~ s" turned over to the company all of the retail price col- 
lected by them, less cost of gasoline ancl other authorized expe»ses, 
and the company returned to the "dealers, " as their compensation, the 
sum remaining after deducting the wholesale price of the products. 

In view of all of thc facts P~resent in this case, it is held that the 
company exercises or has the right to exercise such control over its 
"dealers" in the perfortnance of their services as is necessary under 
the usual common law rules to establish the relationship of employer 
and employee. Accordingly, liability for the Federal employment 
taxes, including the income tax withholding uncler. section 8409 of the 
Cocle, is incurred by the co»ipany with respect to wages" of the 
dealers. 

Since all of the remuneratio» of the "&le;tiers" cloes not fall 
under the control of the company so as to be act»ally paicl by the 
company, a methocl of computing the wages of the "dealers" similar 
to that stated in Mimeograph 6787, C. B. , 10o& — 1, 10~, should be 
adopted, notwithstandi»g the fact that the "clealers" are employees 
uncler tl&e usual common law rules rather than under the statutory 
definition co»tai»ecl in section 81'&1(d) (8) (A) of the Federal In- 
sura»ce Contributions Act. 

Rev. Rul. 56-180 

Under the terrus of oue contract, nu indivi&nl performs services 
ns a writer and i&lea mau for n television network. He is given 

uch leeway as to his hours of vvork and type of writi»'", but is 
required to produce such umtcrinl as the netvvork i»ay request, to 
collnbornte and co»t'er with other persons, nnd to meet deadlines 
set by the network. He is paid n stated sum each week and roval- 
ties. Under thc ter»is of nnother contract of the same date, he is 
etuployed to perforru services subject to the direction aud control of 
the network as a writer, producer, or director for a stated sum each 
week. His services are exclusive to the network for a det!nite 
period. Held, the individual is an employee of the network, for 
Federal employmeut tax purposes, with respect to services per- 
formed umler both coutracts. 
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Advice has been requested as to the status, under the Federal In- 
surance Contributions Act (chapter 21, subtitle C, Internal Revenue 
Code of 1954), of an individual performing services as a writer and 
idea man pursuant to a Program Idea Agreement" and an "Employ- 
ment Agreement" with a television network. 

Under the terms of the Program Idea Agreement, " the ivriter 
agrees that he will furnish his artistic and professional services in the 
creation, writing and development (alone or in collaboration with 
such other persons as he and the network may determine) of titles, 
ideas, methods, stories, characters, characterizations, locales, i»ci- 
dents, formats, plots, formulas, names and themes, and treatments of 
any of the foregoing, for both commercially sponsored and sustain- 
ing television px. ogs'nms, as the network may request; that during 
such periods as he is not performing services pursuant to the specific 
requests of the network he will devote his time to the creation and 
development of such new program ideas and formats as he may con- 
sider suitable for network broadcasting; that he will confer with such 
persons as the network may from time to time designate, with certain 
limitations on out-of-town conferences; and that he vill meet any 
deadline imposed by the network with respect to the delivery of ma- 
terials which it requests. For all services to be performed under the 
agreement and all rights granted therein, the network agrees that it 
will pay the individu~al a stated sum each week, and royalty payments 
based on the use of materials created by him; ale, that if it sends him 
to a certain city it will pay his transportation expenses and reimburse 
him for other expenses. The agreement also provides that the net- 
work will have the right to require him to perform services as a pro- 
ducer, director, or writer on such commercially sponsored programs 
as the network may elect, such services to be performed pursuant to 
agreements negotiated between the writer and the network. 

The "Employment Agreement" provides, among other things, that 
the network employs the writer and the writer agrees to perform 
artistic and professional services as required by the network, as a 
writer, producer, or director, for a stated sum each week; that he will 
attend such prog~ram confer~ences as are scheduled by the network; 
that he will not perform similar services for others; and that his serv- 
ices will be performed subject to the direction and control of the 
network. 

It has been established that the individual's services for the network 
are performed in accordance with the terms of the above-mentioned 
agreements. Neither of such agreements may be terminated prior to 
the e6'ective termination Rate of. the other. 

Under section 8121(d) (2) of the Internal Revenue Code of 1954, 
the term "employee" means any individual who, under the usual com- 
mon law rules applicable in determining the employer-employee rela- 
tmnship, has the status of an employee. The guides for determining 
whether, under such rules, an employer-employee relationship exists 
are found in section 408. 204(c) of Regulations 128, applicable to the 
»ternal Revenue Code of 1954 by virtue of Treasury Decision 0091, 
C. B. 1954 — 2, 47. 

Upon the application of the usual common law rules to the factual 
situation in the instant case, it is concluded that the television network 
exercises or has the right to exercise such control over the individual in 
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the performance of his sei vi& es as i» necessary to establish the relation- 
ship of employer and employee. The nature of the services performed 
under the eProgram Idea A«reement" is»u& h as to make close super- 
vision impracticable, but the information shows that, under both 
«rrangements, the in&lividual is required to perform the services 
personally, that he is at all times subject to call by the network, that 
e is required to confer with persons in iegard to the work at places 

designated by the network, and that his services are completely exclu- 
sive to the network duiing the time the agreements are in efFect. 
Accordingly, it is hel&l that under each agreement the individual is an 
employee of the network for I&'ederal employinent tax purposes. 

Rev. Rul. 56 — 1:31 

An individual is engaged by a golf associati&»i to supervise the 
work &if volunteer handicappers of iis meinber clubs and to assign 
to each club menibcr &lesiring a rating an associatiou handicap based 
on tlie plavei's best score over a period of time. The handicap 
secretary is required to comply with the methods and rules pre- 
scribed by the association in its handicapper's nianual. She receives 
a fixed ainount of remuneration payable monthly. &el&i, the handi- 
cap secretary is an einployee of the association for Federal emplov- 
nient tax purposes. 

Advice lias been requested as to the status, under the Federal Insur- 
ance Contributions Act (chapter 21& subtitle C, Internal Revenue Code 
of 1054) 

& 
of;in individu;d who performs services for a golf association 

as a handicap secretary. 
The golf association is a voluntary association of private golf clubs. 

The association has no constitution but its by-laws and standing rules 
show that its objects are to promote the interests of golf among ~~vonien 

and to conduct an annual chain»ionship tournament and such other 
tournaments and activities as ivill further the best interests of golf; 
that one of the ofFicers is a handicap chairman who has charge of the 
handicaps and the handicap system and that a secretary for the 
handicap chairman may be engaged if approved by the board of 
directors. 

In order to insure uniformity of handicaps, the association has set 
forth in a manual a standaidized handicappiiig system, based on the 
general rules laid down by tlie United States Golf Association, and 
has engaged a handicap secretary to supervise the work of the volunteer 
handic~appers of each niember club and to assign to each club member 
desiring a rating an association hanclicap bas~ed on the player&s best 
score o~ver a period of time. The handicap secret;iiy performs her 
services under an or;il a. greement. The association prescribes in the 
handicapper's manual, tile gener;il methods and rules by which handi- 
caps are to be ascert;lined~and the handicap secretary is required to 
comply with such methods and rules. In perforniing the services, the 
handicap secretary receives regular reports from the volunteer handi- 
cap»ers of each club. These reports are checked and, if necessary& . 

coi'I'ected. Association handicaps are then periodicall&y assigned to: 
the respective playe'rs oil the basis of these reports. An appeal from a 
determination of the handicap secretary inay be niade to the associa- 
tion oScer serving as the handicap chairman. IIe may chan~e the . 

determination in accordance with any rulings issued by tile board of: 
directors. 
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Tlie handicap secretary maintains various ledgers and files, con- 
ducts constant coirespoiidence with the various club handicappers and 
ind»"«»1 members, and holds an annual meeting of club handi- 
cappers for the purpose of discussing handicap principles. The handi- 
cap secretary does all the ivork in her home. The desk, file cabinets, 
typewriter and other equipment used by her are her own personal 
property. Supplies are furnished by the association. The handicap 
secretary performs her services during such hours as are convenient 
to her and she is at liberty to do similar work for others. However, 
the records and data pertaining to the association's handicaps, handi- 
capping rules and practices are confidential and she may not use them 
when performing services for others. IIer remuneration is a fixed 
amount, payable inonthly. 

Under section 8121(d) (2) of the Internal Revenue Code of 1954, 
the term "employee" includes any individual ivho, under the usual 
common law rules applicable in determining the employer-employee 
relationship, has the status of. an employee. The guides for deter- 
mining whether, under such rules, an employer-employee relationship 
exists are found in section 408. 204(c) of Regulations 128, applicable 
to the Internal Revenue Code of 1954 by virtue of Treasury Decision 
6091, C. B. 1954 — 2, 47. 

Upon application of the usual common law rules to the factual 
situation in the instant case, it is concluded that the golf association 
exercises or has the right to exercise such control over the handicap 
secretary in the perform&ance of her services as is necessary to establish 
the relationship of employer and employee for Federal employment 
tax purposes. Accordingly, the secretary is an employee of the 
association for such purposes. 

Rev. Rul. 56 — 132 (Also Section 1402. ) 
An individual who performs geological engineering and special 

geological research for clients on a part time basis, holds his services 
available to the general public, is remunerated for his services on a 
fee basis, perfornls the services, other than field work, in his home, 
and determines the means and methods of operation, is not an em- 
plovee of such clients for Federal employment tax purposes. 

Income derived in any taxable year ending after 1954 from such 
services should be considered in computing net earnings from self- 
employment for purposes of the Self-Employinent Contributions Act 
of 1954. 

The Internal Revenue Service has been requested to determine the 
status, for purposes of the Federal Insurance Contributions Act 
(chapter 21, subtitle C, Internal Revenue Code of 1954) and the Self- 
Kmployment Contributions Act of 1954 (chapter 2, subtitle A, of the 
&ode), of an individual who performs geological engineering and 
special geological research under the circumstances described below. 

The individual is engaged. in full-time employment as a geological 
engineer. In addition, he holds himself out to clients to undertake 
oa a fee basis, specific assignment in geological engineering work and 
special geological research during evenings and weekends. He de- 
terlnines the fee to be charged for his work and submits preliminary 
estimates to his clients before the work is awarded to him. The fee 
charged is based on the size of the area, the type of work to be accom- 
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plished and the method of presentation, as where nn]y a report is 
require)1 or a report p]us annotated maps and/or aerial photographs 
are required. Additiona] charges may be made if the job requires 
considerable detai]ed study, investigation and he]d work. The time 
required depends on each job perfermed and varies from a few days 
to a, week or possibly a month. The requirements of the research 
assignments a) e set forth by the clients, but no other instructions or 
orde1s are issued to him. The clients also furnish the necessary maps, 
aerial photographs ancl such published materia]s as are needed in 
connection with the assignment. The means and )nethods of carrying 
out the assignment, as i~e]] as the hours during which he performs 
&he services, ~are left to the judgment of the individua]. He performs 
his services in his own home and when a job is completed he submits 
his report, returns a]I maps and materials used in conjunction 
therewith, and issues an invoice for his services. 

llnder section 3121(&]) (2) of the Federa] Insurance Con]ributions 
Act, the term "employee' means any inclividual who, under the usual 
common ]aw rules applicable in cletermining the employer-employee 
relationship, has the status of an employee. 7'he rules for determining 
whether, under the usual comn1on law rules, an employer-employee 
relationship exists are found in section 408. 204~(c) of He~]ations 128, 
applicable to the provisions of the Internal revenue Code of 1054 by 
virtue of Treasury Decision 0001, C. B. 1054 — 2, 47. 

)Vhether an individual is an independent contractor or an employee 
is largely a question to be dete))nined upon consideration. of the 
particular facts in each case. In the instant case. it is concluded that 
the individual is not an employee, for purposes of the Federal Insur- 
ance Contributions Act, of the clie»ts for whom the services are 
performed, but is an independent contractor with respect to such 
services. This conclusion is based principally upon the fact that 
the clients for whom the services are performed have the right to 
control and direct the individual on]y as to the results to be accom- 
plishecl by the work and not as to the detai]s and means by which such 
results are accomplished. 

Section 1402(c) of the Self-En)p]oyment Contributions Act of 
1054 provides that the term "trade or business, " when used with ref- 
erence to self-employment income or net earnings from self-employ- 
ment, shall have the same me;)ning as v he» used in section 102 of the 
1054 Code (relating to trade or~ business expe))scs), with certain 
exceptions not here»)ateria]. 

Generally, an incIividu;)1 who is not an employee, for Federa] em- 
ployment tax purposes or other wise excluded from the self-employment 
tax provisions, and who is regular]y engaged in an occupation or 
profession for profit which constitutes all or a part of his livelihood, 
is engaged in a "trade or business" within the meaning of section 
1402(c), 8upra. 

It is held that an individual performing services described herein 
under the circumstances stated is engaged i)1 a "trade or business" with 
respect to such services ancl the inco1ne he clerives therefrom in any 
taxable year ending after 1054 is includible in computing net earnings 
from se]f-emp]oynient for purposes of the Self-Employment Contri- 
butions Act of 1054. 
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Rev. Rul. 56 — 154 
A regular member of the police force of the city of if who, during 

his off-duty hours, is engaged and paid by a rnerchaut to re ulate 
lines of customers outside the merchant's business establishment 
so that entrances of nearby business establishments are not blocked, 
is an employee of the merchant for purposes of the federal em 
ployment taxes. 

Advice has been requested as to the status, for purposes of the Fed- 
eral Insurance Contributions Act (chapter 21, subtitle C, Internal 
Revenue Code of 1954), of a public police officer who performs serv- 
ices during his ofF-duty hours for a merchant. 

The merchant, a cafeteria, operator in the city of &9', found it neces- 
sary to engage an individual for the purpose of keeping lines of 
patrons which form outside the cafeteria from interfering with en- 
trances and exits of adjacent places of business. For this purpose 
the merchant engaged a regular city police officer, recommended by 
the police department, who performs similar services for others 
during his ofF-duty hours from regular police work. Such "ofF-duty" 
work is obtained by the policeman through his own initiative and not 
as the result of official assignnients by the police department. While 
on this work, the police office does not wear a uniform and is not 
identiffed as being a member of the police department. The mer- 
chant entered into an agreement with the police oKcer to regulate the 
waiting lines in front of tile merchant's place of business. He desig- 
nates the time the police office is to be on duty, instructs him as to 
what is to be done, determines and pays his wages, and may terminate 
his services at any time. 

A police officer of the city of 3E is required to take an oath to uphold 
the laws twenty-four hours per day, if necessary, and is subject to 
call twenty-four hours per day. If an emergency arises the police 
department may direct the police officer to serve in the emergency. 

Under section 8121(d) (2) of the Federal Insurance Contributions 
Act, the term "employee" means any individual who, under the usual 
common law rules applicable in determining the employer-employee 
relationship, has the status of an employee. The guid. es for determin- 
ing, under such rules, whether an employer-employee relationship 
exists are found in section 408. 204(c) of Regulations 128, applicable 
to the provisions of the Internal Revenue Code of 1954 by virtue of 
Treasury Decision 6091, C. B. 1954 — 2, 47. 

whether an employer-employee relationship exists depends on the 
particular facts in each case. In the instant case the merchant has 
the right to and does direct and control the police officer in the per- 
forma~nce of the services rendered pursuant to the agreement. The 
facts that the officer is recommended by the police department and is 
subject to call to public duty in case of an emergency do not afFect 
the relationship existing between the merchant and the officer. 

Accordingly, upon application of the usual common law rules, it is 
iield that with respect to the services perfornied for the merchant the 
police office is an employee of the merchant for Federal employment 
tax purposes. 

See 8, S. T. 827, C. B. 1988 — 2, 817, and Rev. Rul. 54 — 616, C. B. 
1954-2, 846. 
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Rev. Rul. 56 — 155 

An experienced Qoor layer, who provided his own tools, entered 
into au oral a "reement with a corporation to perform full time 
services at construction sites. The corporation furnished all mate- 
rials, made frequent iuspections of the work and carried workmen' s 
compensai. ion insurance on the worker. Held, the floor layer is an 
employee of the corporation for Federal emplovment tax purposes. 

Advice has been requested relative to the Federal employment tax 
status of an experienced Hoor layer, who furnished his own tools, with 
respect to the services he performed for a corporation engaged in a 
Hoor laying and finishing business. 

Pursuant to an ora] ~agreement entered into with the corporation, 
for an indefinite period, ~an individual, experienced in his particular~ 
trade and who furnished his own tools, laid Hoors on a full time and 
piecework basis. All work was performed in the name of the cor- 
poration. It furnished all niaterials, made frequent inspections of 
the work performed, occasionally issued instructions regarding the 
performance of particular work, and carried workmen's compensation 
insurance on the worker. The work was performed at construction 
sites, in the order designated by the corporation, and in accordance 
with the specifications. The worker followed the regular routine 
established by the corporation and several times a week reported the 
progress made in his work. The worker's services could be terminated 
at any time by either party. The worker did not maintain his own 
place of business, advertise his services, maintain a business listing 
in the telephone directoi~, or otherwise hold himself out as available 
to perform similar services for others. 

Section 3121(d) of the Federal Insurance Contributions Act pro- 
vides, among other things, that the term "employee" means any in- 
dividual who, under the usual common law rules applicable in deter- 
mining the employer-employee relationship, has the status of an 
employee. The rules for determining whether, under the usual com- 
mon law rules, an employer-employee relationsliip exists are found in 
section 408. 204(c) of Regulations 128, applicable to the Internal 
Revenue Code of 1954 by virtue of Treasury Decision 6091, C. B. 
1954 — 2, 47. 

From the facts presented, it is held tliat the corporation exercises 
or retains the right to exercise the direction and control over the 
services performed by the floor layer necessary to establish an em- 
ployer-employee relationship for Federal employment tax purposes. 
Accordingly, the worker in this case is an employee of the corporation 
for such purposes. 

Rev. Rul. 56-156 
An individual performs services as a contest manager for an 

organization which furnishes puzzle contests to newspaper pub- 
lishers for circulation proinotion purposes. The organization em- 
plovs him on a continuing basis, assigns him to the various news- 
papers with which it has promotion campaign agreements, and 
requires him to keep records and furnish daily reports. He per- 
forms his services on the publishers' premises, regulates his own 
working time, may perform services for others, furnishes no sup- 
plies or equipment, is paid a weekly salary or commission, and is 
reimbursed for his expenses. Beld, he is an employee of the organi- 
zation for Federal employment tax purposes. 
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An inquiry has been received relative to the status, for purposes 
of the Federal Insurance Contributions Act (chapter 91, subtitle C, 
Internal Revenue Code of 1054), of. an individual performing serv- 
ices for an organization as a puzzle contest man;iger under the cir- 
cumstances described below. 

The organization is engaged in furnishing newspaper publishers 
iii various cities with puzzle contests used by tlie publishers for cir- 
culation promotion purposes. In accordance with an agreement 
entered into between the parties, the organization furnishes the 
publisher with advertising copy, suggestions for circulars, rack card 
copy, radio announcements and publicity stories relating to its puzzle 
contests. Such material may be used at the option of the publisher 
and, together with the o%cial contest rules, is subject to revision by 
the publisher. The organization also agrees to furnish, at its expense, 
an experienced manager to perform services during the entire promo- 
tion period. The publisher agrees to provide, at his expense, prize 
money, newspaper cuts, printed matter, and postage, and to pay the 
clerical, maihng and incidental expenses. The publisher also agrees 
to pay the orga~nization a specified amount, on a sliding scale, on all 
bona fide coinplete sets of puzzle solutions received during the pro- 
motion period as well as specified amounts for new subscriptions to 
the newspaper. 

The individual in question is engaged by the organization to per- 
form contest managerial services aiid is assigned by the organization 
to various newspapers with wliich it has promotion campaign agree- 
ments. His specific duties are to exercise general supervision over 
the details of the campaign by checking all copy, layouts, and puzzles, 
and seeing that contestants adhere to the puzzle rules; to record the 
number of entries and subscriptions received and to furnish this in- 
formation daily to the circulation manager of the paper and to the 
organization; to see that subscriptions are properly entered and 
credited; and to do everything possible to promote good public rela- 
tions with the press and the public. He is not required to perform 
sales services. If stenographic, clerical, or other help is needed, it is 
hired and paid by the newspaper. The manager's services are per- 
formed on the premises of the publisher during regular working 
hours, although he is not required by the organization to keep regular 
working hours or to spend a specified portion of his time in its inter- 
ests. On some assignments he is pa. id a weekly salary, and on others 
he is paid a commission basis. He is reimbursed by the organization 
for all expenses incurred in the performance of his services; may draw 
advances against anticipated earnings; is eligible for a bonus in the 
event of a successful contract, and is remunerated during periods of 
sickness. He may perform similar services for others. The organi- 
zation and he may terminate his services at any time and for any 
good reason. 

Section 8121(d) of the Federal Insurance Contributions Act pro- 
vides, among other things, that the term "employee" means any 
individual who, under the usual common law rules applicable in 
determining the employer-employee relationship, has the status of 
aii employee. Whether an individual is an independent contractor 
or an employee is largely a question to be determined upon the pa, r- 
ticular facts in each case. The guides for determining, under the 
usual common law rules, whether an employer-employee relationship 
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exists, are found in section 408. 204(c) of Regulations 128, applicable 
to the provisions of the Internal Revenue Code of 1954 by virtue of 
Treasury Decision 6001, C. B. 1054 — 2, 47. 

It is clearly shown, by the facts presented above, that the individual 
in question is engagecl by the organization to render personal services 
on a continuing basis in managing its puzzle contests. The organi- 
zation assig&ns him to his various posts of duty and his services are 
performecl as an essential part of its operation, since it is the organi- 
zation's contractua, l obligation to furnish managerial services to pub- 
lishers. Further, his presence is requirecl to insure protection of the 
organization's interests with respect to proper recording of, and 
pa~yntent for, puzzle entries and subscriptions. The organization has, 
and exercises, the right to fix the general nature of the work to be 
done and the general methods to. be followed in accomplishing the 
desired results, even though it may not be possible for it to phvsically 
supervise him in the actual performance of his set vices. The facts 
that the individual may perform similar services for others and. the 
organization c1oes not require him to maintain regular working hours 
are not controlling. Accordingly, it is held that, for Federal em- 
ployment tax purposes, including the withholdin«~ of income tax at 
source on wages, the relationship between the organization and the 
individual is that of employer and employee. 

Rev. Rul. , &6 — 17, '3 

'I'he 1l county hospital established and operated pursuant to the 
provisions of chapter 131 of the General Statuies of Forth Caro- 
lina through a board of trustees appointed by the board of county 
commissiouers is a wholly owned instrumeutalitv of . 1l countv, 
a political subrlivision of the State of I&'orth Carolina. Services 
perfo&meri in its employ are excepted froin "en&ployn&ent' under 
sections 3121(b) (7) aucl 3300(c) (7) of the Ferleral Insurance 
Contributions Act anti the Federal Unemp)nyu&ent Tax Act, respec- 
tively. However, the hospital is responsible for withholding income 
tax from the wages paid its employees. 

Aclvice has been reqtlested relative to the status of the 3I county 
hospital for purposes of the Federal Insurance Contributions Act, 
the Federal Unemployment, Tax Act. , and the Collection of Income 
Tax At Source on Wages (chapters 2~1, 28, and 24, respectively, sub- 
title C, Internal Revenue Cocle of 1()54). 

The 3I county hospital is an unincorporatecl, nonstock, and non- 
profit institution established and operated pursu~ant to the provisions 
of chapter 181 of the General Statutes of North Carolina tlrrough 
a, board of trustees appoiutecl by the board of county conlmissione~rs. 
It was constructecl and equippecl as a county project under the Hill- 
Burton A. ct, 60 Stat. 1040, 42 U. S, C. 291, with funcls contributed 
by the Fecleral, State and county governnlents. All vacancies in 
the nlembership of the board of trustees are filled by the board of 
county commissioners. The board of county comniissioners may, after 
notice and hearing, remove any member of the board of trustees for 
gl'oss inefficiency& neglect, of duty& 1nlnlol'al conduct& ol' conviction of 
any felony or other c~rime 'involving moral turpitude. 

Title to all property used in the operation of the hospital is vested 
in ill county. A resolution adopted by the board of county commis- 
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sioners creating the board of trustees prescribes the qualifications 
and terms of oRce of the members. The resolution provides that the 
board of trustees shall organize as the operating body of the hospital 
and shall make and adopt such bylaws, rules, and regulations for the 
hospital as nray be deemed expedient, for its conduct and operation, 
The hospital is to be operated at all times anti in every respect ad- 
ministered as a charitable, nonprofit hospital. All books, records, 
papers, invoices, accounts, and documents of the hospital must be 
open to inspection by the board of county commissioners or its duly 
authorized agent. No trustee may receive any compensation for his 
services but nuty receive reimbursement for any cash expenditures 
actually made for personal expenses incurred as such trustee. 

The trustees are empowered to appoint all necessary employees, 
fix their compensation, and discharge them. The trustees are requIred 
to establish, by regulations, a reasonable but adequate and uniform 
scale of fees and charges for the use of the facilities and services of 
the hospital. Any profits derived from the operation of the hospital 
are to be used exclusively for charitable purposes and the objectives 
of the hospital, including the expansion of facilities and the purchase 
of supplies for charity p~atients. 

The activities of the hospital are financed from fees received from 
patients, appropriations by the board of county commissioners, in- 
come from an endowment fund, gifts, and a tax against, all property 
in the county authorized by vote of the people of the county. An 
annual audit is made by a certified public accountant selected by the 
board of county commissioners and copies of such audit are submitted 
to the commissioners and the trustees. 

Section 3121(b) of the Federal Insurance Contributions Act ex- 
cepts from the term "employment. , 

" as that term is defined in the Act: 
(7) Service * * * performed in the employ of a State, or any political sub- 

division thereof, or any instrumeutality of any one or more of the fore- 
going which is wholly owned by one or more States or political subdivisious; 

Section 3306(c) (7) of the Federal Unemployment Tax Act con- 
tains a similar provision. 

It is concluded that the 3X county hospital is a wholly owned in- 
strumentality of 3f county, a political subdivision of the State of 
North Carolina. Services performed in its employ are excepted from 
"employment" by sections 3121(b) (7) and 3306(c) (7) of the Federal 
Insurance Contributions A. ct and the Federal Unemployment Tax 
Act, respectively, and the taxes imposed by the Acts are not applicable 
to the remuneration for such services. However, the hospital is 
responsible for withholding income tax from the wages paid its 
employees. 

See Rev. Rul. 55 — 319, C. B. 1955 — 1, 119, relative to coverage of State 
employees under the Social Security Act. 

Rev. Rul. 56 — 174 

A "county" hospital which is not established and operated pur- 
suant to the statutes of the State of North Carolina relating to 
public hospitals is not a wholly owned instrumentality or political 
subdivision of that State for Federal employment tax purposes. 
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Advice has been requested whether a "county" hospital organized 
and operated in the manner described below constitutes a wholly 
owned instrumentality of a state or a political subdivision thereof 
for purposes of the Federal Insurance Contributions Act (chapter 
ol, subtitle C, Internal Revenue Code of 1954). 

The N county memorial liospital was incorporated under the laws 
of the State of North Carolina as a nonstock, nonprofit corporation 
organized to establish, build, maintain, manage, and operate a hospital 
for the general welfare of the citizens of N county. The hospital is 
not established and operated pursuant to the provisions of chapter 
181 of the (general Statutes of North Carolina relating to hospitals 
which are instruments of cities, counties, the state, or public hospital 
authorities, except that under such statutes a license to operate must 
be obtainecl by all hospitals in the state from the North Carolina 
Medical Care Commission. The site of the hospital v as purchased 
with funds voluntarily constributed by individuals in the community 
and title is vested in the corporation. The buildings were construc- 
ted and equipment was provided under a program administered by 
the North Carolina Medical Care Commission and their cost was 
financed with a Federal grant under the Hill-Burton Act, 60 Stat. 
1040, 42 U. S. C. o01. an appropriation by the North Carolina Legis- 
lature, and private subscriptions. 

Membership in the corporation is open to any adult citizen of the 
United States. A citizen desiring membership must have his name 
put in nomination by a member in good standing, and two-thirds of 
the membership must vote for his admission. Membership may be 
terminated by iesignation or suspension by vote of the membership. 

The corporation's by-laws provide for the election, by and from the 
membership, of a, board of trustees consisting of eighteen niembers. 
There are no requirements that the state, county, or inunicipal govern- 
ment, be represented on the board of. trustees. At the annual meeting 
the trustees elect the officers and appoint various conimittees to serve 
until the following annual meeting. 

The executive coinmittee has charge of the general management of 
the hospital and the maintenance of its propeity. It makes rules for 
the government of the hospital, the admission and discharge of 
patients, and the conduct of patients and employees. The fiiiance 
committee devises ways and means of securing funds for the support 
of the hospital. This committee authorizes investments and disburse- 
ments by the treasurer; prepares a budget, including a salary schedule 
for all employees; and attends to all fin~ancial interests of the corpora- 
tion. The committees act under the direction of the trustees at all 
times and report their actions to them at such times as they may direct. 
The duties of the ofiicers are set forth in the corporation's by-laws. 
The N county commissioners have no control, or right of control, over 
the hospit;il's personnel or its policies. 

Section 8121(b) of the Act contains the following exception from 
the term "employment, " as that term is defined in the Act: 

"(7) Service * * * performed in the employ of a State, or any 
political subdivision thereof, or any instrumentality of any one or 
more of the foregoing which is wholly owned by one or more 
States or political subdivisions; * * "" 
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The determination of whether an organization of the type in ques- 
tion is n state instrumentality is based largely upon the structure of 
the organization. In the instant case, although the hospital operates 
under a name indicative of a "county" hospital, it is a private corpo- 
ration, and, as stated above, is not established n~nd operated pursuant 
to that chapter of the state stni, utes npplicnble to hospitals which are, 
in fact, instrulnents of cities, counties, or the state. 

Based on the foregoing, it is concluded that the hospital does not 
qualify as a wholly-owned instrumentality of the State of North Caro- 
lina or a political subdivision thereof for Federal employment tax 
purposes. 

See Rev. Rul. 55 — 473, C. B. 1055 — 2, 425, regarding social security 
coverage of individuals employed by certain tax-exempt organi- 
zations. 

(Also Section 1402. ) Rev. Rul. 56 — 187 
Services performed by a duly ordained, commissioned, or licensed 

minister of a church in an executive or administrative capacity for 
the X Federation of Churches are in the exercise of his ministry and 
are exceuted from "employment" 'under section 3121(b) (8) (A) of 
the Federal Insurance Contributions Act. 

The Internal Revenue Service hns been requested to determine 
whether services performed by a duly ordained, commissioned, or 
licensed minister of a church in an executive or administrative capacity 
for the Z federation of churches are in the exercise of his ministry 
and excepted from "employment" under the Federal Insurance Con- 
tributions ='~ct (chapter 21, subtitle C, Internal Revenue Code of 1954), 

The X federation of churches was organized by some of the local 
congregations of the city in order that they might work together to- 
ward meeting the religious and moral needs of the community. It is 
an ofBcial interdenominational agency serving the member denomina- 
tions nnd is under the supervision of a governing body of delegated 
representatives appointed by the member denominations. 

The federation has been granted exemption from Federal income 
tax as a religious organization of the character described in section 
501(c) (3) of the Internal Revenue Code of 1954. However, exemp- 
tion under the Federal Insurance Contributions Act has been waived 
in order to provide coverage for its employees under Title II of the 
Social Security Act. 

Section 3121(b) (8) (A) of the Internal Revenue Code of 1954 pro- 
vides, in part, for the exception from "employment" of service per- 
formed by a duly ordained, commissioned, or licensed minister of a 
church in the exercise of his ministry. Section 408. 215 of Regulations 
128, applicable to the provisions of the Code of 1054 by virtue of 
Treasury Decision 0001, C. B. 1954 — 2, 47, provides that the duties of 
ministers include the control, conduct, and maintenance of religious 
organizations under the authority of a religious body constituting a 
church or church denomination. 

Although the X' federation of churches is not under the authority 
of a religious body constituting a particular church or church denomi- 
nation, it is composed of churches having fundamentally similar ob- 
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jectives and the organization's governing body constitutes a central 
board of interdenominational strategy developing a common mind, 
planning united policies, a»d providing for concerted action resulting 
in the formation of policies einbodying the dictates of each member 
denonii»ati o». 

lt is held, therefore, that the X federation of churches is a religious 
organization of the type contemplated by section 408. 215 of Regula- 
tions 128, a»d that, servi& es performed for it in an executive or aclminis- 
trative capacity are i» the control, conduct, and maintenance of such 
organizatio». Accor&ling]y, such services perforj»ed bv a duly or- 
dained, cot»»iissio»ed, or licensed minister of a clnirch are in the 
exercise of his mi»istr~y a»d excepted from "emp]oyment" under the 
Federal Ins»rance Contributions Act. 

Section 1402(c) of the Self-Employment Contributions Act of 1054 
(chapter 2, subtitle A, Internal Revenue Code of 1054) provides that 
the term "trade or business, ' when used with reference to self-employ- 
ment income or net earnings from se]f-e»ip]oyme»t. sha]] have the sanie 
mea»i»g as when used in section 162 of the 1054 Code (i elating to trade 
or busi»ess expe»ses), except, that such term shall »ot include— 

(4) the performance of servi&'e by a duly ordained, commissioned, or 
licensed minister of a church in the exercise of his ministry or hr a member 
of a religious order in the exercise of duties required by such order; or 

(5) the perforunance of service by an individual in the exercise of his 
profession as a ~ ~ "' Christian Science practitioner; 

In view of the above-quoted provisions of ]aw, the performance of 
services by duly ordained, commissioned, or licensed ministers of 
churc]tes in the exercise of ~their ministry or by members of religious 
orders i» the exercise of duties required by such orders, and individ- 
ua]s in the exercise of their profession as Christian S~cience practi- 
tioners, are specifically excluded from the term trade or business" for 
purposes of the tax imposed by the Self-Employment Contributions 
Act of 1054, Consequently, these individuals niay remain exempt 
from liability for the self-eniployment tax with respect to such serv- 
ices. Ikowever, eAective for taxable years ending after 1054. section 
1402(e) of the Self-Employment Contributions Act of 1054, as added 
by the Social Security Amendments of 1054, provides that any individ- 
u;il who is (A) a duly oi&lai»ed, commissioned, or licensed minister 
of. a, church or member of a religions order (other than a. member of a 
religious order ivho has taken a~ vow of poverty as a member of such 
order), or (H) a Christian Science practitioner, may elect self-employ- 
ment coverage of such services within the per~iod prescribed in that 
section. The election may be exercised by executing and filing Form 
2081, Waiver Certificate for Use by Ministers, Certain Members of 
Religious Orders, and Christian Science I ractitioners Electing Cov- 
erage under Title II of the Social Security Act. If the election is so 
made, the individual's wages, if any, for employee services performed 
as a niinister, member of a~religious order, or Christian Science practi- 
tioner, must be taken into account in determining his liability for the 

'self-eniployment tax. 
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Rev. Rul. 56 — 188 
The exception from "employment" provided by section 3121(b) 

(8) (B) of. the Fe&leral Insurance Contributions Act applies to all 
services performed by employees of an organization described in 
section 501(c) (3) of the Internal Revenue Code of 1M4 which is 
exempt fronr Federal income tax under section 501(a) of the Code, 
including any services performed by employees in the conduct of. 
unrelated activities. 

An organization, which is exempt from the payment of Federal 
income tax under section 501(a) of the Internal Revenue Code of 
1954 as an organization described. in section 501(c) (6) of the Code, 
derives a portion of its income from certain unrelated activities. 
Advice has been requested whether services performed by its em- 
ployees in connection with such unrelated activities are excepted from 
"employment" under section 3121(b) (8) (B) of the Federal Insur- 
ance Contributions Act. 

Section 6121(b) (8) (8) of the Federal Insurance Contributions 
Act excepts from the term "employment" services performed in the 
employ of an organization described in section 501(c) (3) of the 1954 
Code which is exempt from income tax under section 501(a) of the 
1054 Code. The exception is applicable to the exempt organization 
as a whole rather than separately to its component parts or activities. 

Accordingly, it is held that all of the services performed for the 
exempt org~anization by its employees, including the services per- 
formed in the conduct of its unrelated activities, are excepted from 
"employment" under section 8121(b) (8) (8) of the Federal Insur- 
ance Contributions Act, and the remuneration for such services is not, 
subject to the taxes imposed under the A. ct. 

(Also Section 8806. ) Rev. Rul. 56 — 224 

S school organized as a private nonprofit corporation under a 
state statute to promote the education of deaf mutes, although it 
receives its financial support from the state and carries on its edu- 
cational program under state supervision, is not considered a wholly- 
owned state instrumentality within the meaning of section 
3121(b) (7) of the Federal Insurance Contributions Act. 

Advice has been requested whether or not a school organized and 
operated under the circumstances described below is a wholly-owned 
instrumentality of a state for purposes of the Federal Insurance Con- 
tributions Act (chapter 21, subtitle C, Internal Revenue Code of 
1954). 

The school was incorporated under an act providing for the in- 
corporation of benevolent, charitable, scientific and missionary so- 
cieties. Its purpose is promoting the education of deaf mutes. At 
the time of incorporation, certain sums of money and a tract of land 
were donated to the school by local citizens. These donations proved 
inadequate. The state in which the school is located then donated a 
substantial sum of money to it in consideration of an indenture en- 
tered into between the state and the school whereby the latter agreed 
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to "grant, bargain, sell, lease, convey and confirm to the State" all of 
the land originally donated to it. That conveyance will take effect 
only upon the dissolution of the corporation or whenever it ceases to 
use the premises anti the land, or any portion thereof, for the original 
purposes for which the school was organized. Neither of such con- 
tingencies has occurred. The money appropriated by the state was 
used for the construction of the presently used main school building. 

The particular state involved has a, program for the over-all super- 
vision of the education of the deaf and administers that supervision 
through one of its agencies. Another of its agencies sets the stand- 
ards, aims and practices of a child care program which it administers. 
'I'he operations of the school come within the jurisdiction of both 
agencies. The school is required to report annually to both of those 
a&~encies and to the state legislature. All of its operational income is 
derived from state funds through appropriations by the legislature 
and the school submits an annual budget to those agencies for sub- 
mission to and approval by the legislature. 

All of the business and other afi'airs of the school are directed by a 
board of trustees. Membership to that board is accomplished by 
election at the annual meetings of the members. Any person may 
become a, member upon presentation to and election by the board of 
t. rustees. The board of i, rustees elects an executive committee to carry 
on and actually manage the business and aA'airs of the school. A 
superintendent has been appointed by this committee and he serves 
as the operating executive of the school. 

Section 3121(b) of the I&ecleral Insurance Contributions Act con- 
tains the following exception from "employment, " as that term is 
defined in the Act: 

(7) Service ~ "' * performed in the entploy of a State, or any political 
subdivision thereof, or any instrumeutality of any one or more of the foregoing 
which is vvholly owned by one or more States or political subdivisions; 

Since the school derives all of its operational income through legis- 
lative appropriations, it is required to meet certain standards of 
eligibility set by the state and is subject, to a certain amount of 
supervision by state agencies. However, it appears that tlie school 
was established as a private institution with full corporate powers 
and is operated under the direction of a board of trustees elected by 
the members of the corporation at its annual meetings. Accordingly, 
it is concluded that the school is not a wholly-owned instrumentality 
within the meaning of section 8121(b) (7) of the Federal Insurance 
Contributions Act; and this conclusion is also applicable ~ ith respect 
to the provisions of the Federal Unemployment Tax Act (chapter 28, 
subtitle C, of the Code). 

Therefore, its status for purposes of the Federal Insurance Con- 
tributions A. ct will depend on whether it is exempt from Federal 
income taxes under the provisions of section 501(a) of the Code, as 
an organization described in section 501(c) (3) thereof and, if so, 
whether it has a waiver of exemption certificate currently on file as 
provided by section 8121(k) of the Act. In the absence of the es- 
tablishment of such exemption, the school is an employer subject to 
the provisions of the Federal Insurance Contributions Act. 
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Porter eniployed in a barber shop and operating a, shoe shine stancl 
therein as a, separate trade or business. Sec Rev. Rul. 56 — 66, 
pa e4'3'. 

St;itus of:i school bus oper;itoi opei ati»g his hus uncler a contract 
ivith a, school boai d. See Rev. Rul. 50-172, page 434. 

Benefits pai&l liuisu;int to a supplemental unemployment benefit 
plan. See Rev. Rul. 56 — 240, page 488. 

CHAPTER 22. — RAILROAD RETIREMENT TAX ACT 

SUBCHAPTER D. — GENERA I PROVISIONS 

SECTION 3281. — DEFINITIONS 

(Also Part II, section 1532; Regulations 114, 
Section 411. "02. ) 

Rev. Rul. 56-27 

The 11 railway association, an or 'anization controlled and main- 
tained principally by two or more carriers by railroad subject to 
part I of the Interstate Coinmerce Act, is engaged in promoting the 
use of better systems, procedures, aml methods within the railroad 
industry. Held, the association is an emplover for purposes of 
the taxes imposed by the Railroad Retirement Tax Act. 

The Internal Revenue Service has been requested to determine the 
status, under the Railroad Retirement Tax Act (chapter 22, subtitle 
C, Internal Revenue Code of 1054), of the l1I railway association, an 
unincorporated organization sponsored by several carriers by rail- 
road subject to part I of the Interstate Commerce Act and other 
companies for the purpose of promoting the use of better systems, 
procedures, and methods within the railroad industry. 

The present objective of the 3f railway association is to standardize 
paper work procedures with the hope that such stanclardization may 
bring substantial benefits to all railroads. The fields in which the 
association is working, or in which it intends to work, include inter- 
line freight settlements, billing for repairs to foreign freight cars, 
train and car movement information, way billing, passing reports, 
improved communications, better car clistributions, and otlier matters 
of' general interest to the railroad inclustry. 

The membership of the association is composed principally of 
employees of interested railroad carriers. However, employees of 
companies having a direct or indirect relationship to the railroad 
industry are also included as members. No carrier by railroad or 
other company may become a member of the association but any 
carrier or other company may become a sponsor. 

More than fifty-one percent of the association's revenues are de- 
rived from sponsors' fees paid by railroad carriers. Although mem- 
bership in the association is limited to individuals, more than ninety 

303474 ' — 50 — 32 
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percent of its members are ol[icers or employees of carriers by railroad 
subject to part I of the Interstate Commerce Act and such carriers 
by railroad have the power to control more than sixty percent of 
tlie votes on any question at issue before the association. 

Section 3231(a) of the Railroad Retirement Tax Act, in defining 
an "employer, " provides, in part, as follows: 

(a) EMrroxan. — For purposes of this chapter [chapter 22, subtitle C, Internal 
Revenue Code of 1854], the term "employer" means any carrier (as defined 
in subsection (g) ) [an express company, sleeping-car company, or carrier by 
railroad, subject to part I of the Interstate Commerce Act] ~ * '". The 
term "employer" shall also include * * "' organizations controlled and 
maintained wholly or principally by two or more employers as hereinbefore 
defined and engaged in the pertormance of services in connection with or 
incidental to railroad transportation; 

It is evident that the . ]I railway association is engaged in the 
erformance of services "incidental to railroad transportation. " 
urthermore, the facts support a conclusion that the association is 

"controlled and maintained * * * principally by two or more 
employers" [carriers by railroad subject to part I of the Interstate 
Commerce Act]. Accordingly, the 3X railway association quali- 
fiies as an "employer" within the meaning of that term as defined in 
the Railroad Retirement Tax Act and, therefore, is subject to the 
provisions of that Act and is liable for the taxes imposed by it. 

CHAPTER 23. — FEDERAL UNEMPLOYMENT TAX ACT 

SECTION 3306. — DEFINITIONS 

Rev. Rul. 56-110 

Where a business enterprise of an Indian tribe was not organized by 
specific statutory authorization of the Congress of the United States 
and is not operated by the Department of tlie Interior, but was organ- 
ized and is operated by the tribe itself with the approval and under 
the supervision and control of the Bureau of Indian AfFairs of. the 
Department of the Interior, such enterprise does not constitute an 
instrumentality wholly owned by the United Sta. tes within the mean- 
ing of section 3306(c) (6) of the Federal Unemployment Tax Act 
(chapter 23, subtitle C, Internal Revenue Code of 1954). Such an 
activity is considered a tribal enterprise and services performed in its 
employ are not excepted from "employm'ent" under such section. 

(Also Sections 61, 3121, 3401. ) Rev. Rul. 56-249 

Under certain circumstances, benefits paid to individuals by 
trustees of a trust created pursuant to the provisions of a supple- 
mental unemployment benefit plan established by M Company do not 
constitute "wages" for purposes of the taxes imposed by the Fed- 
eral Unemployment Tax Act and the Federal Insurance Contribu- 
tions Act, or for purposes of the Collection of Income Tax at Source 
on Wages. However, such benefits are includible in the gross 
incomes of such individuals for the year in which received. 
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Advice is requested ivhether benefits paid, under certain circum- 
stances, to individuals by trustees of a trust creatccl pursuant to the 
provisions of a supplemental uneinploynient benefit plan established 
by . 'll Company constitute "iv iges" tor purposes of the taxes imposed 
under the Fecleral Uneniployment T;ix Act and the Federal Insurance 
Contributions Act, ancl for purposes of the Collection of Income Tax 
at Source on )%ages (&liapters 28, 21, and 24, ie»pectively, subtitle 
C, Internal Reveiiue Co&le of 1054). A furtlier inquiry has been 
received as to ivhether such beiiehts paid by the tru»tec» are includible 
in the gross incomes of the recipients. 

Under section 8800(b) ol the Fecleral Unemploynie»t T;ix Act, , the 
term 'ivages" means, ivith certain exceptions not liere material, all 
reimuieration for "employment. " The term "eniploynient, " as defined 
jii sectioil 3300(c) of such A&t, ineans any service perfoimed by an 
employee for the person employing him, ivith certain exceptions and 
limitations. 

Pursuant to an agreement eiiterecl into ivith 0 I. abor Union, The 
. 1I Conipany established a pl;in designed to supplement. State sy~stem 
unemployment benefits payable to ~certain former employees of 3I 
Company ivho have been 1 iid oR by tlie Company by reason of a, reduc- 
tion in force or the discontinuance of a plant or an operation. 

Under the terms of tlie phin, . 1I Company is to make, for each pay 
periocl, a, contribution to a fund held and administered by~ an independ- 
ent trustee equal to x cents, multiplied by the total number of hours 
for ivhich its eligible employees shall liave received pay from the com- 
pany for such pay periocl. The conipany's obligation to mal. -e such 
contributions ceases, however, ivhenever the total of aniounts hei&1 by 
the trustee in the funcl equals a maximum level determinable under the 
terms of tlie plan. The size of the fund created uncler the plan is 
limited to a specified ma. xiinuin a. mount, such amount being depend- 
ent upon the number of eniployees ivho a~re in the active service of . 1l 
Company and the nmnber of laid-oR employees ivho have creclit units 
under the plan. Xo employee of . V Coinpany has any i i«ht, title, or 
interest in or to any of the assets of the fund or in or to aiiy Company 
contribution thereto unless and until he is qualified and eligible to 
receive a benefit therefrom. 1I Conipany's contributions ivill be irre- 
vocable; and. lI Company ivill not have any oivnership therein. during 
the orclinary operation of the plan, or in the assets comprising the 
fund. egal title to said assets, as favell as to Conipany contributions, 
rests in the trustee, vvho ivill use the assets solely in the interests of the 
employees. Upon a termination of tlie pla, n, the amounts in the fund 
&vill be used to pay benefits to employees already or subsequently laid. 
o6. The fund is the sole source of benefit payments . 1I Company 
is requirecl to make specified payments to the fund but is in no v&ay 
liable for additional contributions to such fund or otherwise, or for 
the paynient of benefits should tlie assets of such fund prove 
insuflicient, 

The benefits payable from tlie fund are to be in varying amounts 
and for varying periods, dcpeiiding on the size of the fund, duration of 
layoR of an employee, time ivorked prior to layoR, ainount of State 
unemployment benefits available, and the base hourly-rate of the 
individual employee, less taxes withheld. Generally, the benefits 
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payable under the plan to a beneficiary in a State ~here the amount, 
thereof will not reduce or cancel State unemployment benefits shall 
be such sum which, together with the State unemployment compensa- 
tion benefit and other remuneration (which cannot be in an amount 
equal to or in excess of that amount which would disqualify the bene- 
ficiary for such State benefit), equals the lesser of (a) a prescribed 
percentage of the employee's current straight-time weekly pay after 
withholding of all taxes and contributions, or (b) ~ dollars. 

The duration of benefits to an individual under the plan is related 
to, among other factors, the number of credit units which the individual 
has accumulated by reason of his service with . Il Company. For each 
week worked subsequent to the eff'ective date of the plan, each employee 
is credited with z units; but he shall never accumulate more than M a 
units. For each. weekly benefit received under tlie plan, an individual 
is charged a number of accumulated credit units, such charge being 
governed by (a) the level of the fund at the time of such payment and, 
. if such level is not equal to the maximum level prescribed, (b) the 
number of years during which the individual worked for . Il Company. 
That is, if the level of the fund is equal to the prescribed maximum, 
all eligible individuals under the plan are charged the same number of 
accumulated credit units for each weekly benefit. If, however, the 
level of the fuiid is less than the maximum (but more than a minimum 
below which no payments may be made from the fund), the number 
of accumulated credit units charged an eligible individual for each 
weekly benefit payment is determined on the basis of the number of 
years of continuous service with 3I company. Xo benefit can be paid 
from the fund to any individual who has no available credit units. 
Any unused credit units are cancelled. at the expiration of y months 
of continuous layoff'. 

The plan specifies the particular conditions under which benefits 
are payable. Benefits are paid only to former employees who have 
been laid off' because of certain enumerated conditions such as a reduc- 
tion of the working force or the discontinuance of a plant by 3f 
Company. Furthermore, benefits are payable only after a "waiting 
period" of e weeks. However, neither layoff' nor resulting unemploy- 
ment alone is sufficient to entitle a former employee of V Company to 
benefits. Nor are benefits payable to employees who, although not in a 
work status during a particular week, are in a "standby" capacity in 
the sense that their availability for work is limited to 3I Company. 

To be eligible for a benefit, a former employee must report to and 
register for employment with the State Employment Service. All 
requirements of State unemployment compensation laws designed to 
limit the payment of benefits to individuals who are "unemployed" 
and genuinely available for any suitable work are incorporated as 
eligibility requirements for the receipt of supplemental unemployment 
benefits from the fund. 

AVhile a prior period of service with the employer is required in order 
that an individual be eligible for benefits, the mere existence of such 
prior relationship, as such, does not establish such individual's eligi- 
bility for benefits. His eligibility is also dependent on his continu- 
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ously meeting conditions subsequent to the termination of his 
employment with. JI Company. During this period of unemployment, 
an individual must be continuously able to ivoik and available for 
work and he must continue to meet specific perioclic reporting require- 
ments. He must satisfy other specific conditions which are applic;ible 
at all times when unemployed. He is ineligible to receive supple- 
inental unemployment benefits from the fund if he is ineligible to 
receive or is disqualified from receiving State unemployment compen- 
sation benefits, except in tliree limited situations, viz. , where he has 
insufiicient wage credits under the State law, where he has exhausted 
the duration under the State law, or where the State ]aw requires "a 
waiting period" of more than ~ weeks. But even in such cases, supple- 
mental benefits are payable only if he would otherwise have been 
eligible for State unemployment compensation and also has complied 
with the other conditions incorporated in the plan. If by reason of 
the payment of such supplemental unemployment benefits, however, an 
individual would be ineligible to receive State unemployment bene/its, 
the plan provides for the payment of a substitute benefit. 

Siniilarly, although payments by . 1l Company to the fund are meas- 
ured in part by total hours worked by all employees, eligibility for 
benefits &ines not depend on whether contributions have been made with 
respect to hours worked by a specific employee. A former employee 
may receive benefits although no contributions have been made during 
the entire period of his employment with . 1I Company (contribution~s 
are not made when the fund reaches a specified level). Conversely, a, 

former employee, on the basis of whose employment contributions have 
been made to the fund, may not be eligible to receive benefits when 
unemployed, because of his failure to satisfy the conditions of eligi- 
bility during his period of unemployment or because the fund is then 
below a certain specified level. 

IJnder the plan, the amount of supplemental unemployment benefits 
paid from the fund is dependent on many conditions. The plan does 
not provide for a benefit fixed solely on the basis of an individual's 
prior earnings. The amount of the supplemental unemployment ben- 
efit paid from the fund to any former employee depends on the size of 
the State unemployment benefit to which he is entitled and the amount 
of other remuneration received which is allowable under State unem- 
ployment compensation law, his marital status, the number of his 
dependents, as well as his wage rate at the time of layofF. An indi- 
vidual who is eligible for a supplemental unemployment benefit will 
receive a weekly benefit (not in excess of ~o dollars) in the amount 
necessary to supplement his State unemployment benefit, , plus other 
allowable remuneration received, up to a stated percentage of his 
straight time take-home pay. 

As observed above, the period f' or which benefits are paid to a laid-oIF 
worker who meets the conditions of eligibility is dependent upon the 
fund position. When the program is in full operation with the fund 
at the maximum level, all employees with one or more years of con- 
tinuous employment with 3f Company since the effective date of tlie 
plan are entitled to the same potential duration of benefits, However, 
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if the fund position is less than a stated percentage, the laid-o8 em- 
ployee's seniority becomes a factor in determining the period for which 
benefits are p;iid. 

An analysis of the information presented discloses that pursuant to 
the supplemental unemployment benefit plan (1) the benefits are paid 
only to uneniployed former employees of i' Company who are on 
layofF from the Company; (2) eligibility for benefits depends on the 
meeting of prescribed conditions subsequent to the termination of the 
employment relationship with 3f Company; (8) benefits are paid by 
the trustees of independent trust funds; (4) the amount of a weekly 
benefit payable under the 'plan is based upon (a) the amount of the 
weekly benefit payable under the appropriate State unemployment 
compensation laws, (b) the amount of other remuneration allowable 
under such State unemployment compensation laws, and (c) the 
amount of straight-time weekly pay after withholding of all taxes and 
contributions; (5) the duration of weekly benefits payable under the 
plan depends upon a combination of (a) the number of accumulated 
credited units, and (b) the fund position; (6) a right, if any, to bene- 
fits does not accrue until a prescribed period after the termination of 
the employment relationship with 3I Company has elapsed; (7) the 
benefits ultimately paid are not attributable to the rendering of par- 
ticular services by the recipient during the period of his employment; 
and (8) no employee has any right, title, or interest in or to any of 
the assets of the fund or in or to any Company contributions thereto 
until such time as he is qualified and eligible to receive a benefit there- 
from. 

In view of the foregoing, and on the b'asis of all the facts and cir- 
cumstances set forth herein, it is concluded that the benefits paid to 
former employees of . 1J' Company under the terms of the supplemental 
unemployment benefit plan do not constitute "wages' for purposes 
of the Federal Unemployment Tax Act. 

It is also concluded that the benefits paid to former employees of 
iV Company under the terms of the supplemental unemployment bene- 
fit plan do not constitute "wages" for purposes of the Federal Insur- 
ance Contributions Act and the Collection of Income Tax at Source 
on AVages. 

Notwithstanding the foregoing conclusions, it is further held that 
the benefits paid to former employees of3 f ( ompany under the 
terms of the supplemental unemployment benefit plan are includible 
in the gross incomes of such former employees for Federal income tax 
purposes for the year in which received. 

Services performed by employees of a company in dehydrating and 
grinding alfalfa grown on its farm. See Rev. Rul. 56 — 58, page 456. 

A determination of whether a school organized as a private non- 
profit corporation and subject to state supervision is a wholly owned 
state instrumentality. See Rev. Rul. 56 — 224, page 485. 
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CHAPTER 24. — COLLECTION OF INCOME TAX AT 
SOURCE ON WAGES 

SECTION 3401. — DEFI & ITIOXS 

26 CFR 31. 3401(a) — 1: Statutory pl'ovlslons l T. D. 6]. 55 ' 
Definitions; AVages. 

(Also S ctions 6001, 6051; 26 CFR 31. 6001 — 5, 
31. 6051 — 1. ) 

TJTLE 2&i — I'. ««TI, R;&. &L RI;VER UE, 1«JJJ. — CHAPTER I, SUBCHAPTER C, PAR'J' SL- 
Er&PLoxxlEET TAEEs; APPLIcABLE o&v AED Al'TEli JANUARY L PJ'S 

Re'uhitions under sections 3401(a), 0001, aiul 0051 of the In- 
ternal Revenue Code of 10o4. 

DEl ARTIE& T oF TizE TREASERV, 
OFFICE OF CoxIDIISSIoyiER OF IXiu&RXAL REVEXVE, 

IVashirigton 85, D. C. 
To Officers and I:mployees of the Internal Picvenue Ser&«ice and 

Others Concerned: 
AUTHQRITY: ~ q«& 31. 3401 (a) to 31. 00ol — 1, inclusive, issued under secs, 0031, 

780o, I. R. C. 10o4; 0SA Stat. 747, «J17; 20 U. S. C. 0031, 7soo. 

On October 12, 1055. a notice of proposed rulcniaking regarding the 
regulations under sections 3401(a), 6001, and 6051 of the Internal 
Revenue Cocle of 1054 vvas published in the Federal Register (20 F. 
R, (610) in order to proi ide rules with respect to payments made af- 
ter December 31, 1055, of amounts subject to section 105(d) of the 
1954 Code. Afteir consideration of the relevant suggestions presented 
by interested parties regarcling the proposecl riiles, the folio~ring 
regulations are hereby aclopted: 

$ 31. 3401(a) STATETQRV. PRovIsloxs j DEFIKITIoxs 
& 

$) ~& zs. 
SEC. 3401. DEFI & ITIO. '& S. 

(a) lv&eus. — For purposes of this chapter, the term "wages" means 
all remuueration (other than fees paid to a public otticial) for services 
performed by au employee for his employer, includinu the cash value 
of all remuneration lraid iu auy me&liiuu other thau c&ish; except that 
such term shall not include remuueratiou paid — *: 

$ 31. 3401(a) — 1 (&VAGEs — "' '"' 

(b) Certain specific iterns — "' 

(8) A~notrnts paid under e:age contir&«ation plans —" 
(ii) Amounts paid after December 81, 1&5 — (a) In general. — 

The term "v-age continuation payment", a~s usecl in this subdivision, 
)Beans any payment to an employee ~vhich is macle after December 
81, 1955, under a ivage continua. tion plan (as defined in $ 1. 105 — 4(a) 
of the Ilicome Tax Regulations (26 CFR part 1) ) for a period of ab- 
sence from v-ork on account of personal injuries or sickness, to the 
extent such paynient is attributable to contributions macle by the em- 
ployer which &vere not includible in the employee's gross income or 
is paid by the elnployer. Any such pavlnent, vvhether or not excluded 
from the gross income of the employee under section 105(d), con. - 

& 20 F. R. 10097. 
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stitutes "wages" (unless specifically excepted under any of the num- 
bered parag~raphs of section 8401(a) or under section 3409(e) ) and 
withholding thereon is required except as provided in (b) and (c) of 
this subdivision. 

(b) Amounts paid by emp/oyer for whom services are performed. — 
'lVithholding is not required with respect to any or all employees upon 
the amount of any wage continuation payment made to an employee 
directly by the employer for whom he performs services to the extent 
that such payment is excludable from the gross income of the em- 
ployee under section 105(d), provided the records maintained by the 
employer— 

(1) Separately show the amount of each such payment and the 
excludable portion thereof, and 

(9) Contain data substantiating the employee's entitlement to 
the exclusion provided in section 105 (d) with respect to such 
amount, either by a written statement from the employee speci- 
fying whether his absence from work during the period for which 
the payment was made due to a personal injury or whether such 
absence was due to sickness, and, if the latter, whether he was 
hospitalized for at least one day during this period; or by any 
other information which the employer reasonably believes estab- 
lishes the employee's entitlement to the exclusion under section 
105 (d). 

Employers shall not be required to ascertain the accuracy of the 
information contained in any written statement submitted by an em- 
ployee in accordance with (8) above. For purposes of this subdivi- 
sion, computation of the amount excludable from the gross income of 
the employee under section 105 (d) may be made either on the basis of 
the wage continuation payments which are made directly by the em- 
ployer~for whom the employee performs services, or on the basis of 
such payments in conjunction with any wage continuation payments 
made on behalf of the employer by a person who is regarded as an 
employer under section 8401(d) (1). 

(c) Amounts paid by per~on other than the employer for n;horn 
services are performed. — Xo tax shall be withheld upon any wage 
continuation payment made to an employee by or on behalf of a 
person who is not the employer for whom the employee performs 
services but v ho is regarded as an employer under section 3401(d) (1). 
For example, no tax shall be withheld with respect to wage con- 
tinuation payments made on behalf of an employer by an insurance 
company under an accident qr health policy, by a separate trust 
under an accident or health plan~ 01 by a State agency from a sickness 
and disability fund maintained under State law. 

(d) Cross references. — See sections 6001 and 6051 and the provi- 
sions thereunder in subpart G of the regulations in this part foI' 
rules with respect to the records which must be maintained in con- 
nection with wage continuation payments and. for rules with respect 
to the statements which must be furnished an employee in connection 
with wage continuation payments, respectively. See also section 105 
and the provisions thereunder in the Income Tax Regulations (96 
CFR part I). 

$ 81. 6001 STATUTCRY PRovISICNs) XCTIOE oR REGULATICNs REQUIR- 
ING RECORDS& STATEMENTS~ AND SPECIAL RETURNS 
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SEC. 0001. NOTICE OR REGULATIONS REQUIRING IIECORI)S, 
STATJ~: KILcNTS, AND Sl'LClAL RETURNS. 

Every person liable for;iny tax iinposed 1&y this tiile, or for the collec- 
tion thereof, shall keep su«h records, remler such st;itements, make such 
returns, a»(1 coiul&ly with such rules iiul reguhitions as the Secretary or 
his delegiite may froui tinie to time prescribe. AVheuever in the jud"- 
ment of the Secretary or b(s delegate it is necessary, he iiiay require 
any person, by notice served upon such person or by regulatious, to make 
such returus, render su(h st;(teu&eats, or keep such rec&» ds, as the Secre- 
tary or his deleg:in (lee(us s(itficient to slioiv whether or uot such person 
is lialile for t;ix uuder this title. 

)81. 6001 — 5 ADDITIovAL HEcoRDS IN CGNNKOTIQN AVITH CQLLEc- 
TIGN oE INcoME T;&&x AT SQURcE oN IVAGEs. — (a) Every employer re- 
quired under section &02 to clecluct and vvithhold income tax upon 
the wages of employees shall keep records of all reinuneration paid to 
such einployees. Such records shall shoxv ~vith respect to each em- 
ployee— 

(12) In the case of the eniployer for ivhonI services are performed, 
with respect to payments niade directly by hinI after December 31, 
1()55, under a. wage continuation plan (as defiiied in $ 1. 105 — 4(;i) of 
the Income Tax Piem~lations (26 CFR part 1) )— 

(i) The beginning and ending dates of each periocl of absence 
from avork for whiclI any such p~aynIent vvas macle; and 

(ii) Sufhcient information to establish the anioi»it and weekly 
rate of each such payment. 

$ 31. 60D1 STATI TGRY' Pi((&VIRIoxs j REcEIPTs EGR EBIPI QYEEs. 

SEC. 0081. RECEIPTS FOR E;(IPLOYEES. 
(a) RERRI((EMENI. — Every person required to deduct and withhold 

froni an emplovee a tax under section 8101 or 8402, or who would have 
been required to deduct and withhold a tax under section 8402 if the 
eiuployee had claimed no more than one witbholdiug exeiuption, shall 
furnish to each such employee iu respect of the remuneratiou paid by such 
person to such eroployee during the calendar year, ou or before, Ianuary 
81 of the succeedin year, or, if his employiuent is terminated before 
the close of such caleudar year, ou the day ou which tbe last payinent 
of reinuneration is made, a written stateiuent showing the following: 

(1) The name of such person, 
(2) The name of the employee (an(l his social security account 

number if wages as defined in section 8121(a) have been paid), 
(8) The total amount of wages as defined iu section 8401(a), 
(4) The total amount deducted and withheld as tax under sec- 

tion 8402, 
(o) The total auiount of wages as defined in sectiou 8121(a), and 
(0) The total amount deducted and withheld as tax under section 

8101. 
(b ) SPEcIAL RULE As To Co&PER SATIoN oF MKMBERs oF ARMED 

FoRcEs. — In the case of compensation paid for service as a member of 
the Armed Forces, the statement shall show, as wages paid during the 
calendar year, the amount of such compensation paid during the calen- 
dar year which is not excluded from gross income under chapter 1 
(whether or not such compensation constituted wages as defined in 
section 8401(a) ); such statement to be furnished if any tax was with- 
held during the calendar year or if any of the compensation paid is in- 
cludible under chapter 1 in gross income. 

(c) ADDITIoNAL REqUIREMKxrs. — The statements required to be fur- 
nished pursuant to this section in respect of any remuneration shall be 
furnished at such other times, shall contain such other information, and 
shall be in such form as the Secretary or his delegate may by regulations 
prescribe. 
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(d) STATKMKNTs To CQNBTITUTE INFORMATIQN RETUENs. — A duplicate 
of a»y stater»cut made pursuant to this section and in accordance with 
regulations prescribed by the Secretary or his delegate shall, when re- 
quired by such regulations, be filed with the Secretary or his delegate. 

$ 81. 6051 — 1 STATEMENTs FoR EMPLGYEEB. — (a) Requirement if 
uIage8 are subject to ioithholCing of income tax. — (1) General 
rule. 

(iii) In the case of statements furnished by the employer for whom 
services are performed, with respect to wages paid after December 81, 
1955, "the total amount of wages as defined in section 8401(a) ", as used 
in section 6051(a) (8), shall include all payments made directly by such 

employer under a wage continuation plan which constitute wages in 
accordance with $81. 8401(a) — 1(b) (8) (ii) (a), without regard to 
whether tax has been withheld on such amounts. 

RUBBELL C. HARRINGTON' 
Commi88ioner of Internal Revenue. 

Approved December 27, 1955. 
H. CHAPMAN ROBE, , 

Acting Secretary of the Treasury. 

(Filed by the Division of the Federal Register December 29, 1955, 8: 49 a. m. ) 

(Also Section 1402. ) 
(Also Part II, Sections 481(a), 1621(c); 

Regulations 118, Section 89. 481 — 1; 
Regulations 120, Section 406. 208. ) 

Rev. Rul. 56-2 

An individual examines state income tax returns for two muniri- 
palities of a state, on a yearly contract basis, to see that income 
taxes allocable to the respective municipalities under state statute 
are paid to them and not to other municipalities. He also prepares 
the necessary papers pertinent to the filing of claims to recover 
taxes erroneously allocated and is remunerated in an amount equal 
to 15 percent of all monies recovered. He is not furnished desk or 
oifice space or other conveniences by the municipalities and is not 
carried on their payrolls. His work is performed partly at the 
county courthouse and partly in his own home. He deteriuines his 
own working hours and the amount of time which he will devote to 
the work. The municipalities agree not to enter into similar con- 
tracts with other individuals durIng the life of the respective con- 
tracts. The contracts are automatically renewed each year unless 
either party notifies the other of intention not to renew. Held, the 
individual is not an employee of the municipalities for Federal 
income tax withholding purposes. 

Such activity constitutes a "trade or business, " the income from 
which is includible in computing net earnings from self-employment 
for purposes of the Self-Employment Contributions Act of 1954. 

An inquiry has been received relative to the status, for purposes 
of the Collection of Income Tax At Source On Wages (chapter 24, 
subtitle C, Internal Revenue Code of 1954), and the Self-Employment 
Contributions Act of 1954 (chapter 2, subtitle A, Internal Revenue 
Code of 1954), of an individual performing certain services for two 
municipalities of a state under the circumstances described below. 

Under the term of similar one-year contracts entered into with the 
municipalities, the individual agrees to act in their behalf in making 
an inspection of all of the state income tax returns filed by indi- 
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viduals, partnerships and corporations, whether resicling within the 
respective municipalities or elsewhere, to see that income taxes wlIich 
are allocable under state statute to such municipalities are paid to 
theni and not to other municipalities»ot entitled to receive them. 
The individual further agrees to prepare the necessary pet, ition. s, 
papers, ancl other data. peitaining to the fili»g of claims for the re- 
covery of taxes erroneously alloca~ted or paid to other municipalities, 
and is remuneratecl in an amount equal to 15 perce»t of all monies 
recovered. The municipalities each agree not to enter into a like co»- 
tract with a, ny other person for such services. The contracts are 
automatically renewed each yea, r unless either party, within ninety 
days prior to tlie expiration tlute tliereof, notifies the other in writing 
of an intention not to renew. The municipalities do not furnish once 
space or other conveniences to the individual anti do not carry him 
on their payrolls. Ilis work is clone partly at the county courthouse 
and partly in his own home. lie determines his own working hours 
and spends his time as he pleases in the iiiterest and progress of the 
work. 

Section 406. 208 of Regulations 1'~0, applicable to the I»ternal Rev- 
enue Code of 1054 by virtue of Treasury Decision 6001, C. H. 1M4 — o, 
47, sets forth certain guicles to be used in determining whether, for 
Federal income tax witlIholding purposes, the legal relationship of 
employer and employee exists. In general, if an individual is sub- 
ject to the control or direction of another merely as to the result, to be 
accomplished by the cwork and not as to the means and methods for 
accomplishing the result, he is not an employee. 

The facts in the instant case, namely, that the individual is not 
required to perform his services on the premises or under tile super- 
vision of the municipalities, is not required to observe particular 
hours, is not controllecl as to the manner in which the work should be 
done, and is required under the contracts only to show accomplished 
results, indicate that the municipalities do not exercise the control or 
direction necessary to establish an employer-employee relationship 
for Federal income tax withholding purposes. In addition, the 
municipalities have not reserved any rights under the contracts to 
exercise such control or clirection over tlie manner in which he per- 
forms his ser; ices. Accordingly, he is not an employee of the munic- 
ipalities for such purposes. 

Section 140& of the Self-Employment Contributions Act of 1%4 
provicles in part: 

(a) NET EAR%I%os I ROM SERF-EIlPLOY~IE~r. — The term "net earnings from 
self-employment" means the 'ross income derive(1 by an individual from any 
trade or business carriI d on hy such individual, less the deductions alloived by 
this subtitle [subtitle 4. ] which are attributable to such trade or lusiness, "' 

(c) TRAnE oR Pit sIFIFss. — The tenn trade or business, " Ivhen used with refer- 
ence to self-employment inconIe or net earnings fronI self-employment, shall 
have the same meaning as Ivhen used in section 102 

As a general rule, when a, person is regularly e»gaged in an occupa- 
tion or profession for profit which constitutes, in whole or in part, 
his livelihood and, as to such occupation or profession, is not regarded 
as an employee for Federal income tax withholding purposes or 
otherwise excluded from the self-employment tax provisions, he is 
engaged in a "trade or business. " 
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Under the circumstances stated herein, it is concluded that the 
individual is engaged in a "trade or business" with respect to the 
services rendered to the municipalities in the examination of state 
income tax returns and the preparation of claims in connection there- 
with. Accordingly, the income derived. from such services should 
be taken into consideration in computing net earnings from self- 
employment for purposes of the Self-I"mployment Contributions Act 
of 1954. 

(A. iso Part II, Section 1621(b); Regulation 120, Rev. Rul. 56 — 272 
Section 406. 801. ) 

An employee haring an established weekiy payroll period works 
only on two days during one such period. Held absence for a portion 
of a payroll period does not change such period from a weekly to 
a daily or other period for income tax withholding purposes. 

Advice has been requested whether the income tax required to be 
withheld, pursuant to section 8402 of the Internal Revenue Code of 
1954, from~ wages paid with respect to a weekly payroll period should 
be prorated in proportion to the actual number of days the employee 
performed services during such period. 

An individual regularly employed by an employer on an established 
weekly payroll basis was absent from work on three day's of a certain 
week. In determining the amount of income tax to be withheld from 
the wages paid for the week during which the employee worked 
only two days, the employer deducted two-fifths of the amount of tax 
shown in the wage bracket table for a weekly payroll period based 
on the wages the employee would have received had he performed 
services for five days. 

Section 406. 801(b) of Regulations 120, made applicable under the 
Internal Revenue Code of 1954 by Treasury Decision 6091, C. B. 
1954 — 2, 47, provides that for purposes of income tax withholding an 
employee can have but one payroll period with respect to wages paid 
by any one employer. 

It is held that in determining the amount of tax required to be with- 
held in the instant case, the amount of wages subject to withholding 
paid to the employee for the week during which he worked two days 
constitutes his ~ eekly wage for such week and that since his employer 
had established a regular weekly payroll period, the tax should be 
withheld on that basis even though the employee did not work for 
the full period, 

The application of the wage bracket method of withholding is illus- 
trated in the f ollowing example: 

Encamp/e. — If the employee in the instant case has two with- 
holding exemptions and is paid regular weekly wages of $80, the 
employer would be required to deduct the sum of $10 from his 
weekly wages. FIowever, if such employee works only two days 
during a particular week and receives wages of $82 therefor, the 
employer would be required to deduct only the sum of $1. 20, 
rather than two-fifths of $10, , or $4. 

Remuneration for harvesting and packing lettuce. See Rev. Rul. 
56 — 85, page 458. 
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Services performed by a securities salesnian. See Rev. Rul. 56-69& 
pag'e 458. 

Remuneration for "agricultural labor. " See Rev. Rul. 5&6 — 118& 
page 467. 

"Dealers" engaged in distributing bakery products t&i custom«is 
under a coiitract ivith a bakiiig coiiipally. &See Rev. Rul. 56 — 12!), 
p;ige 470. 

Benefits paid puisuant to a suppleniental unemployment benefit 
plan. Sce Rev. Rul. 56 — 240, paoe 488. 

Reporting sick and injury pay excludable from gross income wider 
section 105(d) of the Internal Revenue Code oi 1054. See Rev. I'roc. 
56-17, page 1042. 

SECTIOX 340 . — IXCOIIE TAX COLLECTED AT SOURCE 

Rev. Rul. 56 — 37 

Remuneration paid on or after August i), laos, for services per- 
formed in a possession of the I. nited States by a citizen of the Un|ted 
States for an employer other than the United States or any agency 
thereof is not subject to withholding of inconie tax f&&r the United 
States, if the employer is required by the law of any foreign cou»t& y 
or possession of the l. nited States to withhold in«&»»& tax up&&n s»&h 
remuneration. 

The purpose of this Revenue Ruling is to inform einpioyers and 
employees of the e8ect of the Act oi Aiigust 0, 1055, I'ublic I aw 321, 
84th Cong. , 68 4 Stat. 455, ' 6 I S(' 3401, (". B. l!)5, & 

— ' . 761, 37, on tlie 
income tax withholding requirements set forth in section 3402 of the 
Internal Revenue Code of 1054. 

Section 3402 of the 1954 Cocle requires that every employer making 
payment of wages shall withhold income tax upon such wages iii 
accordance with the provisions of that section. Section M01(a) of 
the Code defines the term "ivages" for purposes of the income tax with- 
holding required under section M02 of such Code. Public Law 321, 
supra, amends paragraph (8) (A) of section M01(a) of the Code, 
effective with respect~to remuneration paid on or after August 0, 1955. 
Section 3401(a) (8) (A) as so amended provides as follows: 
Section 8401. DEFINITIONS. 

(a) XV&oEs. — For purposes of this chapter, the term "u ages" means all i'elnu- 
neration (other than fees paid to a p»blic ofiicial) for services performed by an 
emplovee for his employer, including the cash value of all re»n»&eration paid in 
any medium other than cash; except that such ter»i shall not include reniunera- 
tion paid— 

(8) (A) for services for an employer (otlier than the United States or 
any agency thereof)— 

(i) performed by a, citizen of the United. States if, at the time of the 
payment of such remuneration, it is reasonable to believe that such 
remuneration will be excluded from gross income under section 011; or 



$ 3402. ] 500 

(ii) performed in a foreign country or iw o possession of the United 

States by such a citizen if, at the time of the payment of such remunera- 

tion, the employer is required hy the law of any foreign country or 
possession of t1&o U&&itcd States to rrithhold income tax upon such 
remuneration; * * ~ (Italics supplied). 

The italicized language of the section above was inserted by Public 
Law 821, supra. The e6ect of inserting such language is to except 
from "wages, " as that term is defined for~purposes of the withholding 

required under section 8402 of the 1954 Code, any remuneration paid. 

on or after August 9, 1955, to a citizen of the United States for serv- 

ices performed in a possession of the United States for an employer 

other than the I"nited States or any agency thereof if, at the time of 

payment, income tax must be withheld from such remuneration pur- 

suant to the law of any foreign country or possession of the United 

States. 
Accordingly, any such employer who is required by the law of any 

foreign country or possession of the United States to withhold income 

tax from the remuneration paid United States citizens on or after 

August 9, 1955, for services performed in a possession of the United 

States shou]d not also withhold income tax from that same remunera- 

tion in behalf of the United States. 
Circular E, Employer's Tax Guide (revised January 1955) is hereby 

amended to the extent necessary to bring the Circular into conformity 

with the provisions of Public Law MI, supra. 
The determination as to whether income earned in a foreign country 

or possession of the United States is includible in gross income, for 

purposes of the income tax, is not affected by Public Law M1, supra. 

SUBTITLE D. — MISCELLANEOUS EXCISE TAXES 

CHAPTER 31. — RETAILERS EXCISE TAX 

SUBCHAPTER A. — JEWELRY AMP RELATED ITEMS 

SECTION 4001. — IMPOSITION OF TAX 
Rev. Rul. 56 — 278 

A quantity of jev. elry and related items were delivered on consign- 

ment by the owner to a, n auction gallery to be sold at public auction. 

The top bid price for the items did not meet the expectations of the 

owner. Therefore, tile owner reacquired such items as the highest 
bidder. Held, as there is no transfer of title with respect to an article 
delivered on consignment for sale at auction and bid in by the owner, 

no sale occurs. Accordingly, the retailers excise tax on jewelry and 

related items, imposed by section 4001 of the Internal Revenue Code 

of 1954, does not apply to the instant transaction. 

Procedure whereby a retailer of articles subject to retailers excise 

tax may compute and prepay the tax at the time the taxable articles are 

purchased. See Rev. Rul. 56 — 261, page 556. 
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SUBCHAPTER B. — FURS 

SZCTIOX 4011. — 14IPOSITIOX OF TAX 

Rev. Rul. 56 — 201 
A retail furrier mal. -es shoe mitts fro»i used f»& to be used. as shoe 

dusters, ancl has announced that each person who leaves a fur cont 
with him for storage will receive n pnir of these mitts. Held, the 
shoe mitts are considered to be articles made of f»r ivhich, vvhen sold 
at retail, are subject to the retailers excise taz impose&1 by sectiou 
4011 of the l»ternal Revenue Code of 1054. &&Vhere the mitts are 
issued to a person ~vho leaves n, fur coat ivith the furrier for storage, 
they are pnrt of the consideration passing between the parties alod, 
therefore, the transaction is considered to be a taxable sale of the fur 
mitts. In the nbsence of a retail selling price established by separate 
sales at retail, the tnz shoul&1 be computed on the retail value of the 
fur nritt). 

Proce&lure whereby n retailer of articles subject to retnilers excise 
taz »ray compute and prepay the tnx at the th»e the taxable articles 
are purchased. Sce Rev. R»l. ;&0 — 261, page 550. 

SI BCHAPTER C. — TOILET PREPARATIONS 

SECTIOX 4031. — jiIPOSITIOX OF TAX 

Proced»re svhereby a, retailer of articles subject to retailers excise 
tax may compute and prepay the tax at the time the taxable articles 
are purchased. See Rev. Rul. 50 — &01, page 550. 

Sl BCHAPTER D. — LLGGAGE, HANDBAGS, ETC. 

SECTIOX 40o1. — IiIPOSITIOX OF TAX 
Rev. Rul. 56 — 24'3 

The retailers' excise tax on lu"ga e, han&lbags, etc. , applies to 
carrVing cases iitted with boxes, jars, o tubes, for Iu&i&ling lotions, 
creams, powders, or other toilet articles even thou h the cases do 
not contain, nor have room for, con&bs, lmir brushes, manicuring 
implements, or similar articles. 

Advice has been requested concerning the application of the re- 
tailers' excise taz on luggnge, hnndbags, etc. , in&posed by section 4081 
of the Internal Revere Code of 105~4, to the sale of carrying cases 
Qted with boxes, jars, or tubes, for holding lotions, creams, powders, 
or other toilet preparations. The cases do not contain, nor do they 
have room for, combs, hair brushes, manicuring implements, or similar 
articles. 
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The tax imposed by section 4081 of the Code is specifically applicable 
to toilet cases, and to other cases, bags, and kits, without regard to 
their size, shape, construction, or material from which made, for use 
in carryiiig toilet articles or articles of wearing apparel. The tax 
attaches also to the fittings or accessories sold on or in connection with 
the sale of the cases, bags, or kits. 

It has heretofore been the position of the Internal Revenue Service 
that carrying cases fitted with boxes, jars, or tubes, for holding lotions, 
creams, powders, etc. , were not taxa~ble unless the cases contained, or 
had room for, toilet articles such as combs, hair brushes, manicuring 
implements, et, c. This position was based on the conclusion that 
lotions, creams, powders, etc. , were "toilet preparations" rather than 
"toilet articles" and that provision for carrying such preparations 
did not make the cases taxable. 

Upon further consideration the Service has concluded that lotions, 
creams, powders and other toilet preparations, as well as combs, 
hair brushes, manicuring implements, etc. , constitute toilet articles 
ivithin the meaning of section 4081 of the Code. 

The selection by Congress and taxation of a group of articles by 
section 4021 of the Code under the heading "Toilet Preparations" 
does not create any distinction betiveen toilet preparations and toilet 
articles for the purposes of the tax under section 4081 of the Code. 
The term "toilet articles" as used in section 4081 embraces all toilet, 
preparations whether or not they are taxable under section 4091. 
In other words, items such as shampoo, tooth paste, bath or toilet 
soap, which are not taxable under section 4021, are considered "toilet 
articles" in determining whether a case for use in carrying such items 
is taxable. Thus, the term "toilet article" as used in section 4081 
inchides all articles designed or used for toilet purposes without regard 
to whether they are within the taxable categories enumerated in 
section 4021 of the Code. 

Accordingly, it is held that the tax on luggage, handbags, etc. , 
imposed by section 4081 of the Code, applies to the sale at retail of 
the above-described carrying cases fitted with boxes, jars, or tubes 
for holding lotions, creams, powders, or toilet articles whether or not 
the cases contain, or have room for, combs, hair brushes, manicuring 
implements, or similar articles. 

Since the position stated herein represents a departure from the 
position previously taken by the Service in rulings issued to retailers, 
it has been concluded that, under the authority contained in section 
7805(b) of the Code, the instant ruling will not be applied retro- 
actively. In order to give retailers generally an opportunity to 
accommodate themselves to the ruling, it will be applied prospectively 
beginning July 1, 1956. On and after that date sales by retailers 
of cases coming within the scope of the ruling will be subject to tax. 

(Also Section 4061. ) Rev. Rul. 56 — 974 

A small plastic receptacle which has a magnetized top for attach- 
nient to the dashboard of an automobile and is designed and sold 
solely for the purpose of carrying parking meter coins in the auto- 
mobile, does not come within the scope of the articles subject to the 
tax on luggage, handbags, etc. 

& 
imposed by section 4081 of the Internal 
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Revenue Code o f ]954. Also, a registration card holder designed and 
sold solely for the purpose of carrying an automobile registration 
card, driver's l&ermit, etc. , on the steering post of an automobile does 
not come ivitlun the scope of the articles subject to the tax imposed 
by that section. Therefore, the sale by the retailer of such articles 
is not taxable. However, such articles are considered as parts or 
accessories for automobiles within the meaning of. section 4061(b) 
of the Code and, as such, are subject to the manufacturers excise tax 
when sold by the manufacturer, producer, or importer. 

Rev. Rul. 56 — 292 
A small plastic round or oval receptacle, approximately two and 

one-half inches in diameter, which has a slit running the length of 
one side, which is intended to permit the insertion or removal of coins 
when the receptacle is squeezed, is considered to be a purse within 
the meaning of section 4081 of the Internal Revenue Code of 1954 
and is subject to the retailers excise tax on luggage, handbags, etc. , 
when sold at retail. 

Procedure whereby a retailer of articles subject to retailers excise 
tax may compute and prepay the tax at the time the taxable articles 
are purchased. See Rev. Rul. 56 — 261, page 556. 

CHAPTER 82. — MANUFACTURERS EXCISE TAXES 

SUBCHAPTER A. — AUTOMOTIVE AND RELATED ITEMS 

PART I. — MOTOR VEHICLES 

SECTION 4061. — I3IPOSITION OF TAX 

Rev. Rul. 56 — 189 (Also Part II, Sections 8408, 8444; Regula- 
tions 46, Sections 316. 4, 816. 7. ) 

The manufacturers excise tax applies to the rebuilder's sale of a 
reassembled generator containing an armature rewound by the 
reassembler and to a rebuilt clutch assembly. 

Revenue Ruling 55 — 98 revoked; Revenue Ruling 54 — 829 modided. 

The Internal Revenue Service has reconsidered Revenue Ruling 
54-329, C. B. 1954 — 2, 405, and Revenue Ruling 55 — 98, C. B. 1955 — 1, 
524, particularly with reference to the taxability of reassembled gen- 
erators containing armatures rewound by the reassembler and rebuilt 
clutch assemblies. As a consequence of such reconsideration, the 
Service has now concluded that the positions taken in these rulings 
as applied to reassembled generators and rebuilt clutch assemblies are 
not sound. 

Therefore, it is held that the manufacturers excise tax applies to 
the rebuilder's sale of a reassembled generator containing an arma- 

a93474' — 56 83 
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ture rewound by the reassembler, and to a rebuilt clutch assembly. 
Revenue Ruling 55 — 08 is revoked and Revenue Ruling 54 — 320 is 
mocli iied accorcl ingly. 

Because of tlie re]iance which may have been placed on these 
Revenue Rulings by generator and clutch rebuilders, the instant 
ruling wi]] not be app]ied to sales occurrino prior to . June 1, 1056, 
except that any tax which may h:ive been paid by generator rebuilders 
on &ienerators containing armatures rewound by them or by clutch 
rebui]ders will not be refunded. 

Rev. Rul. 56 — 2;&;. 

AVhere automobile truck trailers are sold by the manufacturer under 
conditional sales contracts and the manufacturer discounts the con- 
tracts by the sale thereof to a finance company, the tax becomes due 
and payable on the entire am'ounts receivable under the contracts re- 
gardless of the fact that lesser amounts are actually received by the 
manufacturer from the finance company. 

Rev. Rul. 56 — 254 

A manufacturer of truck trailers is liable for the manufacturers 
excise tax neith respect to sales of repossessed trailers which are re- 
acquired by reason of the prospective purchasers' failure to make 
payn&cuts thereon. 

Advice has been requested concerning the applicability of the nian- 
ufacturers excise tax, in&posed by section 4t)61 of the Internal Revenue 
Code of 10, &4, to sa]es of repossessed truck trai]ers that had been pre- 
viously delivered under conditio»al sales contracts a»d repossessed by 
the manufacturer because of the prospective purchasers' failure to 
make payments thereon. 

A manufacturer of truck trailers delivered trailers under condi- 
tional sales co»iricts which provide that payments are to be made in 
installments. The»ianufacturer retained title until all the payments 
are received. Because some prospective purchasers failed to ma]'e 
the required payments, the nianufacturer ieposscssed sonic of these 
truck trailers. The ma»ufacturer contends that the repossessed trail- 
ers are used mercha»disc a»cl subsequent sales thereof are not taxable 
under the provisions of S. T. 867, C. B. 1987 — 2, 505, S. T. 867 holds 
that no tax, other than that imposed on the origina] sale, shall apply 
to the subsequent, resale or use of a used article accepted as a trade-in, 
unless it is so a]tered or rebuilt as to ]ose its identity prior to resale 
or use by the manufacturer. 

The provisions of S. T. 867, supra, do riot apply to articles repos- 
sessed under the terms of conditional sales contracts by reason of the 
pros]&ective purchasers' failure to make required paynients. Under 
co»ditiona] s;iles contracts title to the articles does not pass to the pros- 
pective purcliaser. Theiefore, the sale is not actually consummately 
The type of situation co»temp]ated in S, T. 867, al&p& u, involved used 
articles ivhich were act»a]]y sold prior to use and later caine back into 
the»la»ufacturer's possession as trade-ins after the original sales 
thereof had been consummated on a tax-paid. or tax-exempt basis. 
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Accordingly, it is held that a manufacturer of truck trailers is liable 
for the maiiuf~acturers excise tax on its sale of repossessed trailers 
ivhich are rea. quired by reason of the failure of the prospective pur- 
chasers to make required payinents thereon. 

Rev. Rul. 56 — 275 

As held under prior lair in S. T. 626, C. B. XII — 1, 687 (1068), fire 
trucks and fire-fighting appai atus are not, in themselves, subject to 
the nianufacturei's excise tax. Iiowever, section 4061(a) of the In- 
ternal Revenue Code of 1054 iniposes the tax upon sales of automobile 
truck chassis and bodies and specifically provides that the sale of an 
automobile truck shall be considered:i sale of the chassis and of the 
body. VJnder the lair, therefore, an automobile truck chassis retains 
its separate identity even though fire-fighting apparatus is mounted 
upon it. HeM, the mounting of fiire-fighting apparatus upon a tax- 
able chassis does not relieve the cliassis manufacturer from payment 
of the tax. However, a credIt or refund of the tax paid on the sale 
of the chassis is alloivable to the chassis manufacturer ivhere the pur- 
chaser adds fire-fighting apparatus and resells the chassis to a State 
or political subdiiision, provided the claim for credit or refund is 
supported by a properly executed exemption certificate in accordance 
with the regulations. HeM fttrtlier, a fiire-fighting;ipparatus cab, 
which is designed in conjunction ivi/li and is physically attached to 
the pump and fire-fighting apparatus body, is not a part of the taxable 
truck chassis and is, therefore, not subject to the tax. 

Rev. Rul. 56 — 208 

Electric bottle warmers which are primarily designed to operate 
from a cigarette lighter or similar outlet in an automobile electrical 
system constitute automobile parts or accessories and are, therefore, 
subject to the manufacturers excise tax iniposed by section 4001(b) 
of the Internal Revenue Code of lso4. 

A. dvice has been requested concerning the applicability of the man- 
ufacturers excise tax to the sale of electric bottle iv. irmers which are 
designed to operate from a cigarette lighter or similar outlet in an 
automobile electrical system. The bottle warmers are sold for use in 
warining liquids for feeding babies while traveling in automobiles or 
other motor vehicles. 

Section 4061(b) of the Internal Revenue Code of 1054 specifies 
that, in addition to the motor vehicle articles enumerated in section 
4061(a), parts or accessories therefor shall also be subject to a manu- 
facturers excise tax. Section 816. 55 of Regulations 46, made appli- 
cable to the 1054 Code by Treasury Decision 6001, C. B. 1054 — 2, 47, 
defines the terms "parts or accessories" for an automobile truck oi 
other automobile cha, ssis or body, or a taxable tractor, as including any 
article the primary use of ivhich is in connection with such vehic~le o'i 

article whether or not essential to its operation or use. 
Accordingly, it is held that electric bottle warmers, ivhich are pri- 

marily designed to operate from a cigarette lighter or similar outlet in 
an automobile electrical system constitute automobile parts or acces- 
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sories within the meaning of section 4061(b) of' the Code and are, 
therefore, subject to the manufacturers excise tax imposed by that 
section. 

Applicatiori of the tax to (1) a receptacle for cariying parking 
nieter coins, and (2) a holder for carryin«a re«istration carel, etc. , 
where such articles are designed to be attached to an automobile. See 
Rev. Rul. 56-274, page 502. 

Sl''CTIOV 4062. — Dl. 'I'I V ITIOUS 
Rev. Rul. 56 — 102 

In computing the manufacturers excise tax on exchange sales of 
rebuilt automobile parts (or accessories) by the rebuilder, the law 
provides, in efFect, that the amounts «llowed to customers for like 
used parts accepted in exchange are not to be included in the basis 
of tax on the rebuilt parts. In such case, however, the rebuilder's 
records must show that (1) the used parts accepted are identified as 
relating to sales of specific rebuilt parts and (2) such used parts are 
like, both in kind and in nuinber, the rebuilt parts for which they are 
accepted in exchange. On outright sales of rebuilt parts, the tax inust 
be computed on the actual prices charged. However, subsequent to 
an outriglit sale, the rebuilder inay accept, like used. parts from the 
customei and credit his account for the value thereof. In such case, the 
rebuilder may take a credit or lile a claim for refund in the amount 
of tax paid upon the portion of the sale price wliich is readjusted in 
this manner except that, for purposes of this credit or refund, the 
rebuilcler may not readjust the sale price by crediting the value of anv 
nuinber of used parts in excess of the number of lil. -e Iebuilt parts sold 
outright to that particular custonier. 

PART 111. — PETROLEUM PRODUCTS 

SUBPART A. — GASOLINE 

SECTION 4081. — IP IPOSITIOX Ol TAX 
The Revenue Service discusses the acceptability of microfilm repro- 

ductions of records of companies liable for manuf'acturers excise taxes 
on gasoline and lubricatin«oil. See Rev. Rul. 56 — 260, page 555. 

SUBPART B. — LUBRICATING OIL 

SKCTIOiV 4001. — IiAII'OSITIOVi OF TAX 
Applicability of the exen1ption from manufacturers excise tax Ivith 

respect to sales for export where varying grades of taxable lubricat- 
ing oils are sold by the producer to a person who nIixes them prio r 
to exportation. See Rev, Rul. 56 — 257, page 511. 
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The Revenue Service discusses tlie acceptability of microfilm repro- 
ductions of records of companies liable for manufacturers excise tax 
on gasoline aiid lubric:iting oil. See Iiev. Rul. 56 — 260, page 555. 

SUBCHAPTER B. — HOUSEHOLD TYPE EQUIPMENT, ETC. 

PART IL — ELECTRIC, GAS, AND OIL APPLIANCES 

SECTION 4121. — IMPOSITION OIi' TAN 

Rev. Rul. 56 — 276 

The manufacturers excise tax on gas water heaters, imposed by sec- 
tion 4121(a) of the Internal Revenue Code of 1054, is limited in ap- 
plication to heaters of the household type. Revenue Ruling 55 — 645, 
C. B. 1955 — 2, 455, holds that a gas water heater having a gas input 
rating of less than 50, 000 B. T. U. per hour is a heater of the house- 
hold type, and the sale of such a heater by the manufacturer is subject 
to tax, unless the heater by rea. son of design and construction is pri- 
inarily adapted for purposes other than household use. HeM, a gas- 
fired heater primarily designed to furnish both heat and hot water 
for farm milk houses is not a heater of the household type as contem- 
plated by section 4121(a) of the Code, even though its gas input rating 
is less than 50, 000 B. T. U. per hour. Accordingly, the sale of such 
a combination heater by the manufacturer is not subject to the tax. 

(Also Section 4218. ) Rev. Rul. 56 — 288 

Where the manufacturer of a taxable clothes dryer uses such 
article in the manufacture of a nontaxable washer-dryer combina- 
tion, he is liable for manufacturers excise tax in the same manner 
as if the dryer were sold by him, even though certain parts are com- 
mon to both the washer and the drver. 

Advice has been reauested whether the manufacturers excise tax, 
imposed by section 4121 of the Internal Revenue Code of 1954, is 
applicable to a washer-dryer combination. 

In the instant case, the masher-dryer combines the functions of. a 
clothes washer and a clothes dryer. This type of appliance will wash, 
rinse, spin-dry and dry clothes in one continuous operation. Heaters 
Inaintain water temperature during the washing cycle and evaporate 
inoisture during the drying cycle. During the drying cycle, the tub 
revolves at washing cycle speed, permitting the ivashed articles to 
tumble through heated air until dry. Physically, the appliance in- 
cludes certain parts which perform a drying function, otliers which 
perform a washing function, and still others which serve a common 
purpose in both the washing and the drying operations, Conse- 
quently, because of its common parts which serve a dual function, 
the appliance cannot be broken down into two separately identifiable 
units, one functioning only as a washer and the other functioning only 
as a dryer. 
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Section 4121(a) of the Code imposes a tax on electric or gas clothes 
clryers of the ho»sehold type &vhe» sole] l&y the man»fact»rer, pro- 
c]ucer or importer. Section 4218(a) of the (, "ode p&ovicles that if a 
manufacturer of a taxable artie]e»ses that artie]e i» the»&a»»fact»re 
of a no»taxab]e article, he is liable for the tax on his»se of the 
taxable article in the same manner as if it &vere sold by him. The 
tax is computecl on the price at which such or si&nila& arti&. les are sold 
i» the ordinary course of trade by»&a»»fact»rer;. , p& &&&l»cer. -, or im- 
porters thereof, as cletermined by the Secretary of the Trea&s«ry or 
his clele«ate. 

In the n&anufa& ture of the &vasher-&lry&'r combination. a completely 
separate clryer, as such, is»ot produced. Xevc&'the]ess, vvithin the 
conte»&p]ation of thc ]a&v~, a dryer has been proc]»ced and incorporated 
i»to the appliance. A&. cording]y, it is held that the man»facturer is 
taxable under section 4218(a) of the Code on his usc of the dryer in 
the manufacture of the nontaxable washer-dryer combination. 

It is further ]re]d that the fair market price of the dryer on which 
the tax is to be based should be cletermined by app]yin« to the lowest 
established who]esa]e price for the washer-clryer combination the ratio 
which the cost of the clryer parts bears to the cost of both the washer 
and dryer parts. The cost of the co»»no» parts is a3]ocab]e to the 
washer and dryer parts in the san&e ratio a»d, therefore, may be 
disregarded si»ce the inc]usion and allocation of the cost of such com- 
&no» parts i» the cleter»&i»ation wou]d result in the sa&ne ratio between 
the cost of the taxable clryer and the, cost of the con&]&]etc unit. 

For exan&p]e, suppose i. hat the washer parts cost 21x clo]lars& the 
dryer parts cost Oz dollars, and the common parts orOs dollars. On 
tlris basis 80 percent (0/80ths) of the total cost of the corn]&i»ation 
represents the cost of the dryer. The fair market price of such dryer 
is determined by app]yi»« 'IO percent to the ]o&vest estab]ished &vho]e- 
sale price for the &vasher-&lryer co»&bi»atio». The t;. x is then col»- 
puted upon the fair marl&et p& ice so cleterminecl. 

SUBCHAPTER C. — ENTERTAIN &&IE'XT EQUIPAIEXT 

PART L — RADIO AND TELEVISION SETS, PHONOGRAPHS AND RECORDS 

SECTIOX 4141. — I &IPOSITIOX OF T &cX 

(A]so Scctio» 4142. ) P. & V. Piu]. , "&I'& — 2 »' 

8ales by the nmnufaeiurer of radio and television components n;&med 
in section 4142 of the Internal Ilevenue Code of 1'Oo4 a. e taxable if they 
are suitable for use with any r«dio or television receiving set, phono- 
graph, or. cu&nbination ennmerated in section 4141, wi&hont regard to 
whether such set, phono 'raph, or eo&nbination is of the entertaimnent 
type or of the nonentert &inment type. 

The Internal Revenue Service has been asked v hether the n&anu- 
facturers excise tax on radio a»d television components applies to 
components which are suitable for use only on co»»nercial or non- 
entertainment type raclio or television. receiving sets. 
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Section 4141 of the Internal Revenue Code of 1954 imposes a tax 
upon sales by the manufacturer, producer, or importer of radio re- 
ceiving sets, automobile radio receiving sets, television receiving sets, 
automobile television receiving sets, phonographs, combinations of 
aiiy of the foregoing, radio and te)evision components, and phono- 
graphs records. Efi'ective September 1, 1955, that section was amended 
b~y Public Laiv 867, 84th Congress, 69 Stat. 689, C. B. 1955 — 2, 768, 
to provide that "E~zcept in tlie c;ise of radio mid television com- 
ponents And phonograph records, the t;ix imliosed by this section 
shall apply only to articles of the entertainment type. " 

The term "r;idio A, nd television components" is defined in section 
4142 of the Code as meaning chassis~ cabinets, tubes, speakeis, IIiipli- 
fiers, power supply units, antennae of the "built-in" type, and phono- 

echaiiisiiis wliicli aie suitable for use oii or iii coiinec 
with, or as component parts of, any of the articles enumerated in 
section 4141, ivhether or not primarily adapted for such use. 

Under the above provisions of law, it is held that sales by tbe manu- 
facturer of radio and television components named in. section 4142 
of the Code are taxable if they are suitable for use with any radio 
or television receiving set, phonograph, or combination enumerated 
in section 4141, ivithout regard to whether such set, phonograph, or 
combination is of the entertainment type or of the nonentertainment 
type, unless such sales are otherwise exempt as sales for further man- 
ufacture, for export, for the exclusive use of a State, etc. 

SECTION 4142. DEFIXITIOX OF RADIO AXD 
TELEVISIOX COMPOiVEXT 

Rev. Rul. 56 — 217 

Germanium transistors, germanium point-contact photocells, and 
selenium, copper-oxide or similar rectifiers are not considered to be 
radio or television tubes of the types contemplated in section 4142 of 
the Internal Revenue Code of 1954. Therefore, such articles are not 
subject to manufacturers excise tax. 

Rev. Rul. 56 — 228 

Fstahlishment of a voice coil impedance test for determining 
whether speakers are suitable for use with radio and television sets, 
or phonogr, . phs, a»d therefore are sul&ject to the manufacturers 
excise tax imposed by section 4141 of the Internal Revenue ('ode 
of 1954. 

Advice has been requested concerning the types of speakers which 
are subject to the manufacturers excise tax on raclio and television 
colIipolieilt s. 

Section 4111 of the Internal Revenue Code of 1954 imposes a tax 
upon sales by the manufacturer, producer, or importer of radio re- 
ceiving sets, automobile radio receiving sets, television receiving sets, 
automobile television receiving sets, phonographs, combinations of 
any of the foregoing, radio and television components, ar. d phono- 
graph records. Effective September 1, 1955, that section was amended 
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by I'ublic I. aw 67, 84th ( ongress, 60 St;lt. 680. C. B. 1055 — 2, 768, to 
provide that 'I'. xcept in the case of radio and television components 
and phonograph records, the tax imposed by this section shall apply 
only to art&cycles of the entertaimnent type. " 

The term "radio and television components" is defined in section 
4142 of the Code as meaning chassis, cabinets, tubes, speakers, ampli- 
fiers, power supply units, antennae o~f the "built-in" type, and phono- 
graph mechanis»is, which are suitable for use on or in connection with, 
or as component parts of, any of the articles enumerated in section 
4141, whether or not primarily adapted for such use. 

It has been found that, uncler present stanclards set by the industry, 
voice coil impedance is a prime factor in determining»hether speakers 
are suitable for use &vith radio ancl television receiving sets, phono- 
graphs, or combinations thereof. Substaiitially all speakers for such 
ieceivi&lg sets u&d pho»ographs have been st &i&&la& &lixed with a. voice 
coil impedance of 8. 2 ohms. There are a few exceptions where speakers 
with voice coil impede»&. es of 4, 5, a»d 6 ohms are use&1 for this p»r- 
pose. On the otlier hand, the llublic address field has standardized 
on speakers with voice coil impedances of 4, 8, and 16 ohms. Also, 
certain speakers» ith higher voice coil impedance ratings are specially 
adapted for other uses, ~such as intercommunication systems. 

Accordingly, spe;&kers with a voice coil impedance rating of 8 ohms 
or more are not consi&lered suitable for use on or in connection with, or 
as component parts of, ally of the articles enumerated in section 4141 
of the Cocle unless they are recommended for such use by the manu- 
facturer. Generally, speakers with a voice coil inlpedance rating of 
less than 8 ohnis are considered taxable; howeve&', a speaker which is 
so designed and constructed as to render it other~wise unsuitable for 
use &vith a radio or television set or phonograph is not taxable despite 
its voice coil i&npedance rating. In such c~ase, the nlanuf&&et»i'er may 
obtain a ruling from the Internal Revenue Service upon submission of 
a detailed description of his particular speaker. 

Apl&]icability of the tax on radio and television compoilents which 
are suitable for use only on comn&ercial or nonentertainment type r idio 
or television receiving sets. See Rev. Rul. 56 — 255, page 508. 

SUBCHAPTER D. — RECREATIONAL EQUIP&IENT 

PART III. — FIREARMS 

SECTION 4181. — IAIPOSITION OF TAX 

Rev. Rul. 56-208 
The tax imposed by section 4181 of the Internal Revenue Code of 

1054 on the sale by the manufacturer (including producer or importer) 
of firearms, shells and cartridges attaches o&ily to s;&les of complete 
firearms, including firearms sold in a knocl-down condition. )%here a 
&nanufacturei sells a complete firearm, the tax attaches with respect to 
the sale of such firearm. However, no tax attaches to the sale of extra 
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interchangeable parts such as shotgun barrels which may be sold by the 
manufacturer with the firearm, provided his records are sufHcient to 
establish the price charged by him for the tax;ible firearm. As to parts 
or accessories sold for use as spare parts or accessories, see Rev. Rul. 
54 — 08, C. B. 1054 — 1, 264. 

Rev. Rul. 56 — 200 

Application of the manufacturers excise tax to the reloading of 
used shells for pistols, revolvers, shotguns, and other firearnis. 

Advice has been requested regarding the application of the manu- 
facturers excise tax to sales of reloaded shotgun shells. 

Section 4181 of the Internal Revenue Code of 1954 imposes a tax 
on shells and cartridges when sold by the manufacturer thereof. The 
terin "manufacturer" includes a person who produces a taxable article 
from scrap, salvage, or junk material, as well as from new or raw 
material, (1) by piocessing, manipulating, or changing the form of an 
article, or (2) by combining or assembling two or more articles. 

It is held that the reloading of used shotgun shells is a manufac- 
turing operation and the sale by the reloader of such shells is, there- 
fore, subject to the excise tax. However, a diQ'erent ruling applies in 
the case of custom reloading. 0'here the reloader merely reloads 
shells belonging to his customer and is paid for his labor and materials 
expended in performing such reloading service, there is not a taxable 
sale of reloaded shells as such. In the latter case, there must be a 
return to the customer of the identical shells tendered by the customer 
for reloading. If, instead of a return of the identical shells, ;in equiva- 
lent number is w~ithdrawn from the inventory of the reloader, the 
transaction is regarded as a taxable sale of reloaded shells on an ex- 
change basis and the person reloading the shells is liable for the tax, 

SUBCHAPTER F. — SPECIAL PROVISIONS APPLICABLE TO 
MANUFACTURERS TAX 

SECTION 4218. — USE BY MANUFACTURER OR IMPORTER 
CONSIDERED SALE 

Use of a taxable clothes dryer in the manufacture of a nontaxable 
washer-dryer combination. See Rev. Rul. 56 — 283, page 507. 

SECTION 4225. — EXEMPTION FOR EXPORTS 

(Also Section 4091. ) Rev. Rul. 56 — 257 

The exemption from manufacturers excise tax vvith respect to 
sales for export, provided by section 4225 of the Internal Revenue 
Code of 1954, does not apply where varying grades of taxable lub- 
ricating oils are sold by the producer to a person who mixes them 
prior to exportation. 

Advice has been requested whether the exemption from manufac- 
turers excise tax, with respect to the sale of taxable lubricating oil for 
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export, applies where varying grades of taxable lubricating oils are 
soM by the producer to n, person who mixes them prior to exportation. 

Under provisions of sectio» 42Ã& of the Internal Revenue Code of 
1054, the manufncturers excise tax does not apply to the sale of an 
article for export or for sliip»ie»t to a possession of the United States 
a»cl, iii due course, so czpoi tcd or shipped. 

Section 314. "5 of Regulatio»s 4-L, Innde npplicable to the 1054 Code 
by Treasury Decision ~00!)I, C. B, I!)54 — 'i, 47, provides, in part, that, 
ivhere delivciy of an article sold by the inanufncturer is to be made 
&vithi» the United Stntes, tlic ai ticle will be regarded as having been 
sold for export if the I»a»ufnctuiei has in his possession a statement 
from tlie purclinscr sliowing (1) tlint the article is purchased to ff]1 
nn existing or futui e oider~for delivery to a foreign destination; or 
that the aIticle is purchased for resale to another person who will ex- 
port the article. , and (o) that such article will be transposed to its 
foreign destination in due course prior to use or further manufactw"e 
nnd prior to any resale except for ezport. 

It is held that vvhile the mixing of varying grades of taxable lubri- 
cating oils does not constitute "further maiiufncture" of such oils it, 
does constitute a "use" of the oils prior to ezportntion within the 
meaning of tlie re &uhitions. Accordingly, the ezemption provided 
witli respect to the sale of taxable lubric~ating oils for export does not 
apply where the taxable lubricating oils nre sold by the producer to a 
person who mixes them prior to exliortntion. 

CHAPTER 33. — FACILITIES AND SERVICES 

SUBCHAPTER A. — ADIIISSIOXS AND DUES 

PART I AniiIISSIONS 

SECTION 4o31. — IIIPOSITIOX OF TAX 

Rev. Rul. 56 — 38 

In an eff'ort to induce patrons to nttend evening shows, a number 
of downtown nIotion picture theatres of a large city have arranged 
with parking lot operntors for a special evening parking rate of D5 
cents per car~for theii patrons. Upon payment of the parking charge, 
the patron is oiven n receipt &which, when presented to the cashier 
at n, motion picture thentre, entitles him to credit for the amount so 
paid on the charge for admission to the tlientre. A special ticket-of 
ndmission is issued to such patrons. Only one such admission is 
granted for each cnr pari. -ed, and a liigher charge must be paicl by or 
for other persons, even those who ar~e passe»mrs in the same car. 
For example, whe~re the established price for certain accommodations 
is 80 cents plus adinissions tn, x, the patron who presents a receipt for 
25 cents from a parking lot operator may obtain a special ticl-et for 
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55 cents plus admissions tax, which entitles him to the use of the same 
accommodations as the 80 cents ticket plus tax does. No part of the 
parking charges is recei'ved by the theatre operators. Held, the park- 
ing charge is not an amount paid for admission, as contemplated by 
section 4231 of the Internal Revenue Code of 1954. Accordingly, in 
the example given above, the admission price of 55 cents represents a 
special reduced t ate for patrons of the parking lot, and the tax may 
properly be based thereon. 

Rev. Rul. 56 — 39 

The tax on admissions, imposed by section 4931 of the Internal 
Revenue Code of 1954, applies to an admission charge in excess of 50 
cents even though the excess is only a fraction of a cent. However, 
where an admission clrarge is 50 cents and the computation of a state 
tax thereon results in a fractional part of a cent, which necessitates 
the collection of an amount in excess of the state tax actually due, the 
Federal tax on admissions does not apply provided such excess amount 
is shown as state tax. In such case, the excess amount collected is not 
considered to be an additional charge for admission. 

Rev. Rul. 56 — 111 (Also Part II, Section 1700; Regulation 43, 
Section 101. 4. ) 

The applicability of the tax on admissions is to be determined by 
the total amount paid for admission to a place, including an amount 
paid for a reserved seat or a similar accommodation. 

Advice has been requested whether the exclusion from admissions 
tax with respect to an admission charge of 50 cents or less is applicable 
where a person, who has paid a general admission charge of 50 cents 
to a place, pavs an additional charge of 50 cents for a superior accom- 
modation, such as a reserved seat. 

launder the provisions of section 4931 of the Internal Revenue Code 
of 1954, except in the case of admissions to a, horse or dog race track, 
the tax on admissions is not applicable if the amount p~aid for the 
admission is 50 cents or less. Section 42M provides that the term 
"admission' includes seats and tables, reserved or otherwise, and other 
similar accommodations, and the charges made therefor. 

Section 101. 4 of Regulations 43, made applicable to the 1954 Code 
by Treasury Decision 6091, C. B. 1954 — 2, 47, provides that where, 
after paying one charge, a second & harge is made for accommodations 
which are essentially an extension of the accommodations granted in 
return for the pa~ ment of the first charge, the tax attaches to the total 
of the two charges made. 

It is held that where, under the circumstances described, a person 
pays a charge of 50 cents for a reserved seat or a similar accommoda- 
tion in addition to a charge of 50 cents for general admission, the total 
ef the charges paid, or one dollar, constitutes the amount paid for 
admission within the meaning of the law and regulations and, accord- 
ingly, is subject to tax. 
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(Also Sections 170, 42:W. ) Rev. Rul. 56 — 120 
Amounts paid f&&r ad»us&don to a motion pictu&e exhibition as a 

part of a can&paign to & «i, & funda for an or unix:&tion operated ex- 
clusivelV for charitable purposes are subject to the admi;:tdons tax, 
un&ler ae&. ti&&n 4231 of the Inte&a&;&l Revenue Co&le of lib&4, on that 
poriion &vhich repreae»ts a reasonable admission charge to the 
exhibition. 

The amount of the payn&ent which is in excess of a reasonable 
admission char"e plus the ad&nissions tax thereon may be consid- 
ered a charitable contribution under section 1&0 of the Code. 

Advice has been re&luested concerni»g the applicability of the tax 
on admissions, imposed by section 4281 of the Internal Reve»tie Code 
of 1054& and the deductibility as a charitable co»tribution, uncler sec- 
tion 170 of the Cocle, in cases where payment of an amount desig- 
nated as a co»t&ibution entitles a person to admission to a motion 
picture exhibition. 

In the instant case an organization operated exclusively for chari- 
table purposes, exempt froni income tax under section 501(a) as an 
organization describecl i» section 501(c) (8) of the Cocle, presented a 
premier showing of a»&otio» picture as a part of a campaign to 
raise funds. The entire operation connected vvith the showing of 
the motion picture, inclucling the picture, theatre and staG, and the 
printing of. ticl. -ets, was macle available to the organization without 
charge. The prices for tickets sold in connection v. ith the perform- 
ance were '. j 5&& li&10, a»d $5. The net proceecls from sale of the ticket= 
inured exclusively to the benefit of the orga»ization. 

Section 4281 of the Code i»&poses a tax on the amount paid for 
admission to any place, including admission by season ticket or 
subscription. 

Section 4288(a) (1) (A) (iii) of the Code provides in part for ex- 
emption from the tax imposed by section 4281 of the Code with re- 
spect to admissions all the proceeds of which inure to a corporation 
or any community chest, fund, or foundation organizecl and operated 
exclusively for charitable purposes, exempt under section 501(a) as 
an organization described in section 501(c) (8) of the Code, if such 
corporation or orga»ization is primarily supported by contributions 
from the general public. However, under the provisions of section 
4238(a) (1) (C) (iv) of the Code, the exemption provided by section 
4288(a) (1) (A) (iii) of the Code does not apply in the case of ad- 
missions to any motion picture exhibition. 

Section 170 of the Cocle provides for the decluction from gross in- 
come, in co»iputing taxable income, of contributions or &gifts payment 
of which is made within the taxable year to or for the use of such 
organizations therein specified. 

'I'he instant organizatio» is the type of charitable organization con- 
templated by. section 42ool(a) (1) IA) (iii) of the Code but the specific 
exclusion from exemption contau1ed in section 4288(a) (1) (C) (iv) 
precludes the exemption ivhich would otherwise apply to an adlnis- 
sion charge. However, wliere payme»t of an amount designated as 
a contribution entitles a person to admission to a place and the desig- 
nated contribution is so large that it is obviously intended to be more 
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than a payment for admission, there is warrant f' or the recognition 
of a contribution within the payment. 

Accordingly, it is held tlrat the imount paid for admission to a 
motion picture exhibition, as a part of a canipaign to raise funds for 
an organiz;ition operated exclusively for charitable purposes, is con- 
sidered a, charitable conti ibution, deductible under section 170 of the 
Code, to the extent tliat the amount exceeds the amount which would 
ordin~arily be paid for admission to that motion picture, provided no 
other forin of entertainment or refreshments are received. That part 
of the amount paid which is considered a contribution is not a charge 
for admission and, therefore, is not subject to the admissions tax. 
However, the amount which represents the admission charge is subject 
to the admissions t;ix since, under section 4238(a) (1) (C) (iv) of the 
Code, admissions to a motion picture exhibition are nonexempt regard- 
less of the nature of the organization which conducts the affair or the 
disposition made of the proceeds. The breakdown of such payment 
is illustrated by the folloving example: If a $25 ticket entitles a 
person to seating accommodations for which the usual admission 
charge to a premier showing of a motion picture is $12. 50, the amount 
of $12. 50 would be subject to the ten percent admissions tax, and 
$11. 25 ($25. 00 minus $18. 75, the admission charge plus tax) would 
be regarded as a contribution. 

Revenue Ruling 112, C. B. 1058 — 1, 411, relating to a "donation" 
made in lieu of a payment of a lixed charge for admission to a motion 
picture, was based on circumstances which are not similar to those in 
the instant case, and is not affected by the holding in this case. 

Rev. Rul. 56 — 167 
Applicability of the cabaret tax, imposed by section 4231(6) of 

the Internal Revenue Code of 1%4, to restaurants, taverns, and sim- 
ilar establishments where patrons engage in community singing. 

A. dvice has been requested whether the cabaret tax applies to taverns, 
restaurants, and similar establishments where patrons engage in com- 
munity singing. 

The cabaret~tax, imposed by section 4281(6) of the Internal Revenue 
Code of 1954, applies to all amounts paid for admission, refreshment, 
service, or merchandise, at any roof garden, cabaret, or other similar 
place furnishing a "public performance for profit, " by or for any 
patron or guest who is entitled to be present during any portion 
of' such per fbrman cc. 

It is helcl that spontaneous community singing by itself does not 
constitute a "public performance for profit" within the meaning of 
section 4231(6) of the Code. Therefore, restaurants, taverns, and 
similar establishments where patrons engage in community singing 
do not, by reason of such singing, incur liability for cabaret tax. 

Some establishments contain what are known as "piano bars. " A 
piano bar consists of a counter or bar built around a piano. This 
arrangement enables patrons to sit at the bar and still be near the 
instrument. Spontaneous community singing by patrons would not 
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of itself bring such an est&blishment within the purview of the 
cabaret tax. 

It is not intense&1 by t]ie foregoing ruli»g to co»vey the idea, «en- 
e&a]]y that se]f-e»tert:&i»»&e»t provide&l by patrons does not co&&sti- 
tute a "pul&lic perfor&»;u&ce for profit" &vithi& ]he mea»ing of the 
law. Where the manage&»ent does more than merely furnish physical 
surroundi»gs conducive to co&»munity singi»g, the establishment will 
become s»bject to the tax. Thus, where the n&anagement employs a 
master of ceremonies or other person who joins in or conducts the 
co»»llu»lty singing& 01 where the management provides song sheets 
or fiashes on the ~v~&]]s the won&is of son«s to be sung by the patro»s, 
the»&a»ageme»t wi]] be co»si&lerecl as furnishing a "public perform- 
a»ce for p& ofit. " 

Where the master of cere»&onies carries a microphone about the 
establislunent anel selects from among the pat&ons a»d guests those 
who can provicle e»tertainment to the othe&s hy personal interviews, 
telling jol. -es or stories, singino son«s, etc. , the e»tertai»ment so pro- 
vided wi]] likewise be ~regarded as a "public performa»ce for profit" 
furnished by the p& oprietor. 

The exa&np]cs give» above &&f both no»taxab]e an&1 taxable enter- 
tainme»t are merely i]lustrative of the views of the Internal Revenue 
Service on this subject. They do»ot o6er a defi»itive or comprehen- 
sive statement of principles al&p]icable to all cases. The result in 
any case not con&ing square]y within the examples must be based 
so]ely on the facts involved in such case. 

(A]so Section 42, &8. ) Rev. Rul. 56 — 17m 

Section 4 &:] i of the Internal Revenue Code of 1054 provides certain 
exemptions f& om the admissio»s t;&x in&posed by section 4~81, inc]»d- 
ing charges for a&linissio» to any athletic ga»&e between teams com- 
posed of stude»ts fro&» e]e»&entary or seco»dary schools, or colleges, 
if the entire «ross proceeds from such ga&ne i»ure to the benefit of a 
hospital for crippl& d chi]dren. IJ&:ld, the ro»ti»e dental examinations 
aud treatments which are generally characteristic of a dental clinic 
do not qualify the clinic as a 'hospital for crippled children. " 
According]y, the charges for admis:io» to a» athletic game between 
tea»as co&»posed of students from e]ementary or secondary schools, 
or colleges, which inure to the benefit of a dental clinic for children, 
are subject to the tax on admissions imposed by section 4281 of the 
Code. 

SI:CTIOX 4 ':]. ", . — 1;XEi&&IPTIOXS 

Rev. Ru]. 56-40 

Pu& suant to the exe»&ptio» provisions of section 42'33(a) (1) (C) of 
the Internal Revenue Cocle of 10~4, the tax on ad»&issions does not 
apply in the case of any athletic event between educational institu- 
tions held during the regular athletic season for such event, if the 
proceeds therefrom inure exclusive]y to the benefit of such institutions. 
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Beld, a playoff game or other athletic event between educational in- 
stitutions, which is necessary to settle a conference, state, or sectional 
championship, is considered an event held during the regular season 
for the purpose of the exemption, and amounts paid foi. admissions 
thereto are not subject to tax, provided the proceeds therefrom inure 
exclusively to the benefit of the participating institutions. IIowever, 
the tax on admissions applies to a postseason athletic game or ex- 
hibition& slicll as a "bowl" game, unless, as provided in section 
4288(a) (1) (C), the proceeds therefrom inure exclusively to the bene- 
fiit of an elementary or secondary school or unless, in the case of a 
ganie between teams composed of students from elementary or sec- 
ondary schools, or colleges, the entire gross proceeds from such game 
inure to the benefit of a hospital for crippled children. 

(Also Part II, Section 1701; Regulations 43, Rev. Rul. 56 — 190 
Section 101. 15. ) 

A. tour of homes and gardeus notevvorthy for their attractiveness 
and landscaping, conducted by au orgauization whose purpose is the 
promotion of interest in hoiue aud civic planting and roadside beauti- 
fication, does not qualify as "part of a program conducted by a so- 
ciety or or anization to peruiit the inspection of historical honies 
and gardens, " as conteniplated by section 4233(a) (o) of the Internal 
Revenue Code of 19o4 (section 1701(e) (1) of the Internal Revenue 
Code of 1939). 

Advice has been requested ivhether the exemption from admissions 
tax provided by section 4288(a) (5) of the Internal Revenue Code of 
1954 (section 1701(e) (1) of the Internal Revenue Code of 1939) ap- 
plies to charges for admission to the tour of liomes and gardens de- 
scribed belo~. 

An organization was formed for the purpose of making a more 
attractive community by promoting interest in home and civic planting 
and roadside beautification. Funds for the program are derived from 
charges for admission collected on an annually conducted tour of 
homes and gardens noteworthy for their attractiveness and landscap- 
ing. Of the fifty or more homes and gardens included in the tour, 
only one or two are considered to be historical. The expenses of the 
tour are paid by a local business institution which assists in the promo- 
tion of the tour as a civic duty. All of the receipts from admissions 
are used by the organization in its horne and roadside beautification 
program. 

Section 4288 (a) (5) of the Code exenipts from tax any admission to 
a home or. garden which is temporarily opened to the general public 
as part of a program conducted by a society or organization to permit 
the inspection of historical homes and gardens, if no part of the iiet 
earnings thereof inures to the benefit of any private stockholder or 
individual. 

This exemption is dependent upon the existence of a tour conducted 
by a "society or organization" as a part of a program the primary 
purpose of which is "to permit the inspection of historical homes and 
gardens. " In this case, 'the purpose of the tour is to enable members 
of the public to inspect homes and gardens which are outstanding be- 
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cause of their attractiveness and landscaping. The fact that an occa- 
sional lionie or garden included in the tour may have some historical 
significance does not determine the purpose of the program of which 
the tour is a part. 

Therefore, it is held that this tour of homes and gardens does not 
qualify for tlie exemption provided by section 4288(a) (5) of the Code. 
Accordingly, charges for admission nre subject to t1ie tnx imposed by 
section 4281 of the Code. 

Method of determining the amount considered to be an admission 
charge which is nonexempt uncler tlie provisions of section 4288 (a) (1) 
(C) (iv) of the Internal Revenue Code of 1954 wbei e admission to a 
inotion picture is gained by mnking a specihed contribution to a cbnr- 
itnble fund. See Rev. Rul. 56-120, page 514. 

Qunlih& ation of cle»tnl cli»ic ns hospital for crippled children. See 
Rev. Rul, 56 — 1& 5, page 516. 

SUBCHAPTER B. — COWDIUWICATIONS 

SI:CTIOX 4 51. — IMPOSITIOX OI' TAX 

REciir, ATzoxs 42, SrcrioN 180. 41: Rate and Rev. Rul. 56 — 248 
applicn. tion of tax. 

Assesslnents or charges paid by members or subscribers of a mu- 
tual or cooperative telephone company, association, or svstem, for 
sivitchin services or facilitics, or for the repair or replacement of 
instruments, poles, wires, equipment, etc. , incidental to ordinary 
maintenance, are subject to the tax for local telephone service under 
section 42o1 of the Internal Revenue Code of 1934. 

Advice has been requested concerning the applicability of the tax 
on local teleplione service, iinposed by section 4251 of the Internnl 
Revenue Code of 1054~ to n~ssessments or charges against members or 
subscribers of a niutual or cooperative telephone coinpany or associa, - 
tion for switching services or facilities, or for the repair or replace- 
ment of instrunients, poles, wires, equipment, etc. , incidental to ordi- 
nary lilaiiiteilailce. 

Seiniannually, a mutunl or cooperative telephone company makes 
assessnients against its members or subscribers for maintenance and 
repair of the inembers' telephone instruments and lines. The cooper- 
ative does not own a switchboard. Consequently, nll switching is done 
by a commercial comniunicntion carrier. Charges for this latter serv- 
ice, together with the applicable tax, are billed directly to the sub- 
scribers or members on n, inonthly rate basis by the commercial carrier. 
Jn another situation, the mutunl or cooperative telephone company 
collects assessments from its members which include a proportionate 
amount which the cooperative pays to a commercial communication 
carrier for switching service. The di8erence between the amount as- 
sessed against the members and the amount paid to the carrier is re- 
tained by the cooperative for maintenance and repair purposes. In 
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a third situ, rr ion, as a result of recent storms, a mutual telephone com- 
pany suÃered servere clamage to its lines. It was necessary to pur- 
chase poles, wire, an&I otliei miscellaneous eqiiipment, to repair the 
&Iamage. To coverv this cost of repairs, an ass&. ssurent was made by tlie 
comp;iny;i«:iinst its subscribers. 

Sc& tion 4'i;&1 of the Internal Revenue Cocle of 1054 provides that, a 
t;ix shall be imposecl on the amoii»t p;iid for local telephone service 
and that tire tax sh;ill be paicl by tlie person paying for the service or 
facilities. 

Section 4252 (a) of the Cocle pvovicles tliat the term "local telephone 
service' means any telephone service not taxable as long clistance tele- 
phone service; leasecl wire, teletypewriter or talking circuit special 
service; or wire aii&1 equipment service. Amounts paid for the instal- 
lation of instruments, wires, poles, switchboards, apparatus, and equip- 
ment, shall not be consicleved amounts paid for service. It is the posi- 
tion of tire Internal Revenue Service that this latter sentence applies 
specifically to amounts paicl for initial installations, installations in 
expansion of existing facilities, installations necessarry to provide an 
entirely clifi'event seivice froni that being provided, or installations 
necessary to the conversion of a telephone system. 

Section 4201 of the Code provides that every person, receiving any 
paynient for service ov. facilities on which a tax is imposed upon the 
payor thereof, shall collect tire tax from the person making such 
p'iylllellt. 

Section 130. 41 of Regulations 42, which is made applicable to the 
Internal Revenue Code of 1054 by Tve;isury Decision 0001, C. B. 
1%4 — 2, 47, provides tliat the "amount paicl" means the amount col- 
lected for the service whether the charge is marIe on a monthly or other 
periodic basis, or is based on the number of calls macle, or is in the 
form of an assessment as in the case of a mutual telephone system. 

Recurring cIarnage to and the progressive cletevioration of the plant 
of a telephone systenr are normally accepted factors in the operation 
and maintenance of such system. The repair and vepla, cemeut of com- 
ponents such as lines, poles. etc. , as a, result of such cleterioration or as 
a result of storms, are incidental to ordinary maintenance. This would 
be true regardless& of whether it is the system of a commercial carrier 
or a inutual or cooperative a, ssociation. 

Commercial communications carriers, in fixing rates, provide re- 
serves for the repair and replacement of plant coniponents such as 
instrurnen', i, poles, wires, equipment, etc. &&Iutual or cooperative com- 
panies folloiv the same pr~actice, or make proportionate assessments to 
cover the repair and replacement of components as the need arises. 

Accorclin«ly, it is held that assessinents or cliarges paid by members 
or subscribeis of a mutual or cooperative telephorie company, associa- 
tion, or systein, for the repair or replacement of instruinents, poles, 
wires, equipmeiit, etc. , incidental to ordinary maintenance, are subject 
to the tax for loc~al telephone service under section 4251 of the Code. 
The tax also applies to assessments or charges paicl by such members 
or subscribers to cover chavges for switching services or facilities, 
ivhether fiixecl on a pro rata or other basis. Such tax shoulcl be collected 
by the mutual or cooperative company, or by the entity furnishing the 
switching services or facilities, whichever is tire agency receiving direct 
payment from the individual ~members or subscribers. 

893474' — a6 — 34 



$ 4253. ] 520 

SECTION 4253. — EXEMPTIONS 

Rev. Rul. 56 — 90 (Also Part II, Section 3465; Regulations 42, 
Section 130. 38. ) 

The closed-circuit television transmission of events or activities 
for private screening for limited audiences does not constitute the 
conduct of the business of a "broadcasting station or network" 
within the meaning of section 4253(f) of the Internal Revenue Code 
of 1954; therefore, amounts paid to a telephone company for the 
lease of wires and equipment utilized for that purpose are not 
exempt bv that section from the tax on communications imposed by 
section 4251 of the Code. 

Advice has been requested whether a closed-circuit television trans- 
mission of events or activities to limited outlets and audiences, and 
not to the general public, constitutes the conduct of the business of a 
"broadcasting station or network" within the meaning of section 
4253(f) of the Internal Revenue Code of 1954, so as to exempt from 
the tax on communications the amounts paid to a telephone company 
for the lease of wires and equipment utilized in connection with such 
transmission. 

Through the use of closed-circuit television transmission facilities, 
a company provides for the private screening for limited audiences of 
special events or activities, such as business conferences, speeches, 
lectures, etc. This service is adaptable for use by private businesses, 
industrial organizations, professional associations and similar groups. 
The lines used for the transmission of these programs are leased from 
a telephone company. 

Section 4251-of the Code imposes a tax on the amount paid for cer- 
tain communication services or facilities, including the type utilized 
here. 

Section 4253(f) of the Code provides that no tax shall be imposed 
on the amount paid for so much of leased wire, teletypewriter or talk- 
ing circuit special service, or wire and equipment service, as is utilized 
in the conduct, by a common carrier or a telephone or telegraph com- 
pany or a radio broadcasting station or network, of its business as such. 

Although that section does not specifically mention a "television" 
broadcasting station or network among those public service activities 
which may qualify for exemption, the term "radio broadcasting station 
or network" is construed to include a company engaged in the trans- 
mission of video as well as audio signals. However, in limiting the 
exemption to amounts paid for service utilized by a broadcasting sta- 
tion or network in the conduct of its business as 8uch, it, is considered 
that Congress intended to exempt only amounts paid for the designated 
taxable communicatons services utilized in the business of furnishing 
programs to the general public. 

Accordingly, it is held that, since closed-circuit television trans- 
mission is not intended to 'be received by the general public but is 
directed through. controlled outlets to limited audiences, it does not 
come within the scope of the business of a "broadcasting station or 
network" within the intent and meaning of section 4253(f) of the 
Code. Therefore, amounts paid to a telep~hone company for the lease 
of wires and equipment utilized in connection with such transmission 
are not exempt by that section from the tax on communications im- 
posed by section 4251 of the Code. 
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SUBCHAPTER C. — TRANSPORTATION 

PART I. — PERSONS 

SECTION 4261. — l 1 ll'OSITION OF TA'X 

Rev. Rul. 56-4~v 

3 baseball association lenses a bus from a tr;1»sportntion colupn»y 
for the purpose of trnusporting the members of. its team to the various 
tovvns where they are scheclulccl to play. The association employs the 
bus clriver arid carries liability and property clamn, «e insurance. No 
charge is macle to the players for their trn»spoltltion. D'eM, nu 
amount paicl for the rental or lense of a bus vvhere the lessor docs~ not 
furnish the clriver and the bus is operatecl by the lessee or an employee 
of the lessee cloes not constitute an nulou»t paid for transportation of 
persons witliin the meaning of section 4~61( I) ot the Internal Revenue 
Code of 10»r4. In the instant case, since the nmount paid by the as- 
sociation to the transportation company is not nn amount paid for the 
transportation of persons, nud since no charge is macle by the associa- 
tion to the persons transported in the bus, no liability for tax on the 
transportation of persons is incurrecl. 

Rev. Rul. 56 — 61 
Transportation furnished regularly by a carrier betvvcen a resort 

hotel aud a, mountain summit constitutes the operatiou ot' Inotor 
vehicles ou an established line and is taxable uuder section 4201 
of the internal Revenue Code of 1!I&4, in& iucliu" the transporta- 
tion of passeu;"ers Ivho are occasioually piclred up and delivered at 
places other than the terminal or the startin, "' point. However, 
transportatiou to and from railroad statious furni. hed occasionally 
to hotel nests aud transportation furnished only at infrequent 
intervals aud without anl clegree of re 'ularity to ru»unlaiu climbers, 
slriers, sight-seein, parties, etc. , whose pi(1'-up and de1ive&y points 
ai e desi natecl by the pas. engei s, does not constitute transportation 
ou an establi. hed line aml is, therefore, not subject t» such tax. 

Mvice hns been recluested couceruing the application of tnx on the 
trnnsportntio» of perse»s, imposed by scctio» 4'161 of the I»ternal 
Revenue Cocle of 19, &4, to char«es u1acle. by n carrier vvhicli provides 
tl'nnspol'tatlon scl vlcc lu n, 1'csol't, al'ca, . 

3 company, vvhich operates station wago»s hnvi»g;I sent in«capacity 
of eight passen«ers, i»clucling the clri~ver, furni~1ies transportation 
services at a resort nrea between a certain hotel, vvhich serves as its 
"nse of operation, ancl a mountain summit. It advertises and main- 
tains regular service over this route and chn1«es a fixed rate for a 
rouncl trip vvhich entitles passengers to tinilsportntion in a certain 
vehicle on a stntecl date, Occasionally, it picl's up passen«ers for 
this trip in response to telephone calls nt vnrious resort points or 
Hu'1'oundin« tow»s for which no set charges are ulacie other than the 
regular fee for transportntion to the mountain sui»mit. Under n 
Ivol'icing n«reelnent with a hotel, it iufreciue»tly furnishes transporta- 
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tion to and from railroad stations for guests of the hotel for which 
no fixed charges are made by the carrier for a particular trip. It 
also furnishes transportation occasionally, within a radius of 25 miles, 
to mountain climbers, skiers, sightseeing parties, etc. , whose pick-up 
and delivery points are designated by the passengers. There is no 
set fee for tins service and the amount charged depends upon the 
circumstances involved. 

Section 4261(a) of the Code imposes a tax upon amounts paid for 
the transportation of persons by rail, motor vehicle, water, or air. 
Section 4262(c) of the Code provides that the tax imposed by section 
4261(a) of the Code shall not apply to transportation by motor vehicles 
having a passenger seating capacity of less than ten adult passengers, 
including the driver, except when such vehicle is operated on an 
established line. 

Section 180. 58 of Regulations 42, applicable under the 1954 Code 
by virtue of Treasury Decision 6091, C. B. 1954 — 2, 47, provicles that 
the term "operated on an established line" means operated with some 
degree of regularity between definite points. It does not necessarily 
mean that strict regularity of schedule is maintained, that the full 
run is always made, that a particular route is followed, or that inter- 
mediate stops are restricted. The term implies that the person render- 
ing the service maintains and exercises control over the direction, 
route, time, number of passengers carried, etc. It implies also that the 
primary contract between the operator and the person served is for 
the transportation of the person and not for the hire or use of the 
vehicle. 

Accordingly, since the transportation provided by the carrier be- 
tween the resort hotel and the mountain summit is operated with a 
sufhcient degree of regularity between definite points and under such 
control of the carrier as to constitute the operation of motor vehicles 
on an established line, it is held that the tax on the transportation of 
persons imposed by section 4261 of the Code is applicable even though, 
in a few instances, the passengers are picked up and delivered at 
places other than the terminal or the starting point. )%here trans- 
portation of guests of the hotel to and from railroad stations is 
furnished only at infrequent intervals and without any degree of 
regularity, and where transportation is furnished to mountain 
climbers, skiers, sightseeing parties, etc. , whose pick-up and delivery 
points are desi&~nated entirely by the pa~ssengers, such transportation 
does not constitute the operation of motor vehicles on an established 
line v-ithin the meaning of section 4262 (c) of the Code and, therefore, 
the charges for such tr~ansportation are not subject to the tax imposed 
by section 4261 of the Code. 

Rev. Rul. 56 — 91 
The tax on the transportation of persons, imposed by section 4261 

of the Internal Revenue Code of 1954, which has been properly col- 
lected on the amount paid for a ticl-et for transportation may not 
be refunded, in case of the nonuse of the ticket, unless the amount 
paid for the transportation service is also refunded. 

Certain carriers have included in their tariffs a restriction which, 
in case of the nonuse of tickets for transportation and for seating or 
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sleeping accom»&odations, proliibits ref»»cl of;»»o»nts paid therefor 
unless such ticl. -ets;ire c;i»celled withi» tlie p& riod presciibed by the 
tarifi'. A&lvice lias bee» i&quest«l ivhether tlie tra»sportation tax 
collecte&l on p;iyments for tlie»»»se&l ticl. -ets i»ay be i& fu»ded where 
the c;irrier refuses to i efun&l the char«es for tli» tra»sportation service. 

Section 4201(a) of tlie l»ter»:&1 Revn»i&; C&&&le of 10, &4 imposes a 
t;ix upon the aniount p;iid withii& tlie II»it»&1 St;ites for the trans- 
portation of persons by r;iil, motor v«liicl&, wat&&, or;iir. Section 
4&0&1(c) of tlie Code ii»poses a t;ix upo» the iiniount p;ii&1 for se;iting 
or sleepi»g accoi»»ioditio»s in co»nection ivith such transportation. 
Section 4'&0&1(d) provides tli;it tlie t;ix on ti"&insport;ition of perso»s 
shall be p;iid by tlie pcrso» niaki»g the p;iy»i&»it sul&jcct to the tax. 
Section 041~ (d) provirles in p;irt thiit any pei so» ni;il'i»g a refund of 
any payme»t on ivhicli the t;ix on ti aiisportation of pei sons has been 
collected»iay repay tliereivith the a»io»»t of t;ix collected on such 
p;&ylllellt. 

The tax on transportation of persons applies to the payme»t for 
the tra»sport;&tio»;u&d not to tlie actu:il ti;»ispoi tation itself. There- 
fore, the tax attaches at the time tlie payme»t is»iacle. The fact that 
the transportation t;il. -es phice at;i hitei date or never takes place does 
not a A'ect the tax;ibility of the pay»ient. 

Accordingly, it is helcl tliat, in case of the no»use of a, ticl. -et for 
transpoit;itio» or for seati» ~ &» sleeping accoi»»iocl;itious, the trans- 
portation t;ix properly colle«te&l tliereoii niay»ot, l&e refuiided unless 
the carrier also refunds the payi»eiit for the transportation service. 

Rev. Rul. 50 — 157 

Many travel agencies and transportation companies are now sell- 
ing travel gift certificates. 9'hile these certific;ites sonietimes are 
issued in the precise amount of the fare for the journey which the 
donor wishes the clonee to t;ike, they frequently are issued in round- 
dollar amounts, gener:illy in excess of the cost of the tr;insportation 
contemplated by the purchaser. The recipient of tlie gift certificate 
has the right either to use the certificate for the purcliase of trans- 
portation (receiving in cash any excess in value of the certificate over 
the cost of the transportation) or to tal. -e the entire face value of the 
certificate in cash without tlie purchase of any tra»sportation. HeM, 
since the gift certificates are nothing more than obli«ations accepted 
by tlie issuing agency or carrier to pay a s»m cert;iin in money to 
the designated p;iyee upon demand, the amount paid for the purchase 
of such a gift certificate is not an iunount paid for transportation 
ivithin the meaning of section 4201 of the Internal Revenue Code of 
1054. Therefore, the tax on tra»sportation of persons does not apply 
to the purchase of the gift certificate. The payment for transporta- 
tion takes place when the gift certificate is used by the donee for 
the purchase of transportation rather than when the gift certificate 
is purchased by the donor. Accordingly, at the time of such use 
any tax which may be due on the transportation purchased should 
be collected. 
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PART ii. — PROPERTY 

SECTION 4271, — IPIPOSITIOX OF TAX 

(Also Part II, Section 3475; Regulations 118, Rev. Rul. 56-16 
Section 148. 1. ) 

Applicability of the tax on the transportation of property, ™posed 
by section 4'71 of the Internal Revenue Code of 1M4, to charges 
made by a carrier to a customer, pursuant to an average demurrage 
agreement, for demurrage on cars of coal and other commodities. 

Advice has been requested concerning the application of the tax on 
the transportation of property, imposed by section 4271 of the Internal 
Revenue Code of 1954, to charges made by a carrier to a customer, pur- 
suant to an average demurrage agreement, for demurrage on cars of 
coal and otlier commodities. 

Under the average demurrage agreenient, the customer is debited 
for the time cars are held for loading and unloading beyond a certain 
period and credited for the time ca~rs are released by him within a 
certain period, demurrage charges being assessed by the carrier, usu- 
ally at the end of the month, for any outstanding debits. 

Section 4271(a) of the Code imposes a tax of three percent upon 
the amount paid within or without the United States for the transpor- 
tation of property, except coal, by rail, motor vehicle, ~ater, or air 
from one point in the United States to another. Section 4271(b) 
imposes upon the amount paid within or without the United States 
for the transportation of coal by rail, motor vehicle, water, or air 
from one point in the United States to another, a tax of four cents per 
short ton for coal so transported. Section 4272(c) exempts from tax 
the charges for transportation of coal with respect to which there has 
been a previous taxable transportation. 

Section 148. 1(d) of Regulations 118, made applicable to the Internal 
Revenue Code of 1954 by Treasury Decision 6091, C. B. 1954 — 2, 47, 
defines the term "transportation" to niean the movement of property 
by a person engaged in the business of transporting property for liire. 
In general, it includes accessorial services furnished in connection with 
a transportation movement, such as loading. unloading, demurrage, 
aiid siniilar services and facilities. 

Pursuant to the provisions of the regulations, the three percent tax 
applies to amounts paid for deinurra~~e incurred in connection with 
the transportation movement of property, other than coal, where the 
transportation charges are subject to tax. Amounts paid as demur- 
rage charges in connection with the transportation of coal are not 
taxable since the tax is imposed at the rate of four cents per short ton 
and therefore is measured by the quantity of coal transported and. not 
bv the amount paid for the transportation or accessorial services in 
connection therewith. 

Therefore, tlie carrier, for the purpose of computing tile transporta- 
tion tax on demurrage charges incurred by a customer, pursuant to an 
average demurrage agreement, should eliminate from its demurrage 
account with the customer all items, both debits and credits, applicable 
to cars of coal and compute the three percent tax on any remaining 
debit balance which results from taxable transportation movements. 
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Rev. Rul. 56 — 57 

Method of dete&&uining the amount of tax ou transportation of 
propertv which shonld be con&'«ted muler section 4271(c) of the 
I»ternal Revenue &"&&de of 1!&. &4, &vith &'esp«et to pay»&cuts &nude 
with»& the United St, &t&'s f»&' trausportati&&n &&f i»u&&&rt ship&»e»ts 
fro&u adjacent for«i '» conutrics to poi»ts ivithiu the United States, 
whore su«h ship&ueuts u&ove ou throu 'h rat«s. 

Advice has been requested as to the method to be used by carriers i» 
determining the al»ount of taz on the transpol tatio» of property which 
should be collected with respect to payments»lade avithin the United 
States for transportation of import ship»le»ts ftom adjacent foreign 
countries to points within the United States, 1vhere such shipments 
»love on through rates. 

Section 4 '71{c) of the I»ternal Reve»ue ("ode of 1&). &4 provides that 
in the case of property transported from a point vvithout the United 
States to a point )vitl&i» the U»itecl States, the tax shall apply to the 
amount paid within the U»itecl States for tl&at part of the transporta- 
tion which tal. -es phlce within the United States. S«tion 148. 18 of 
Regulations 11:&, m;lde applicable to the ("o&le of 10, &I by Treasury 
Decision 6001, C. Il. 10«4 — '~) 47) provides that v& here the amount paid 
in the United St«tes covers the entire nlovement of property from a 
point of origin in a foleig» cou»tly to an inland poi»t in the United 
States) the taz will a}&pl), to the pt o l «ta part of such payment lvhich 
represents trt«llsportation within the l »ited States. 

When import. shipnlents f lorn acljacent foreign cou»tries move on 
through rates and there are no established clivisio»s, it is held that the 
taz should be collectecl on that proportion of the total anlount paid 
which the mileage vvithin the United States bears to the mileage ot the 
entire movement. lVhere the& e are e, tablished divisions based on the 
border, the tax should be collected on the portion of the through rate 
accruin&r from the border to the destinatio» avithin the United States. 
9 here established divisions are based upon a point »ot on the border, 
the tax should be collected on the portion of the tlrl ou&rh rate accrui»g 
from the basing point nearest the border to desti»»tio», plus or minus 
an amount conlputed upon the mileage fro»1 the basing point to the 
border. 

{Also Part II, Section 847, ~) Regulations 
118) Section 14'l. l. ) 

Rev. Rul. 56 — 62 

The tax ou tra)&sportatiou of property imposed by section 4271 
of the Internal Reve»ne Co&le of I!». 4 atta&hes to au&onnts paid to 
a carrier for the service of furuishiu„aud installiug grain doors 
or doorway barricades ou box cars when such service is fur»i. hcd 
iu connection with the transportation of 'r«iu. II&»vever, the 
tax docs not atta«h to amouuts paid to a carrier for the &eutal of 
grain &lo&&rs or lumber for the barri«»&les &vhere sn«h doors or barri- 
cades are not installed by the carrier. 

A&lvice has been requested concerning the applicability of the taz 
on transportation of property inlposed by sectio» 4o71 of the Internal 
Revenue Cocle of 1954 to amounts paicl to a. carrier i» connection v ith 
gl'ain cloors or cloorvvay barricacles installed on box cars used for the 
tl'anspol'tatlon of gl'i11». 
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A shipper transports grain products in bulk in box cars which re- 
quire doors or doorway barricades for protection of the grain. The 
expense of furnishing the doors or barricades must be borne by the 
shipper. -He may contract v;ith the carrier to install doors or doorway 
barricades on the box cars, or he may obtain the doors or the necessary 
lumber for the doorway barricades from the carrier on a rental basis 
and install such doors or barricades at his own expense. 

Under the provisions of. section 148. 1(d) of Regulations 118 made 
applicable to the Internal Revenue Code of 1954 by Treasury Decision 
6091, C. B. 1054 — 2, 47, the term "transportation, " in general, includes 
accessorial services furnished in connection iiith a transportation 
movement, such as loading, unloading, handling, and similar services 
and facilities. 

It is held that the service of furnishing and installing grain doors 
or barricading the doorways of box cars by a carrier in connection 
with the transportation of grain is accessorial to the transportation 
movement, and charges paid by the shipper for such services are sub- 

ject to the tax on transportation of. property. However, where the 
shipper merely rents from the carrier the grain doors or the lumber 
for use in barricading the doorways and installs the doors or barri- 
cades at his own expense, the rental clrarge is not a charge for an 
accessorial service and is not subject to the tax. 

Rev. Rul. 56 — 112 

The tax on the transportation of property applies to amounts paid 
to a trucking company by oil drilling concerns for hauFing water to 
their oil rigs. 

Advice has been requested whether amounts paid to a trucking com- 

pany under the following circumstances are subject to tax on the trans'- 

portation of property imposed by section 4271 of the Internal Revenue 
Code of 1054. 

The trucking company hauls water to oil rigs of various oil drilling 
concerns. The water hauled is not purchased by the trucking com- 

pany but is obtained by pumping it from streams. The oil drilling 
concerns pay the trucking company a fee based upon the number of 
barrels of water hauled or on an hourlv basis. The concerns contend 
that they are purchasing water rather than paying for a transporta- 
tion service. 

The tax imposed by section 4271 of the Code applies to amounts paid 
for the transportation of property to a person engaged in the business 
of transporting property for hire. Section 143. 1 of Regulations 118, 
made applicable to the 1054 Code by Treasury Decision 6001, C. B. 
1054 — 2, 47, states that such a person includes a common carrier, contract 
carrier, or other person transporting property for hire wholly or in 
part by rail, motor vehicle, v ater or air. That section further states 
that the term "property" means any physical matter regardless of 
value over v. hich the right of ownership or control may be exercised. 

Under the circumstances described, the Internal Revenue Service 
would not regard the trucking company as a person engaged in the 
business of selling water. On the contrary, the facts' indicate that 
the company does not perform any service from which it could gain a 
profit except the service of' transportation. A. ccordingly, the amounts 
paid to the trucking company by the oil drilling concerns constitute 
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amounts paid for tbe tra»spo&tation of the water a»&I are subject to 
tax on the tra»sportation of property. &See Rcv. Rnl. 55 — 421, C. I3. 
19, &5& — 1, ;), '39. 

(Also Part IT, i &«''tlon 84& 5. ) Rev. Rul. 50 — 218 
Al&i&lical&ilitr of ihe tr;&usia&rtation of irrol&crt' tax to a&nounts 

receive&l »X;& trn&k &»v»er fur tin. "h;&ck-haul" of commuuities, where 
his ren&uneratiun cul&sists solely Gf a char. "e for the tr;»&su&&rtation. 

The Intern;ll R& venue service i»as been asked whether& in accord- 
ance with the pii»ciple set f'orth in Revenue Rulin&T &&5 — 421, C. 13. 
1055 — 1, 5&30, certai» a»&o»»ts i ere ivecl by truck ow»ers for the "back- 
haul" of con&niodities u»&ler the circ»mstances clescribed below are 
subject to the tax on ihe tra»sportation of property imposed by section 
4271 of the Internal Reve»ue Cocle of 1!)54. 

Certain truck owners, su& h as far»&ers& grain and feed dealers, and 
stock anti procluce dealers, ha»1 their pioclucts or v-ares from their 
homes or places of business to »market i» their trucks. In orcler to 
avoid returni»«with e&npty truck-, they enter into arrangements with 
companies locatecl near their homes or places of business to keep such 
companies supplied with particular con&modities which are available 
near the truck owners& marl-et. IT»der the arrangement, the truck 
owners purchase the commoclities and, upon delivery thereof to the 
companies' premises, receive 50 cents per hundredweight above the 
price for which pui cha. eel. If the purchase price to the truck owners 
is increased or clecreasecl, the price to the compa»ies is adjusted so as 
to maintai» the:&0 ce»ts»er h»»dred~eight spreacl. The truck owners 
clo not assn»&e a»y risk of possible loss by reason of fluctuations in the 
prices of the commoclities purchasecl, nor clo they perform any service 
for the col»pa»ies from which they could deri~. e a profit except the 
service of tra»sportatio». 

The main differe»ce betwee» the above facts ancl those involved in 
Revenue Ruli»g 55 — 421 is that in the instant case the inclividual truck 
owners obt;&in the orclers for the commoclities which they purchase, 
transport and sell to companies locatecl near their homes or places of 
business, whereas in Revenue Rllli»o 55 — 421 the orcle&s for the com- 
moclities transportecl were obtained by salesme» of such commoclities 
who made arrangements with various truck owners to purchase, 
transport anti sell the corn»&oclities to the sales»&en&s c»stomers. 

Revenue Ruii»g 55 — $21 sets forth the principle that, in general, 
where the delivety activities of a wholesale or retail merchant are 
carried o» v, ii. h his ow» trucks and are merely inciclental to his busi- 
ness of selling merchanclise, the merchant is not regarcled as a person 
engaged in the business of transporti»g»& oper ty for hire even though 
a separate charge for the delivery is lnade to the custolner. However, 
where the truck o~ner does»ot have the usual indices of a merchant 
except the ownership of the commoclities carriecl, a»el where his sole 
remuneration is based on a charge for transportation, the truck owner 
is considered to be engaged in the business of transl&orting property 
for hire. 

It is held, in accordance with the prinriple set forth above, that the 
amounts paicl to the truck owners by the companies in excess of the 
purchase price of the commodities paid by the truck owners constitute 
amounts paid by the companies for transportation to persons engaged 
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in the business of transporting property for hire within the meaning 
of the statute and are subject to tax. The truck owners should collect 
the tax at the time the transportation charges are paid to them. 

Rev. Rul. 56 — 229 (Also Part II, Section 3475; Regulations 113, 
Section 143. 31. ) 

For purposes of the tax on the transportation of property, the stop- 
page of an export shipment of grain solely for the purpose of having 
it inspected to determine its graÃe and classification under oScial grain 
standards does not constitute a "break" in the continuity of the move- 
ment of the grain and, therefore, does not afiect the exempt character 
of the export shipment. Section 143. 31 of Regulations 113, made 
applicable to the Internal Revenue Code of 1954 by Treasury Deci- 
sion 6001, C. B. 1954 — 2, 47, provides that a "break" may be said to 
occur wherever the property is stopped for a business purpose, such as 
grading, cleaning, mixing, sorting, or manufacturing, and not merely 
in accommodation to the means of transportation. The term "grad- 
ing" used in the regulations, when applied to shipments of grain, has 
reference to the mixing of diferent shipments of grain for the purpose 
of obtaining a new grade and not to the inspection of the grain by 
Federal licensees or ofiicials of the Department of Agriculture for the 
purpose of ascertaining the grade and classification of the shipment. 

Rev. Rul. 56 — 258 

The tax on the tra. nsportation of property, imposed by section 4271 
of the Internal Revenue Code of 1954, applies to amounts billed by' a 
carrier to a shipper or consiguee to «&ver charges for bridge and 
tunnel tolls and ferry charges paid by the carrier, even though they 
may be billed separately. 

Advice has been requested whether the tax on the transportation of 
property applies to amounts billed separately by a carrier to a shipper 
or consignee to cover bridge and tunnel tolls and ferry charges paid 
by the carrier in connection with a taxable transportation movement, 

Section 4271 of the Internal Revenue Code of 1054 imposes a tax 
upon the amount paid for the transportation of property by rail, motor 
vehicle, water, or air, from one point in the United States to another. 
The tax is payable by the person making the taxable transportation 
payment and is collectible by tlie person receiving such payment. 

Section 143. 1 of Regulations 113, made applicable to the 1954 Code 
by Treasury Decision 6091, C. B. 1054 — 2, 4V, defines the term "trans- 

ortation" as tile movement of property by a person engaged in the 
usiness of transporting property for hire, including interstate, intra- 

state, and intracity or other local movements, as well as towing, ferry- 
ing, switching, etc. IIowever, under the provisions of section 143. 13 
of such regul~ations, the tax does not apply to an amount paid by a 
carrier, a freight forwarder, express company, or similar person for 
transportation with respect to which the tux is payable to such person. 

M. T. 26, C. B. 1948 — 1, 141, holds that transportation of vehicles 
by ferry constitutes transportation by water within the meaning of the 
statute and that amounts paid to the operator of a ferry for the 
transportation of vehicles are subject to tax. M. T. 26 further holds, 
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however, tl»&t amounts paid by n, carrier for the tra»sportation of 
vel&icles by ferry are not subject to the t;tz when s»«h t& nnsportation 
service is part of a conti»unus transport ttion move&»ent. with respect 
to which tnx hns bee» paicl by the shipper or is payable by the 
consig»ec;tt. clestin;ltion. It is to be noted that the reason ferry 
chnroes paid by a, carrier un&lev s»ch circu»lsta»ces nre not taxable is 
that s»ch chnrges;tv& reflected i» the total tra»spo& tntion charges upo» 
which the c;tri'ier collects the tnz f& om the shipper or consignee. The 
Internal Revenue Service has consistently helcl that &»nollnts billecl 
by a carrier to a, shipper or consignee to cover ferry charges incurred 
by the c:trrier are properly subject to tnz, whethe& l&ille&l separately 
by the carriev or inclucled in his total trn»sportn. tion charge. 

It is helcl tlrat &&mounts billed by a c:trriev to n shippel or consignee 
to cover el»urges i»c»rrecl by the carrier as pavt of his costs of operation, 
inclucling bridge nnd tun»el tolls ns well ns ferry charges, constitute 
a p;tvt of the total trnnspovtntio» charges ancl are subject to tax even 
though they mny be billccl separately by the cnrrie&. 

En~&lier t&»published rulings of the Service relating to charges for 
bridge an&1 tunnel tolls hnve not been consistent with the position 
set forth herein; therefore. »ncler the authority contained in section 
?$0o(b) of the 1054 Code, this ruling, insofar ns it relates to briclge 
ancl tunnel tolls, will be npplie&1 without retroactive effect as to pay- 
»tents macle prior to, July 1, 10, '&0& ez& ept that nny tnz that has been 
paid on such payments will not be refu»cled. 

P;tynte»ts for towi» & n»tomobiles where such towin r is performecl 
pursuant to a co»tract with a city or co»»ty n»d u»clei ovclers of the 
police department. See P&ev. R»1. 56 — oM. below. 

SUBCHAPTER E. — SPECIAL PROVISIONS APPLICABLE TO SERVICES 
AND FACILITIES T. 4XFS 

SECTIOX 4202. — ST XTB AXD T. OCAI. GOBI'. RXP IEXTAI. 
KXEil PTIOX 

(Also Section 4o?1. ) Rev. Rul. o«6 — o'94 

~ Payments for the towing of automobiles, vvhere such towing is 
performed pursuant to a contract &vith a city or county anti under 
orders of the police department, constitute paymeuts for transporta- 
ti&&n &&f property to or from a State or politi«al subdivision thereof, 
vvithin the meaning of section 42&&2 of the Internal Revenue Code of 
ln&4, a&r&l, therefore, are e&&empt from the ta~ ou t&"&tn, portatiou of 
pl'opertl . 

In P&evenue Ruling, »; — &, &'&, C. H. 1&do«or — ', 4(&8, it is helcl that where 
a person operating a sales agency, repair shop) or service station tows 
disabled automobiles on which he cloes not maire the»ecessary repairs, 
he is to the extent of such towi»g a person engaged in the bitsiness of 
trnnsporting property for hire, a&ld the taz apl&lies to the char&&es nitcle 
for such towi»g. 

The P»telnnl Revenue Service has now bee» nslced whether pay- 
ments for towing automobiles when the towing& is performed, pursu;»&t 
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to a contract with a city or county, under orders of the police depart- 
ment are subject to the tax on transportation of property, or whether 
such payments are considered payments for transportation to or from 
a State or political subdivision thereof, and therefore are exempt from 
tax. The tomi»g contracts include towing automobiles illegally 
parked or abandoned, those involved in accideni. s and impounded for 
safekeeping, and those parked on streets from which snow is to be re- 
moved. The towing charges are paid by the owners of the automobiles. 

Section 4292 of the Internal Revenue Code of 1954 provides, in part, 
that no tax shall be imposed on amounts paid for the transportation 
of property to or from the Government of any State, Territory of 
the United States, or any political subdivision of the foregoing, or 
the District of Columbia. 

It is held that the towing of automobiles when performed pursuant 
to a contract with a city or county and under orders of the police de- 
partment constitutes transportation to or from a political subdivision 
of a State within the meaning of section 4202 of the Code. Under such 
circumstances, the fact that no repairs are made on the automobile by 
the person mho toms it, or that its owner pays the towing charge, 
has no bearing on the case. Accordingly, payments for such towing 
are exempt from the tax on transportation of property. 

Amounts paid for the transportation of property to or from the 
Indiana Toll Road Commission. See Rev. Rul. 56 — 88, page 62. 

CHAPTER 84. — DOCUMENTARY STAMP TAXES 

SUBCHAPTER D. — POLICIES ISSUED BY FOREIGN INSURERS 

SECTION 4871. — IMPOSITION OF TAX 

Rev. Rul. 56 — 259 

The documentary stamp tax. imposed by section 4871(1) of the 
Internal Revenue Code of 1954 applies to each policy of insurance 
issued by any foreign insurer to or for, or in the name of, a State, 
including political subdivisions and instrumentalities thereof. . If 
such policies are purchased in the exercise of an essential govern- 
mental function, the State is not liable for the tax but the insurer 
or its agent, as one of the other parties to the transaction, is liable for 
the tax under the dual liability provisions of section 4888 of the 
Code. 

Advice has been requested relative to the applicability of the docu- 
mentary stamp tax to insurance policies purchased from foreign 
insurers by instrumentalities of a State. 

For example, insurance policies were purchased from foreign in- 
surance companies for and on behalf of a State by (1) an unincorpo- 
rated State toll bridge authority insuring bridge property against 
loss or damage and (2) a school district insuring its schools against 
vandalism. Since the policies were issued on behalf of the State, the 
question arises as to whether a State is a "domestic corporation" within 
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the nieaning of section 4372 (d) (1) of the Intern;il H& ve»ue Code of 
1054. If t]ie trnns;ictions»e s»bject to tnx, there is the furtlier 
question of ivhether the Stnf e is i»imune froni the t;ix. 

Section 4371(1) of t]ie Co&le i»iposes a tnx on encli policy of 
i»sum»ce issued by n»y foieig» i»surer to or for, or in tlie iiame of, 
an insur«1 ns defi»ecl i» se& tioii I'-&&2(&1) of the Co&le. S« tion 4:&72(c]) 
provicles thnt, , for tlie purpose of section -I- &71(1), the tenn "insure&1" 
inenlls "(1) n, cloliiestic corpoi"&itioll 01 pnrtllel ship, ol nn iilcli- 
vidual resiclent, of the U»itecl States, agni»st, or ivitli respect to, 
llnznl'cls, i isl-s, losses, or li;ibi]ities ivliolly or p;irt]y wit]ii» the Ullited 
Stntes, " "' ". " 

Section 4 8'3 of the Code provides th;it the document;iry stamp tax 
shall be paid by ii»y of the parties to a t;ix;ib]e ti"&i&is;ictio», or by any 
person for ivliose use or be»efit the ti-, i»snctio» is»i:i&le. Tlie U»ite&I 
~tates or any agency or i»strui»cntality t]iereof shnll iiot be ]iab]e for 
the tnx ivith re;]&ect to an i»stru»ie»t to ivhich it is a p;ii ty, and nSxing 
of st:&nips t]iei&eby shnl not b& deenied p;iyme»t for the t:ix, ivhich ni;iy 
be collected by;issessment from any otlier 1&arty ]iab]e therefor. 

In U&&it&'&l . ~'tat&'. i v. Coot«'& Co&'t&oi at&'oo& 312 V. S. 000, it is st'iitecl 
that, the purpose, t]ie subject »&atter, tlie co»text, t]ie ]egishitive history, 
nnd the executive i»terpretntion of a stat»Ie;&~re nicls to constructi&»i 
ivhich niay indicate nn i»tent to bri»g state or n:ition ivit]iin the scope 
of the lnw. In ('otton v. U&&itecl 8tatc&, 11 IIoiv. 220, the Supreme 
Court of the Uiiitecl St;ites st;ited thnt "I&:very sovereiig«» State is oi 
necessity a body politic, or nrtificin] person, an&1 as such cnpable of 
making contracts a»el ho]cliiig property "' '"' "'. " In 1Ielvering v. 
8toct&'holn&i& E»&1&iMa I&'!&»Ji', 203 lJ. S. 84, Ct. D. 887, C. B. XIII — 2, 
200 (10M), after having citecl B]acksto»e to the eA'ect tlint a sovereign 
i" a corpoilation, the C'o»rt sni&1: "This»iny be in the nature of a, 

legal fiction; but legal fictioiis have an appropriate phice in the admin- 
istration of tlie laiv when they are required by the demnncls of con- 
venience and justice. " In view of the foregoi»g, n State is considered 
to be a 'clomestic corpor;itio»' for purposes of section 4372(d) of 
the Cocle. 

The principle relati»g to the liability for doc»»ientary stamp tnx 
on convey&»ices of realty sold to or by a St;ite, or a political subdi- 
vision or corporate instrumentality t]iereof, set forth in M. T. 30, 
C. B. 10~0 — 1, 141, is also applicable to the cloc»mentary stamp tax on 
foreign insurance policies. &I. T. 80 holds t]int conveyance of real 
proper ty to or by n, State, or;i political subdivision or corporate instru- 
mentality thereof, are not exen&pt from the documentary stamp tax 
merely by reason of the gover»mentn] character of one of the pnrties 
to the transaction. Li]apewise, foreign insurance policies are not 
exempt from the clocument;iry stamp tiix merely by reason of the gov- 
ermnental character of one of the parties to the transaction. 

It is consiclere&1, hoivever, that a State, a political subclivision or 
an i»strument;ility tliereof, is inimu»e from linbi]ity under sectioii 
4383 of the Cocle for the doc»mentary stamp tax ii»posecl by section 
4371(1) where, in its truly governmental capacity, it acquires insur- 
ance policies from foreign insurers with respect to hazai cls, risl s, losses 
or liabilities wholy or partly w'ithin the United States. When a State, 
a political subdivision or instrumentality thereof enters into such a 
. transaction, it is presumed that it does so in the course of perforni- 
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ing an essential governmental function. In the examples given above, 
relating to policies insuring state properties against loss or damage, 
there are no facts which would overcome this presumption. 

Accordingly, it is held that the documentary stamp tax imposed 
by section 4371(1) of the Code applies to each policy of insurance 
issued by any foreign insurer to or for, or in the name of, a State, 
including its political subdivisions and instrumentalities. It is held 
further that, if such policies are purchased in the exercise of an essen- 
tial governmental function, the State is not liable for the tax, but the 
nonexempt party, the insurer or its agent, as one of the other parties 
to the transaction, is liable for the tax under the dual liability pro- 
visions of section 4383 of the Code. 

CHAPTER 35. — TAXES ON WAGERING 

SUBCHAPTER A. — TAX ON WAGERS 

SECTION 4401. — IMPOSITION OF TAX 

(Also Section 4411. ) Rev. Rul. 56 — 79 

Applicability of the taxes on wagering, imposed by sections 4401 
and 4411 of the Internal Revenue Code of 1954, to the operation 
of a "Calcutta" or similar wagering pool in connection with a golf 
tournament. 

Advice has been requested whether the taxes on wagering apply to 
the operation of a "Calcutta" or similar wagering pool by a hotel 
corporation in connection with a golf tournament which it sponsors, 
where a portion of the receipts from. the pool are retained. by the 
hotel for use in promoting the next year's tournament. 

The tournament is held annually, primarily for the favorable pub- 
licity that is derived from such an affair. The pool is operated in 
the following manner: After the qualifying play for the tournament 
has been completed and a certain number of golfers have advanced 
to the championship flight, tickets are sold to persons who then par- 
ticipate in a, drawing conducted by the hotel for the names of those 
golfers who have reached the championship flight. The hotel retains 
a percentage of the proceeds from the sale of the ticl-ets and places 
the balance in a pool. Each player whose name is drawn is then 
"auctioned" to the highest bidder. The ticket holder who had drawn 
that golfer's name receives a percentage of the price for which the 
golfer is auctioned. The hotel retains a portion of the remainder 
of the proceeds from the auction and places the balance in the pool. 
Upon completion of the tournament, the pool is divided on a percent- 
age basis among those persons to whom the winning golfers have been 
auctioned. The portion of the proceeds of the drawing and the 
auction retained by the hotel is used by it to defray the expenses of 
operating the pool and the balance is held for expenses in connection 
with a similar tournament to be held the following year. 

Section 4401 of the Internal Revenue Code of 1954 imposes on wagers 
an excise tax equal to 10 percent of the amount thereof. Section 4421 
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defines the term wager" as inclucling any wager placed in a wagering 
ool with respect to a sports event or. a contest, if such pool is conducted 
o&' p&'of& t. 

Section 4411 of the ('o(le imposes a, special t;&z of lt&50 per year to 
be paid by each person who is liable for tax under section 4401 or &vho 
is engaged i» receiving wagers for ov on beh:ilf of any person so ]iable. 

I1»cler t]ic civciii»st;i»& codes&'&'ibed, the portion of t]ie pi oceeds fro»i 
the pool whi(h is ret;ii»e(l by tl&e hotel to be app]ie(l to tlie expenses of 
a suhse&]uent tourn;&me»t & o»stitutes a pvofit from the operation of the 
pool for purposes of the ivagering t;ix. I&'»rthev»&ore& even i f the hote] 
dicl not, retiiin any povtion of the proceeds from the pool, it must be 
assumed th &t in the oper:ition of such a pool there is an expectancy of 
other benefits, such iis advertisi»g tlic estiblisln»e»t or increasing 
attend&&»ce:&t a, touvn;iment to which the& e;»e chai ge~ for admissioi&. 

It is consiclerecl that tliis expectancy of inc]iveci be»efits constit»tes 
"profit" for purposes of tl&e, w;&gering tax. I&'or a simih&r conclusion 
relating to lotteries operated by &»ei el&ants as tracle stimulators, see 
Revenue Ruli»g 5&4 — 25&6, C. 13. 1054 — 2, 401. 

Acco& clin«]y, it is he]el tl&at the dv;&wing and auction conducted by 
the hotel constitute a, w;igeri»g pool co»&lu& teel fov pvofit. The hotel 
corporation, as the opei;&for of the pool, is li;ible fov the wageri»g 
excise tax imposed by section 4401 oi the Code& con&puted at 10 percent 
of the total of the aniou»t for which the tickets for the clra&ving are so]el 
and the auiount for wliich the pl&yers are auctioned. Likewise, the 
corporation is liable for the i5&0 special taz imposecl by section 4411 
of the Cocle. I, iability for the &50 special taz is incurred also by each 
individual, inc]»din«any oScer of the corporation, who receives 
wagers for ov on its bel&a] f. 

SUBCHAPTER B, — OCCUPATIO. 'CAL TAX 

SECTIOX 4411. — IiIPOSITIOX OF TAX 

Applicability of the tazes on w;igerin«, imposed by sections 4401 
and 4411 of the I»fei nal Revenue Cocle of 1954, to t]ie operation of a, 

"Cal&utta" or similar wagerin«pool in co»»ection with a golf 
tourua»ient. See Rev. Ru]. 56 — 7'&, page 5'3". 

CHAPTER 36. — CERTAIN OTHER EXCISE TAXES 

SUBCHAPTER B. — OCCUPATIONAL TAX 0'([ COIi(-OPERATED DEVICES 

SECTIOX 446'&. — DEFIXITIOX OF COIX-OPERATED 
AMUSE. &IENT Ol& GAMIX(] DEVICE 

Rev. Rul. 56 — 130 

Two coin-operated machines have been convertecl in such a manner 
that they can be:v. tivatecl by one handle. They have separate coi» 
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slots, separate reels, and separate pap-o8 mechanisms. , and each oper- 
ates independently after they are set m motion. IIeld, a coin-operated 
machine that operates as two distinct units, except f' or a common 
handle, and whose operation is determined by the element of chance, 
is taxable as two coin-operated gaming devices, notwithstanding the 
fact that it is activated by a single handle. 

SUBTITLE E. — ALCOHOL, TOBACCO AND CERTAIN 
OTHER EXCISE TAXES 

CHAPTER 52. — TOBACCO, CIGARS, CIGARETTES, AND 
CIGARETTE PAPERS AND TUBES 

SUBCHAPTER A. — DEFINITIONS; RATE AND PAYMENT OF TAX; 
EXEMPTION FROM TAX; AND REFUND AND DRAWBACK OF TAX 

SE CTION 5702. — DE I INITIONS 

26 CFR 280. 16: Dealer in tobacco materials. Rev. Rul. 56 — 149 

An exporter of tobacco materials who has shipments consigned 
to him and who handles the tobacco to the extent of arranging 
export transportation and delivery to the proper port of exportation 
must qualify as a dealer in tobacco materials. An exporter who 
has shipments consigned by the supplier directly to the purchaser 
or consignee in the foreign country, and the shipments are made 
by the supplier directly to the export vessel or other export carrier, 
is not required to qualify as a dealer in tobacco materials. 

Advice has been requested whether an exporter of tobacco materials 
who deals solely in export shipments of such materials which are 
made direct from his suppliers to the export vessel or other export 
carrier is a dealer in tobacco materials and required to qualify as such. 

Section 5702(]) of the Internal Revenue Code of 1954 defines a 
dealer in tobacco materials as any person who handles tobacco mate- 
rials for sale, shipment, or delivery solely to another dealer in such 
materials, to a manufacturer of tobacco products, or to a foreign 
country, Puerto Rico, the Virgin Islands, or a possession of the United 
States. That section lists certain exceptions to the definition not here 
pertinent. 

It is held that where an exporter of tobacco niaterials has ship- 
ments consigned to him by the suppliers of the tobacco and it is neces- 
sary for him to handle the tobacco to the extent of arranging export 
transportation and seeing to it that the tobacco is delivered to the 
proper export vessel or other carrier, he must qualify as a dealer in 
tobacco materials. However, where the exporter has the shipments 
consigned by his suppliers directly to the purchaser or consignee in 
the foreign country and such shipments are made by the suppliers 
directly to the export vessels or other expo"t carriers, the exporter 
need not qualify as a dealer in tobacco materials. 
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SECTION 5708. — LIABII ITY FOR TAX AND METHOD OF 
PAYMENT 

Rev. Rul. 56 — 198 
Tobacco tax stamps attached to packages of cigars, cigarettes, 

or raanufactured tobacco are not required to be canceled under the 
Internal Revenue Code of 1854. 

Advice has been requested ivhether it is necessa, ry to cancel internal 
revenue tax stamps affixed to packages of tobacco products under the 
provisions of the Internal Revenue Code of 1954 and the regulations 
promulgated thereunder. 

The Regulations relating to Cigars and Cigarettes (Manufacturers, 
Importers, and Dealers) and the Regulations relating to Manufac- 
tured Tobacco (Manufacturers, Importers, and Dealers) make no pro- 
vision for the cancellation of internal revenue tax stamps affixed to 
packages of tobacco products. Such regulations do require that the 
tobacco tax stamps be securely affixed to the packages. Although 
prior regulations required tliat the stamps either be affixed in such 
manner as to seal the package or be canceled, experience has demon- 
strated that such requirements served no useful purpose, and, as of 
the effective dates of the regulations referred to above, manufacturers 
of cigars, cigarettes, and manufactured tobacco have not been required 
to cancel the internal revenue tobacco tax stamps regardless of their 
location on packages. 

26 CFR 270. 148: Stamps. 

For the method of receipting tobacco tax stamp order forms, see 
Rev. Proc. 56 — 1, page 1016. 

For instructions with respect to the preparation and distribution 
of Form 168, Order for Stamps for Large Cigars, see Rev. Proc. 
56 — 16, page 1041. 

26 CFR 270. 192: Stamps. 

For the method of receipting tobacco tax stamp order forms, see Rev. 
Proc. 56 — 1, page 1016. 

26 CFR 275. 187: Stamps. 

A new 22-ounce denomination internal revenue manufactured to- 
bacco tax stamp has been issued. See Rev, Proc. 56 — 20, page 1045. 

For the method of receipting tobacco tax stamp order forms, see Rev, 
Proc. 56 — 1, page 1016. 

26 CFR 275. 181: Stamps. 

For the method of receipting tobacco tax stamp order forms, see Rev. 
Proc. 56 — 1, page 1016. 

893474' — 56 — 85 



$ 5705. ] 536 

SECTION 5705. — REFUND OR ALLO%VANCE OF TAX 

(Also Part II, Section 2198. ) Rev. Rul. 56 — 150 

A claim for redemption of cigarette tax stamps filed by a manu- 
facturer or importer of tobacco products after the period of limita- 
tion has expired cannot be allowed, notwithstanding the fact that 
the tobacco products were held lid custody by a United States 
marshal. 

Advice has been requested whether a claim, filed after the expira- 
tion date of the statutory period of limitation. for redemption of 
cigarette tax stamps allegedly attached to cigarettes withdrawn from 
the market, can be allowed where the cigarettes were held in custody 
by a United States marsh;il. 

Tobacco tax stamps purchased prior to January 1, 1955, are subject 
to redemption under section 2198 of the Internal Revenue Code of 
1M9. This section provides, in part, tliat internal revenue tax stamps 
aKxed to packages of tobacco products withdrawn from the market 
by a manufacturer or importer may be redeemed, provided claim for 
their redemption is presented by the manufactumi or importer within 
three years after the year of issue, as indicated by the series number 
printed thereon by the Government, irrespective of the date of their 
purchase. Stamps purchased on or after January 1, 1955, are subject 
to redemption pursuant to section 5705 of the Internal Revenue Code 
of 1954, which provides that claiins must be filed within three years 
of the date of payment of the tax. 

In view of the specific provisions of the statutes, the fact that the 
tobacco products were held in custody by a United States marshal does 
not stop the running of the period of limitation set forth therein or 
extend such period. Accordingly, although the tobacco products ivith- 
drawn from the market were iield in custody by a United States mar- 
shal, a claim for retleniption of the tax stamps attached to such tobacco 
products cannot be allowed where claim therefor is filed by the manu- 
facturer or importer after the period of limitation prescribed by sec- 
tion 2198 of the 1969 Code or section 5705 of the 1954 Code, as the 
case may be, has expired. 

SUBCHAPTER B. — QUALIFICATION REQUIREIIENTS FOR MANUFAC- 
TURERS OF ARTICLES AND DEALERS IN TOBACCO MATERIALS 

SECTION 5711. — HOXD 

26 CFR 270. 156: Storage of tobacco materials. Rev. Rul. 56 — 140 
(Also Sections 275. 145, 280. 65. ) 

Requirements and restrictions placed on the storage, shipment, 
and delivery of tobacco materials. 

Advice has been requested with respect to the requirements of the 
tobacco regulations covering the storage& shipnient, and delivery of 
tobacco materials. 

Section 280. 50 of the Regulations relating to Dealers in Tobacco 
Materials exempts warehousemen from qualifying as dealers in tobacco 
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materials. However, where such a warehouseman stores tobacco mate 
rials for a dealer in tobacco materials or a manufacturer of tobacco 
products, it is necessary for such dealer or manufacturer to include 
the warehouse as an outside place of storage in connection with his 
qualification as a dealer or a manufacturer. The use of such ware 
houses as outside places of storage is permitted under the Internal 
Revenue Code of 1954 and the regulations in order to provide dealers 
in tobacco materials and manufacturers of tobacco products with 
greater freedom in their operations, and to liberalize the controls and 
requirements formerly imposed, in connection with tobacco materials 

Under the provisions of section 970. 156 of the Regulations relating 
to Cigars and Cigarettes (manufacturers, importers, and dealers) and 
section 975. 145 of the Regulations relating to Manufactured Tobacco 
(manufacturers, importers, and dealers), manufacturers of tobacco 
products are permitted certain industry operations and functions be 
yond city, town, or state lines. However, for reasons of efFective 
administration, such operations and functions are not permitted to be 
extended across internal revenue regional boundaries except in the 
case of the use of outside places of storage of tobacco materials by 
dealers in tobacco materials. A. ccordingly, a qualified dealer in tobacco 
materials is permitted to include in the premises of his establishment 
any buildings, or portions of buildings, in the same Internal Revenue 
Region, to be used by him in carrying on such business. In such case 
consolidated records must be maintained by him, at one of the build- 
ings comprising his establishment, of all tobacco materials received 
and handled under his bond and permit. A dealer in tobacco materials 
may, however, elect to exclude from the premises of his establishment 
any buildings in the same region in which his establishment is located 
which he uses merely for the storage of his tobacco materials. Such 
buildings as are excluded from the premises of his establishment must 
be shown by the dealer as outside places of storage. Under the Regula- 
tions relating to Dealers in Tobacco Materials, each such dealer is also 
permitted to cover under the bond and permit of his esta, blishment 
any warehouses in the United States as outside places of storage, pro- 
vided consolidated records of all tobacco materials received therein 
are maintained at the qualified establishment of the dealer. 

A qualified manufacturer of tobacco products may be permitted 
to include in the premises of his factory any buildings, or portions 
of buildings, in the same city, town, or village, to be used by him in 
carrying on his business. In addition, he is also permitted to cover 
under his factory bond any warehouses in the same region as his 
factory as outside places of storage. 

Outside places of storage are restricted to the storage of tobacco 
materials, including fumigation of tobacco materials. The premises 
of the establishment of a qualified dealer in tobacco materials or the 
factory of a qualified manufacturer of tobacco products can not be 
shown as an outside place of storage by other dealers or manufac- 
turers. However, a warehouse intended to be used merely as an 
outside place of storage may be qualified by a number of dealers and 
manufacturers as an outside place of storage. 

A qualified dealer in tobacco materials may show the premises 
of a warehouseman as an outside place of storage for his tobacco 
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materials. Similarly, a qualified manufacturer of tobacco products 
may show the premises of a wareliouseman located in the same region 
as his factory as an outside place of storage for his tobacco materials. 
However, where such warehouseman operates more than one storage 
warehouse in the same city, town, or village, it will be suScient for 
the qualified dealer or manufacturer to show as his outside place of 
storage the principal warehouse address of the warehouseman to 
whom the tobacco materials are shipped for storage. 

All tobacco materials stored by a dealer in the premises of his 
establishment for other qualified dealers or manufacturers of tobacco 
products should be carriecl in the records of the storing dealer and 
such tobacco materials should be shown in the records of the shipping 
dealer or manufa, cturer as having been shipped to the storage dealer. 
Similarly, when the tobacco materials are shipped out of storage, 
a record of the shipment should be made in the records of the storing 
dealer, and a record of the receipt of such materials should be made 
in the records of the dealer or manufacturer to whom shipped, when 
the tobacco materials are actually received in the latter's establisli- 
ment or factory or outside place of storage. 

In filing Form 2098, Application for Permit, required to be filed 
by every person to qualify as a dealer in tobacco materials, the appli- 
cant should appropriately set forth under Item 8 of the form the loca- 
tion of each building, or portion of a building, in the same Internal 
Revenue Region, to be included in the premises of his qualified estab- 
lishnient. The building of such establishment in which consolidated 
records of the dealer's operations will be maintained should be prop- 
erly indicated by the use of the term "Major location" or "Records 
maintained here. " 

Inquiries in regard to this Revenue Ruling should refer to the 
number thereof and should be directed to tlie appropriate Assistant 
Regional Commissioner, Alcohol and Tobacco Tax. 

26 CFR 275. 112: Amount of bond. T. D. 6170 ' 
TITI. E 26 — INTERNAL REVENUE, IG;&4. — CHAPTER I, SUBCHAPTER E, PART 276. — 

IIANUFACTURED TOBACCO — 31ANUI&ACTURERS, IiIPORTIIRS, AND DEALERS 

TREASURY DEPARTMENT 
OrrICE OF CO3IMISSIONKR OF INTERNAL REVENUE) 

lVoshi'ngton 85, D. C. 
2'o Og'cers anal I 'mployees of the Internal Revenue 8erv7'ce and Others 

Concerned: 
On January 24, 1956, a notice, of proposed rulemaking with respect 

to regulations designated as Part 275 of Title 26 (1954) of the Code 
of kederal Regulations was published in the Federal Register (21 
F. R. 544). Tlie purposes of the proposal were to prescribe that pacl-- 
ages of imported manufactured tobacco bear a warning similar to 
tliat required on packages of domestic inaufactured tobacco and to 
clarify the provisions relating to the amount of bonds. After con- 
sideration of all such relevant matter as was presented by interested 
persoiis relating to the rules proposed, the amendment to 26 CFR 
(1954) part 275, set forth below, is hereby adopted. 

i 21 I'. R. 2616. 
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P&R&oR&PH I. Section 275. 112 is amended by striking out, in the 
first sentence thereof, the words "equal to" and inserting, in lieu 
therof, the words "not less than". 

This Treasury Decision shall be effective on the first day of the 
first month which begins not less than 80 days following the date of 
publication in the Federal Re~ister. 

(This Treasury Decision is Issued under the authority contained in 
section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917; 26 
U. S C 7805) ) 

O. GoRnoN DRI. K, 
Acting Oornrnissi oner of Internal Revenue. 

Approved April 19, 1956. 
DAN THROOP SMITH& 

Special Ass& tant to the Secretary in Charge of Tax Policy. 
(Published in the Federal Register April 24, 1956) 

26 CFR 275. 145: Storage of tobacco materials. 

For requirements and restrictions regarding the storage, shipment, 
and delivery of tobacco materials. See Rev. Rul. 56 — 140, page 536. 

26CFR 280. 65: Bond. 

For requirements and restrictions regarding the storage, shipment, 
and delivery of tobacco materials. See Rev. Rul. 56 — 140, page M6. 

SUBCHAPTER C. — OPERATIONS BY MANUFACTURERS OF ARTICLES 

SECTION 5721. — INVENTORIES 

26 CFR 270. 141: Inventories. Rev. Rul. 56 — 73 
(Also 275. 181; Section 5722; 270. 143, 275. 183. ) 

Manufacturers of tobacco products are no longer required to report 
the use of tobacco materials in the manufacture of tobacco products. 
Such information has heretofore been reported in item 9 of Form 21M, 
Monthly Report — Manufacturer of Tobacco, in the case of manufac- 
tured tobacco, and in item 9 of Form 2136, Monthly Report — 18anu- 
facturer of Cigars and Cigarettes, in the case of cigars and cigarettes. 
ln lieu of reporting tobacco materials used monthly, each manuf acturer 
of tobacco products will render an inventory of tobacco materials held 
in each tobacco products factory at the close of December 81 of each 
year. Such inventories, in connection with the present monthly 
reports of tobacco materials received, lost or destroyed, and removed, 
will enable the Internal Revenue Service to determine the quantities of 
tobacco materials used in each factory during the calendar year for 
audit and statistical purposes. The taking of inventories is required 
under the authority of section 5721 of the Internal Revenue Code of 
1954 and sections 270. 141(c) and 275. 181(c) of the Regulatioiis relat- 
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ing to Cigars and Cigarettes (Manufacturers, Importers, and Dealers), 
a»tl to Manufactured Tobacco (Manufacturers, Iinporters, and 
De;ilers), respectively. 

Sectioii 11 of Revenue Procedure 55 — 12, C. B. 1955 — 2, 914, con- 

tained instructions to be followed until Foim 2136 was available for 
distribution. Therefore, since Form 2136 is now in use, Revenue 
Procedure 55 — 12, 8upra, is hereby modified by eliminating therefrom 
section 11. 

For instructions with respect to inventory required to be made by 
tobacco manufacturers of tobacco materials on hand at the beginning 
of business on January 1, 1056, see Rev. Proc. 56 — 3, page 1018. 

26 CFR 2D. 131: Inventories. 

For instructions with respect to inventory required to b'e made by 
tobacco manufacturers of tobacco materials on hand at the beginning 
of business on January 1, 1%6, see Rev. Proc. 56 — 3, page 1018. 

For requirement that an annual inventory be taken by tobacco manu- 
facturers of tobacco materials used, see Rev. Rul. 56 — t3, above. 

SECTION 5722. — REPORTS 

26 CFR 270. 143: Reports. T. D. 6156' 

TITLE 26 — INTERNAL REVENUE 1964. — CHAPTER I SUBCHAPTER E PART 210. — 
CIGA13S AND CIGABE'rrLvs — WIAXUFACTURERS, IrrPOETE33S, AND DEALERS 

Elimination of the requirement for reporting tobacco materials 
used by manufacturers of cigars and cigarettes. 

TREASUR& DEPARTitKNT, 
OFFIcE OF Co~IMIssIGNER or INrrENAL REvE~NUE, 

IVashington 88, D. C. 
To Ogcer8 and L~nployee8 of the Interna/Reveiltje 8er vice and Others 

Concerned: 
In order to eliminate the requirement in. 26 CFR (1054) part 270, 

for the monthly reporting by manufacturers of cigars and cigarettes 
of tobacco materials used in the manufacture of their products, such 
regulations are hereby aniended as follows: 

IAEAGRAPI1 1. Section 270. 143, relating to monthly reports, is 
amended by striking from the first sentence thereof, where it appears 
the first time, the word "used, ". 

Because the amendment made by this Treasury Decision relieves 
restrictions presently in the regulatior. s, it is found unnecessary to 
issue this Treasury Decision v ith notice a~nd public procedure thereoii 
under section 4(a) of the Administrative Procedure A. ct, or subject to 
the efi'ective date lilnitation of section 4(c) of said Act. 
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This Treasury Decision shall be efi'ective on the date of its publica- 
tion in the Federal Register. 

(This Treasury Decision is issued under the authority contained in 
section 7805 of the Internal Revenue Code (68A Stat. 917; 26 U. S. C. 
7805). ) 

RUSSKLI C. HARRINGTON, 
Commissioner of internal Revenue. 

Approved December 28, 1955. 
H. CHAPMAN Rosz, 

Acting 8ecret&iI'y of the Treasury. 

(Published in the Federal Register, December 81, 1955) 

(Also Section 275. 133. ) Rev. Rul. 56 — 74 

Section I of Form 2134, Monthly Report — Manufacturer of Tobacco, 
and Section I of Form 2136, Monthly Report — Manufacturer of Cigars 
and Cigarettes, provide for the reporting of tobacco materials re- 
ceived, shipped, lost, and destroyed by kinds of materials as defined 
in the Regulations relating to Cigars and Cigarettes (manufacturers, 
iipporter, and dealers) and in tlie Regulations relating to Manufac- 
tured Tobacco (manufacturers, impoIWrs, and dealers). In lieu of 
the reporting of transactions in tobacco materials in the manner in- 
dicated on the forms, such materials will be reported by manufacturers 
under the classifications of unstemmed and stemmed leaf tobacco only', 
in the manner indicated herein. Black Fat tobacco received, shipped, 
lost, and destroyed shall be included in the column relating to un- 
stemmed leaf tobacco. Perique tobacco, tobacco in process, scraps, 
cuttings, clippings, and siftings received, shipped, lost, and destroyed 
shall be included in the column relating to stenimed leaf tobacco. To- 
bacco materials acquired by the reduction of tobacco products shall be 
similarly included. Stems received into the factory or outside place 
of storage (not those accumulated from stemming operations in the 
factory) shall also be included in the column relating to stemmed leaf 
tobacco. Only those stems so received, which are thereafter lost or 

, destroyed, shall be so reported arid similarly included. All stems 
shipped to manufacturers of tobacco products, dealers in tobacco 
materials, or for purposes other than fertilizer, insecticide, or nicotine, 
shall be reported and included in the column relating to stemmed leaf 
tobacco. AVaste tobacco materials shipped, lost, or destroyed shall not 
be included in such reports. 

For requirements with respect to entries by manufacturers in their 
factory revenue record covering materials received, shipped, lost, and 
destroyed, see Rev. Rul. 56 — 76, page 548. 

For elimination of requirement that tobacco materials used in the 
manufacture of tobacco products be shown on the monthly report, see 
Rev. Rul. 56 — 73, page 539. 
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26 CFR 275. 188: Reports. T. D. 6157 ' 
TITLE 2O — INTERNAI, REVENUE, 1054. — CHAPTER I, SUBCH. )PTER E. PART 275. — 

MANUli'ACTURLi'D 'loBACCO AIANUliACTURI''RS, lail'ORTERS, AND DLi'ALERS 

Elimination of the requirement for reporting tobacco materials 
used by manufacturers of tobacco. 

TREASURT DEPARTMENT~ 
OFFICE or COMMISSIONER OF INTERNAL RFVENUE, 

'lVashington 85, D. C. 
To Officers and L& mpioyees of the InternaE Revenue 8ervice and Others 

Concerned': 
In order to eliminate the requirement in 26 CFR (1954) part 275, 

for the monthly reporting by manufacturers of tobacco, of tobacco 
nlateri;ils used in the manufacture of their product, such regulations 
are hereby amended as follows: 

PARACRAPII 1. Section 275. 188, relating to monthly reports, is 
amended by striking from the first sentence thereof, where it appears 
the first time, the word "used, ". 

Because the amendment made by this Treasury Decision relieves 
restrictions presently in the regulations, it is found unnecessary to 
issue this Treasury Decision witli notice and public procedure thereon 
under section 4(a) of the Adininistrative Procedure Act, or subject to 
the e6ective date limitation of section 4(c) of said Act. 

The Treasury Decision shall be e8ective on the date of its publica- 
tion in the Federal Register. 

(This Treasury Decision is issued under the authority contained in 
section 7805 of the Internal Revenue Code (68A. Stat. 917; 26 U. S. C. 
7805) . ) 

RUSSELL C. HARRINGTON) 
Commissioner of Internal Revenue. 

Approved December 28, 1955. 
H. CHAPMAN ROSE) 

Acting 8ecretary of the Treasury. 

(Published in the Federal Register December 31, 1955) 

For elimination of requirement that tobacco materials used in the 
manufacture of tobacco products be sho1vn on the monthly report, see 
Rev. Rul. 56-78, page 589. 

For the method of reporting tobacco materials received, shipped, 
lost, and destroyed on the monthly report of n1anufacturers of tobacco, 
Rev. Rul. 56 — 78, page 589. 

SECTION 5728. — PACKAGES, LABELS, NOTICES, AND 
STAMPS 

Rev. Rul. 56 — 17 

The legend, shown herein, required by article 5 (a). (3) of Remla- 
tions 73 and article 5(a) (3) of Regulations 76, made applicable 
to the Internal Revenue Code of 1954 by virtue of Treasury Decision 

i 20 F. R. 10155. 



[f 5723. 

60M, C. B. 1054 — 2, 47, may be omitted from cases of tobacco products 
removed from the factory, without payment of tax, for export and 
sea stores purposes, 

Requests have been received by the Internal Revenue Service for 
permission to omit the legend required by article 5(a) (8) of Regula- 
tions 73, Exportation Without Payment of Tax of Tobacco Manu- 
factures, etc, , and article 5(a) (8) of Regulations 76, Shipment or 
Delivery of Manufactured Tobacco, Snu8, Cigars, or Cigarettes for 
Use as Sea Stores Without Payment of Internal-Revenue Tax, to be 
shown on cases of tobacco products removed free of tax for export 
and sea stores purposes. 

Articles 5(a) (8) of Regulations 73 and Regulations 76 (applicable 
to the 1954 Code by virtue of T. D. 6091, C. H. 1954 — 2, 47) require 
the legend 

from export (or sea stores) 
(Name of article) 

B 
Fac. Xo. Dist. 

to be shown on cases of tobacco products relnoved free of tax for 
export or for sea stores purposes. 

Authority was granted during World War II, for reasons of mili- 
tary security, to omit the legend from cases of tobacco products 
relnoved, without payment of tax, for delivery to the Armed Forces 
of the United States, for exportation or for use as sea stores. This 
authority has not been rescinded since it has been determined that the 
legend serves no useful purpose and its appearance on such cases of 
tobacco products, which shows the kind of merchandise contained 
therein, encourages pilferage and unlawful diversion of the products. 
For the same reasons, the Rational Ofilce has, from time to time, ap- 
proved specific requests, when submitted by manufacturers, to omit 
the above legend from cases of tobacco products removed for the pur- 
poses indicated. 

In view of the above, where a manufacturer of tobacco, cigars, or 
cigarettes so desires, he may omit the legend referred to from cases 
of such products removed from his factory, without payment of tax, for 
export or for use as sea stores. However, cases of tobacco products 
so removed must be numbered for identification and accounting 
purposes. 

This arrangement conforms with the proposed new export and sea 
stores regulations, 26 CFR 290, which are now in preparation and 
are expected to be published in the near future. 

Inquiries in regard to the provisions of this Revenue Rulino should 
be directed. to the appropriate Assistant Regional Commissioner, 
Alcohol and Tobacco Tax. 

Rev. Rul. 56 — 141 26 CFR 270. 144: Packages. 
(Also Section 275. 134. ) 

Procedures applicable to the transfer of stamped (taxpaid) pack- 
ages of tobacco products from one factory to another factory, for 
the purpose of consolidating shipments of such products, are 
established. 

Advice has been requested as to the procedures to be followed in 
transferring stamped packages of tobacco products from one factory 
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to another factory producing the same kind of tobacco products, for 
the purpose of consolidating shipments thereof. 

Section 270. 144 of the Regulations relating to Cigars and Cigarettes 
(manufacturers, importers, and dealers) provides, in part, that all 
cigars and cigarettes shall, before removal, be put up by the manu- 
facturer in pa~ckages which bear the proper stamps and mark, except 
that cigars and cigarettes tr;uisferred to another manufacturer of 
such products shall be exempt from these package requirements. Sec- 
tion 270. 152 provides that a manufacturer of cigars and cigarettes 
may transfer such products, under his bond, without the payment of 
tax, to any qualified manufacturer of such products. Similar provi- 
sions are made in sections 275. 184 and 275. 141 of the Regulations 
relating to Manufactured Tobacco (manufacturers, importers, and 
dealers) with respect to manufactured tobacco. Procedures are not 
established in the regulations covering the transfer of packaged, tax- 
paid tobacco products between factories. 

Although the regulations do not provide procedures for the transfer 
of tobacco products, upon taxpayment, between factories, packages 
of tobacco products, upon which the tax has been paid and which bear 
the appropriate stamps and marks, may be received on the bonded 
premises of a tobacco factory at which the sanie kind of tobacco 
products are manufactured if, prior to such transfer, the proprietor 
of the receiving tobacco or cigar and cigarette factory has made 
application to, and received permission from, the Assistant Regional 
Commissioner, Alcohol and Tobacco Tax, for the region in which his 
factory is situated. Such application shall set forth the products and 
the kind, quantity, and, in the case of large cigars, the class designa- 
tion, to be received. If it is desired to receive a number of such ship- 
ments into the bondecl premises, the appropriate Assistant Regional 
Commissioner may grant blanket authority to the proprietor of the 
receiving factory to receive stamped (taxpaid) tobacco products 
transferred from other factories, provided the proprietor of such 
factory furnishes him, with respect to each lot or shipment received, 
the information indicated above as to kind, quantity, etc. 

For accounting purposes, the proprietor of the shipping factory 
will record the products and the tax stamps a%xed thereto in the usual 
manner. Such products and stamps should also be reported by him 
in the usual manner on appropriate monthly reports, Form 2184, 
Monthly Report — Manufacturer of Tobacco, or Form 2136, Monthly 
Report — Manufacturer of' Cigars and Cigarettes, as "Removed Tax 
Paid" and "AKxed to Packages Removed. " 

In the case of the factory receiving such taxpaid tobacco products, 
the revenue records, Form 73, record of manufacturers of cigars and 
cigarettes, and Form 74, record of manufacturers of tobacco and 
snn fF, should be modified by changing the heading of one of the unused 
colunnis to read "Received from Other Factories, " and appropriate 
entry sliould be made in this column to show tlie total quantity o7 each 
lot of stamped tobacco products received into the bonded premises 
of the factory. Such entry should be supported by an appropriate 
notation indicating the factory from whicli the tobacco products were 
received. The tax stamps involved should be taken up in the revenue 
record of the receiving factory by separate appropriate entries under 
"Stamps Purchased. " )Vhen the transferred stamped tobacco prod- 
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ucts are subsequently removed from the receiving factory, separate 
appropriate credit entries should be made in the revenue record, 
in the proper columns covering products removed taxpaid. Appro- 
priate credit entries should also be made under stamps "Used' to 
show the value of the tax stamps attached to such products removed. 

Pending revision of Forms 2184 and 2186, such tobacco products 
should be reported separately on the proper monthly report, under 
'Products Removed, " in the appropriate columns, with a notation, 
'Formerly Received. " The stamps attached to the products removed 
should be reported in the same monthly report, separately, in the 
proper columns under "Stamps A)lixed to Packages Removed. " 

(Also Section 275. 184. ) 
Stamped packages of ruanufactured tobacco, cigars, and cigarettes 

may be enclosed by manufacturers in outer containers for purposes 
of marketing and sale. 

Advice has been requested whether packages of tobacco products 
bearing the required niarks, notice, and tax stamp may be enclosed in 
outer containers. 

The Regulations relating to Cigars and Cigarettes (Manufacturers, 
Importers, and Dealers) and the Regulations relating to Manufac- 
tured Tobacco (Manufacturers, Importers, and Dealers), issued pur- 
suant to the Internal Revenue Code of 1954, do not prohibit the use 
of outer wrappers for packages of tobacco products. It is held that 
stamped packages of manufactured tobacco, cigars, and cigarettes may 
be enclosed in outer containers which may be sealed. Internal revenue 
oKcers are, of course, authorized to open such outer containers in the 
course of their inspection of tobacco products so packaged. 

26 CFR 270. 146: Mark. 
(Also Section 275. 185; Section 295. 54. ) 

Rev. Rul. 56 — 75 

The permit number of a tobacco manufacturer should be complete 
wherever used, including the tct. ter "C" or "T" to indicate the kind of 
business covered, the number assigned to the factory, and the name 
of the state in u hich the factory is located. 

Advice has been requested with respect to the appropriate method of 
showing the permit number of a tobacco manufacturer on packages of 
tobacco products, and in reports, inventories, and other documents 
fried with the Internal Revenue Service and other governmental 
agencies. 

Section 270. 146 of the Regulations relating to Cigars and Cigarettes 
(manufacturers, importers, and dealers) provides, in part, that every 
package of cigars and cigarettes subject to tax shall, before removal, 
have legibly imprinted thereon, or on a label securely aKxed thereto, 
ihe name and location of the manufacturer, or his permit number. Sec- 
tion 275. 185 of the Regulations relating to Manufactured Tobacco 
(manufacturers, importers, and dealers) sets forth similar require- 
ments with respect to packages of manufactured tobacco subject to 
tax. Also, section 295. 54 of the Regulations relating to Removal of 
Tobacco Products and Cigarette Papers and Tubes, without Payment 
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of Tax, for use of the United States, makes a similar requirement with 
respect to tobacco products removed for the use of the United States. 
The regulations require the prepai ation and filing of various forms 
which call for the insertion of the manufacturer's permit number. 

wherever the permit number of a tobacco manufacturer is required 
to be shown, it should be complete and should include (1) the letter "C" or "T" to indicate the kind of business in which the manufacturer 
is engaged, t. e. , manufacturer of Cigrars, Cigarettes, or Tobacco, (2) the 
numerals indicating the number assigned to the factory by the Assist- 
ant Regional Commissioner, Alcohol and Tobacco Tax, and (3) the 
name of the state, or proper abbreviation thereof, in which the factory 
is located, as for example: 

Permit No. C-4978, Va. , or 
Permit T-9979-Texas. 

Inquiries in regard to this Revenue Ruling should refer to the num- 
ber thereof and should be directed to the appropriate Assistant Re- 
gional Commissioner, Alcohol ancl Tobacco TPax. 

Rev. Rul. 56 — 113 26 CFR 270. 149: ASxture of stamps. 
(Also Section 275. 138. ) 

The Regulations relating to Cigars and Cigarettes' (manufacturers, 
importers, and dealers) and relating to Manufactured Tobacco (man- 
ufacturers, importers, and dealers) specify denominations of internal 
revenue stamps available for the payment of taxes on cigars, cigarettes, 
and manufactured tobacco, and provide that every manufacturer 
shall, before removal of such products subject to tax, securely aux to 
each package one or more stamps of such proper class and denomina- 
tions as will fully taxpay the contents of the package. Held, since the 
Internal Revenue Code of 1054, and the pertinent regulations, do not 
prescribe or restrict the quantities of tobacco products which may be 
put up in packages for domestic sale or consumption, packages of 
various sizes may be approved for such tobacco products so long as 
sufhcient tax stamps are affixed to the packages to fully taxpay the 
contents. For example, a manufacturer of cigars may package such 
products 60 to a package and aux thereto two internal revenue cigar 
tax stamps, one of denomination 50 and one of denomination 10, of 
the proper. class& in payment of the tax thereon. 

(Also 275 138 ) Rev. Rul. 56-111 
Internal revenue tobacco tax stamps may be affix at any location 

on the package containing ci-ars, cigarettes, or manufactured 
tobacco. 

A question has arisen with respect to the location, under the new 
tobacco regulations, of tobacco tax stamps on packages of cigars, 
cigarettes, and manufactured tobacco. 

The Regulations relating to Cigars and Cigarettes (manufacturers, 
importers, and dealers) provide that manufacturers and importers 
of cigars and cigarettes shall, before removal subject to tax, securely 
a6x to each package of such products one or more stamps of such 
proper class and denominations as will fully taxpay the contents of 
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the package, A similar provision is contained in the Regulations 
relating to Manufactured Tobacco (manufacturers, importers, and 
dealers) with respect to manufactured tobacco. 

It is held that the required. internal revenue tobacco tax stamps 
may be aKxed at any location on the package as desired by the man- 
facturer or importer, provided the stamps are securely aKxed. 

(Also Section 275. 138. ) Rev. Rul. 56 — 142 

A question has arisen whether the placing of a loose internal reve- 
nue tobacco tax stamp inside a clear plastic package, so that it will 
be held in place by the cigars pressing down on the stamp, may be 
interpreted to be "securely aKxed to the package" within the meaning 
of the regulations. Under the provisions of section 270. 149 of the 
Regulations relating to Cigars and Cigarettes (manufacturers, im- 
porters, and dealers) and section 275. 138 of the Regulations relat- 
ing to Manufactured Tobacco (manufacturers, importers, and 
dealers), the internal revenue tax stamps used for payment of the 
tax on tobacco products must be securely aKxed to each package. 
Held, the placing of a loose stamp inside a package so that it will 
be held in place by the tobacco products pressing down on the stamp 
(which would thereafter be available for reuse) does not satisfy 
the requirements of the regulations that the stamp be securely aKxed 
to the package and is not permitted. 

26 CFR 275. 134: Packages. 

For the transfer of stamped packages of manufactured tobacco from 
one factory to another, see Rev. Rul. 56 — 141, page 548. 

Stamped packages of tobacco products contained in outer wrappers. 
See Rev. Rul. 56 — 194, page 545. 

26 CFR 275. 135: Mark. 

For method of showing the permit number of a tobacco manuf acturer 
on packages, reports, etc. , see Rev. Rul. 56 — 75, page 545. 

26 CFR 275. 188: AKxture of stamps. 

Sizes of packages which may be approved for the packaging of 
manufactured tobacco. See Rev. Rul. 56 — 118, page 546. 

For the method of aKxing tobacco tax stamps to packages of 
tobacco, see Rev. Rul. 56 — 114, page 546. 

Placing of loose tobacco tax stamp inside a package of tobacco 
products. See Rev. Rul. 56 — 142, page 547. 
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26 CFR 295. 54: Mark. 

For method of shoxving the permit number of a tobacco manufac- 
turer on packages, reports, etc. , see Rev. Rul. 56 — 75, page 545. 

SUBCHAPTER D. — OPERATIONS BY DEALERS IN TOBACCO MATERIALS 

SECTION 5781. — SIIIPMEXTS AND DELIVERIES 
RE STRICTL'D 

26 CFR 280. 120: Restrictions on handling, ship- Rev. Rul. 56 — 148 
ment, and delivery of tobacco materials. 

A' tobacco material processed into rolls for use as a binder in 
the manufacture of cigars is cousidered as tobacco material and 
may be handled by a dealer in tobacco materials. 

Advice has been requested whether tobacco processed into rolls 
for use as a, binder in the manufacture of cigars may be produced 
and handled by clealers in tobacco materials. 

Section 280. 120 of the Regulations relatiug to Dealers in Tobacco 
Materials provicles that a dealer iu tobacco materials may handle 
such nraterials in any manner, provided he cloes not package them 
for consumption by smoking or for use in the mouth or nose. Section 
280. 88 includes 'tobacco iZ process" as a part of the definition of 
tobacco materials. 

The tobacco binder is considered to be a form of tobacco material 
suitable for use in the manufacture of a, tobacco product (cigars). 
Tobacco materials may be lraudled by a person ivho qualifies as a 
clealer in tobacco materials. Accordingly, tobacco processed into 
rolls for use as a binder in the manufactur~e of cigars may be pro- 
duced and lranclled by dealers in tobacco materials. For accounting 
purposes, such inaterial should be regarded as stemmed leaf tobacco 
and should be so reported on the records of the dealer and of the 
person to vvhom such tobacco materials are shipped. 

SUBCHAPTER E. — RECORDS OF MANUFACTURERS OF ARTICLES AND 
DEALERS IN TOBACCO MATERIALS 

SECTION 5741. — RECOI'DS TO BE MAINTAINED 

26 CFR 270. 142: Record. Rev. Rul. 56 — 76 
(Also Section 275. 182. ) 

A uniform procedure is established for the lreepin, of tobacco, 
cigar, and cigarette factory records on Forms 73 — Part 1, 73 — Part 
2, and 74, with respect to tobacco ntaterials received, shipped, lost, 
and destroyed. 

The Internal Revenue Service has found it necessary to establish 
a uniforin method for the keeping of factory revenue records o» 
I& orm 78 — Part 1, Book to be Kept by Manufacturers of Large Cigars, 
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Form 73 — Part o, Book for Use by Manufacturers of Small Cigarettes, 
Large Cigarettes, or Small Cigars, and Form 74, Book to be Kept 
by Manufacturers of Tobacco and SnufF, since such forms do not 
provide columns for recording all such entries of each specific kind 
of tobacco materi;lls. Accordingly, the following instructions are 
issued: 
' 

With respect to records to be kept on Forms 73 — Part 1 and 73 — Part 
9, Black Fat tobacco received, shipped, lost, and destroyed shall be 
included in the columns relating to unstemmed leaf tobacco and en- 
tered. in the appropriate colun(ns (debit or credit) so designated. 
Perique tobacco received, shipped, lost, and destroyed shall be included 
in the columns relating to stemmed leaf tobacco and entered in the 
appropriate columns (debit or credit) so designated. Tobacco in 
process, as well as siftings, received, shipped, lost, and destroyed shall 
be included under scraps, cuttings, and clippings, and entered in the 
appropriate columns (debit or credit) so designated. Tobacco mate- 
rials acquired by the reduction of cigars or cigarettes to materials 
slrall be similarly recorded, with the notation "Acquired by reduc- 
tion of product. " Stems received into the factory or outside place 
of storage (not those accumulated from stemming operations in the 
factory) shall also be included under 8crups, cuttings, and clippings 
and entered in the debit column of such materials received. If such 
stems are thereafter lost or destroyed, they shall be similarly included 
and entered in the credit column of scraps, cuttings, and clippings 
shipped. All stems shipped to manufacturers of tobacco products or 
dealers in tobacco materials, or for purposes other than fertilizer, 
insecticide, or nicotine, shall be entered in the credit coluinn desig- 
nated "Stems or Waste" shipped, but the designation of such column 
-:hall be changed to read "Stems Shipped to %manufacturers, Dealers, 
Etc, " Waste tobacco materials shipped, lost, or destroyed need not 
be recorded. With respect to an entry covering the loss or destruc- 
tion of tobacco materials, which is required to be entered in the fac- 
tory revenue records, a notation showing the nature of the loss, etc. , 
shall be made in the column designated "To Whom Shipped or De- 
livered, " in the case of Form 73 — Part 1, or in the column designated 
'To 0 horn Shipped, " in the case of Form 73 — Part 2. 

AVith respect to Form 74 maintained by manufacturers of tobacco 
and snufF, Black Fat tobacco received, shipped, lost, and destroyed 
shall be included in the columns relating to un8temmed leaf tobacco 
and entered in the appropriate columns (debit or credit) so desig- 
nated. Perique tobacco received, shipped, lost, and destroyed shall 
be included in the columns relating to 8temmed leaf tobacco and en- 
tered in tbe appropriate columns (debit or credit) so designated. 
Siftings received, shipped, lost, and destroyed shall be included under 
scraps, cutting8, and clippings and entered in the appropriate columns 
(debit or credit) so designated. Tobacco materials acquired by the 
reduction of manufactured tobacco to materials shall be similarly 
recorded, with the notation "Acquired by reduction of product. " 
Only those stems received into the factory or outside place of storage 
(not those accumulated from stemming operations in the factory) 
shall be entered in the debit column designated "Tobacco Stems for 
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Manufacturing Purposes" received, and such designation shall be 
changed to read "Tobacco Stems. " If such stems are shipped to 
manufacturers of tobacco products, dealers in tobacco materials, or 
for purposes other than fertilizer, insecticide, or nicotine, or are lost 
or destroyed, they shall be entered in the credit column designated 
"Tobacco Stems For Manufacturing Purposes" shipped, and the des- 
ignation of such column changed to read "Tobacco Stems Shipped 
to Manufacturers, Dealers, L~'tc. " Also, those stems accumulated 
from stemming operations within the factory which are shipped to 
such manufacturers, dealers, or for purposes other than fertilizer, 
insecticide, or nicotine, shall be entered in such column. Waste to- 
bacco materials shipped, lost, or destroyed need not be recorded. 
With respect to an entry covering the loss or destruction of tobacco 
materials, a notation showing the nature of the loss, etc. , shall be 
made in the column designated "To Whom Shipped or Delivered. " 
Licorice, sugar, gum, and substances other than tobacco, received or 
removed, are not required to be recorded. 

Inquiries in regard to this Revenue Ruling should refer to the 
number thereof and should be directed to the appropriate Assistant 
Regional Commissioner, Alcohol and Tobacco Tax. 

26 CFR 275. 132: Record. 

For entries to be made on Form 74, Hook to be Kept 4y Manufac- 
turers of Tobacco and Snu8, with respect to tobacco materials, see 
Rev. Rul. 56 — 76, page 548. 

SUBCHAPTER F. — GENERAL PROVISIONS 

SECTION 5752. — RESTRICTIONS RELATING TO USED 
LABELS, STAMPS, AND PACKA~CES 

26 CFR 270. 149: AfFixture of stamps. Rev. Rul. 56 — 295 

The Internal Revenue Service has received numerous inquires rela- 
tive to possible violation of the law where internal revenue stamps 
are aSxed to the backs of packages of cigarettes since the stamps will 
not be broken or damaged when opening the package. Section 5752 
of the Internal Revenue Code of 1M4 provides that no person shall 
empty any package of cigarettes without destroying the internal rev- 
enue stamp thereon. While the statutory requirement is mandatory, 
the penal and civil provisions of Sections 5762(b) and 5761(a) are 
enforced only where the failure to destroy the staInp is willful or with 
intent to defraud the revenue. There is no requirement that the stamp 
be broken upon opening a package of cigarettes. Since the law does 
not specify the particular location on packages where stamps nrust 
be aAixed, the placing of the stamp on the b~ack of the package of 
cigarettes does not contravene the law. See Rev. Rul. 56 — 114, page 546 
of this Bulletin. 
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CHAPTER 53. — MACHINE GUNS AND CERTAIN OTHER 
FIREARMS 

SUBCHAPTER A. — TAXES 

PART I. — SPECIAL (OCCUPATIONAL) TAXES 

SECTION 5801. — TAX 

o6 CFR 170. 50: Geogiaphical scope of tax. 
(Also Sections 5811, 170. 05. ) 
( also I'art II; Federal Firearms Act, Sec- 

tion 9(a. ); 315. 40. ) 
Section 5801 of the Internal Revenue Code of 1054 provides that on 

first engaging in business, and thereafter on or before the first day of 
July of e~ach year, every importer, manufacturer, and dealer in fire- 
arms sliall pay a special (o'ccupa~tional) tax nt the rate specified 
therein. Section 5811 of the Code provides that there shall be levied, 
collected, and paid, a tax at the rate specified therein on firearms trans- 
ferred in tlie United States. Section 9(a) of tlie Federal Firearms 
Act, 15 U. S. C. 00&(a), makes it unlawful for any manufacturer or 
dealer, except a manufacturer or de;Iler having a license issued under 
section 3 thereof, to transport, ship, or receive any firearin or ammu- 
nition in interstate or foreign commerce. A question lias arisen v ith 
respect to the application of these la&vs in the case of persons engaged 
in the business of selling firearins ivhich remain in customs bond. 
Field, the transfer tax on firearins imposed under section 5811 of the 
Code is not applicable to the constructive transfer of firearms in cus- 
toms territory. However, the transfer of legal title to fiirearnis is 
equivalent to a sale thereof and any person engaged, ivithin the United 
States, in the business of selling firearms held or stored in customs 
territory, or in transit through such territory, (1) incurs liability under 
section 5801 of the Code for the special (occupational) tax as a dealer 
in firearms and (2) must be properly licensed as an importer (manu- 
facturer) or dealer under section 6(a) of the Federal Firearms Act, 
15 U. S. C. 908, I Stat. 1251, if such firearms are transported, shipped, 
or received in interstate or foreign commerce under customs bond. 

PART 11. — TRANSFER TAX 

SECTION 5811. — TAX 
26 CF R 179. 95: Scope of tax. 

Liability for tlie transfer tax on firearms shipped in customs bond. 
See Rev. Rul. 56 — 166, above. 

393474' — 55 — 36 
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PART IV. — OTHER TAXES 

SUBCHAPTER B. — GENERAL PROVISIONS 

SECTION 5848, — DEFINITIONS 

Rev. Rul. 56-28 26 CFR 179. 20: Firearm. 
Also 179. 40. ) 
Also Part II, Federal Firearms Act, , Section 

1; 26 CFR 315. 27. ) 
The Internal Revenue Service has had occasion to examine a device, 

identified as a "Molgun, " which is made of an aluminum casting, ap- 
proximately 6I/4 inches in overall length and 5 inches in breadth, 
including a barrel housing, an exposed fiiring mechanism, and a remov- 
able insert chamber of 12-gauge bore. It is ostensibly designed to be 
set as a trap for small pests. This device has been test fired using a 
12-gauge fixed shotgun shell loaded with No. 8 shot and found to per- 
form satisfactorily with no structural damage to the device being 
incurred. Held, since the Molgun is capable of chambering and firing 
fixed shotgun shells and of being concealed on the person, such device 
is considered to be a firearm within the purview of the National Fire- 
arms Act (section 5848(l) and (5) of the Internal Revenue Code of 
1954) and within the purview of the Federal Firearms Act (15 U. S. C. 
901(3) ), and is subject to the regulatory provisions thereof. 

(Also Part II, Federal Firearms Act, Section 
1; 26 CIi R 315. 27. ) 

A tear gas gun designed to expel only a gas or mist, and not capable 
of firing a shot or projectile, is not considered a firearm under either 
the National or Federal Firearms Act. If any such device is capable 
of firing other than the shells or cartridges designed for use there- 
with, such as fixed metallic cartridges or shotgun shells, it is a fire- 
arm within the purview of the National and/or Federal Firearms Act 
depending upon the physical characteristics of the individual weapon. 

A. dvice has been requested ivhether small caliber guns which fire 
cartridges loaded with tear gas or a similar substance are subject to 
the provisions of the Federal Firearms Act or the National Firearnis 
Act (Chapter 53 of the Internal Revenue Code of 1954). 

Section 1 of the Federal Firearms Act, 15 U. S. C. 901, defines a fire- 
arm as "any weapon, by ivhatever name known, which is designed to 
expel a projectile or projectiles by the action of an explosive and a 
firearm muSer or firearm silencer, or any part or parts of sucli weapon. " 

Section 5848(l) of the Internal Revenue Code of 1954 defines a fire- 
arm as "a shotgun or rifie having a barrel of less than 18 inches in 
length, or any other weapon, except a pistol or revolver, from which a 
shot is discharged by an explosive if such weapon is capable of being 
concealed on the person, or a machine gun, and includes a muSer or 
silencer for any firearm whether or not such firearm is included within 
the foregoing definition, but does not include any rifie which is within 
the foregoing provisions solely by reason of the length of its barrel if 
the caliber of such rifle is . 22 or smaller and if its barrel is 16 inches or 
more in length. " 
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The classification of a weapon within tile category of a firearm is 
dependent upon several conditions, as iiidicated in the above definitions 
of a "firearm, " and the physical exaniination of the individual device 
is usually required to forniulate a definite opinion. Xlowever, if a tear 
gas gun is designed to expel only a gas or other mist rather than a sliot 
or a projectile, such a device is not classified as a fiirearm under either 
the Xational o~r Federal Firearms Act. If such a clevice is capable of 
firing other than the shells or cartrid& es designed for use therewith, 
sucli as fixed nietallic cartriclges or shotgun shells, it is a firearm within 
the purview of the National ~and/or Federal Firearins Act, depending 
upon the individua, l characteristics of the device. For example, see 
Revenue Ruling 55 — 529, C. H. 1&955 — 2. 482, which classifies two wea- 
pons, designed to expel a gas mist but chanibered to accommodate fixed 
shotg~un sliells or pistol o~r revolver anmnmunition~ as firearms. 

(Also Part II, Federal Firearms Act, Section 1; Rev. Rul. 56 — 47 
Section 315. 27. ) 

The Internal Revenue Service has had occasion to examine and test 
a device identified as a, "Protect-O-Lite, " ostensibly designed to fire 
two . 38 caliber gas shells siniiiltaneously and to serve also as a Rush- 
light, for the purpose of determining its classification under the Na- 
tiona~l Firearms Act (section 5848 of the Internal Revenue Code of 
1954) and the Federal Firearnis Act (15 U. S. C. 901). Examination 
disclosed that the device is 9&/~ inches in overall length and is heavily 
constructed of magiiesiuni aluminum alloy and steel. It employs a 
unique firing mech~anism enclosed within the forward end, or head, of 
tlie Hashliglit. Two "barrels, " with . 38 caliber insert chambers con- 
structed of nickel-chroine plated steel, are enclosed within the face 
plate directly above the refiector. The chambers niilst be removed for 
loading and the device may be satisfactorily aimed by directing a beam 
of light at the target. Tliis clevice was test fired usnig . 38 cahber, 146 
grain waclcutter bullets and was found to perform satisfactorily ivith 
no structural damage to the device being incurred. HeM, the Protect- 
0-Lite is a firearm within the purview of the Xational I&'irearms A. ct 
aud the Federal Firearms Act and is subject to the regulatory provi- 
sions thereof. 

Rev. Rul. 56-195 

The Internal Revenue Service has had the occasion to examine a 
Remington rolling-block carbine of 7 mm. Mauser t aliber converted 
into a 41/4 pound hand-gun type weapon chainbered for the . 257 
Roberts rifie cartridge, with a 91/s inch barrel. E/eM, this weapon is a 
firearm as defined iii section 5848(1) of the Internal Revenue Code 
of 1954, and, accordingly, it is subject to the regulatory provisions of 
the Xational Firearnis Act (Chapter 53 of the Code). 

26 CFR 179. 35: Pistol. Rev. Rul. 56 — 296 

The Internal Revenue Service classifies a . ~2 caliber single shot 
jnatch pistol ivith a five inch barrel, a . 22 caliber single shot dueling 
pistol ivitli a 0'/s inch barrel, and a . "' caliber single shot weapon 
with a 10 inch barrel. 
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The question has arisen whether the three types of weapons de- 
scribed herein are firearms for purposes of the National Firearms 
Act (Chapter 53 of the Internal Revenue Code of 1954). The 
weapons are' as follows: 

(1) A . 22 caliber "Powermaster, " single shot match pistol, having 
a five inch barrel; 

(2) A . 22 caliber "Hamilton, " single shot dueling pistol, having 
a 6&/s inch barrel; and 

(8) A . 22 caliber "Horse Pistol, " single shot, having a 16 inch 
barrel. 

Section 5848(1) of the Internal Revenue Code of 1954 defines a 
firearm as follows: 

The term "firearm" means a shotgun or riQe having a barrel of less than 18 
inches in length, or any other weapon, except a pistol or revolver, from which 
a shot is discharged by an explosive if such weapon is capable of being con- 
cealed on the person, or a machine gun, and includes a mufiier or silencer for 
any Qrearm whether or not such Qrearm is included within the foregoing defi- 
nition, but does not include any rifle which is within the foregoing provisions 
solely by reason of the length of its barrel if the caliber of such rifie is . 22 or 
smaller and if its barrel is lfi inches or more in length. 

Section 179. 85 of the Regulations relating to Machine Guns and 
Certain Other Firearms defines a pistol as follows: 

"Pistol" shall mean a small projectile weapon having a short one-hand stock 
or butt at an angle to the line of the bore and a short barrel or barrels, designed, 
made and intended to be aimed and fired from one hand. The term shall not 
include gadget devices, guns altered or converted to resemble pistols, or small 
portable guns erroneously referred to as pistols, such as: Nazi belt buckle pistol, 
glove pistol, or one-hand stock guns, fixed shotgun or fixed riQe ammunition. 

The "Powermaster" and "Hamilton, " identified above in items (1) 
and (2), are small projectile weapons each having a short barrel, a 
short one-hand stock at an angle to the line of the bore, employing an 
"action" susceptible but not confined to use in either a single shot pistol 
or rifie, and designed to be aimed and fired from the hand. Accord- 
ingly, such pistols are not firearms ivithin the intent of section 5848 
of the Code. 

The "Horse Pistol, " identified above in item (3), although partially 
meeting the foregoiny criteria, being popularly but improperly re- 
ferred to as a "pistol, ' is not a pistol within the meaning of section 
179. 35 of the regulations due to the length of its barrel. More spe- 
cifiically, it is a gun designed to be held in one hand when fired and 
having a barrel of 12 inches or more but less than 18 inches in len~&h 
from which only a single discharge can be made without manual 
reloading. Accordingly, the "Horse Pistol" is held to be a firearm 
within the purview of the National Firearms Act and is subject to the 
regulatory provisions thereof. The special (occupational) tax imposed 
on manufacturers and dealers in firearms of this classification is @5 
per year and $1 per year, respectively. The rate of tax applicable to 
the transfer of firearms of this classification is $1. See sections 5801 
and 5811 of the Code. 

26 CFB 179. 40: Shotgun. 

For classification of a "Molgun" designed ostensibly to be set as a 
trap for small pests, see Rev. Rul. 56 — 28, page 552. 
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SUBTITLE F. — PROCEDURE AND ADMINISTRATION 

CHAPTER 61. — INFORMATION AND RETURNS 

SUBCHAPTER A. — RETURNS AND RECORDS 

PART I. — RECORDS, STATEMENTS. AND SPECIAL RETURNS 

SECTION 6001. — NOTICE OR REGULATIONS REQUIRING 
RECORDS, STATEMENTS, AND SI ECIAL RETURNS 

(Also Sections 4081, 4001. ) Rev. Rul. 56 — 260 

Aeceptabilitv of Inicrofilin reproductions of records of companies 
liable for manufacturers excise taxes on gasoline and lubricating 
oil. 

Advice has been requestecl ivhether the retention of only microfilm 
reproductions of records by conipanies liable for manufacturers ex- 
cise taxes on. gasoline and lubricating oil, imposed by sections 4081 
and 4001 of the Internal Revenue Code of 1054, nieets the record 
keeping requirements of the law and regulations. 

Section 6001 of the Code provides that every person liable for any 
tax imposed by the Code, or for the collection thereof, shall keep such 
records, render such statements, m;ike such ret. urns, and comply with 
such rules and regulations as the Secretary of the Treasury or his 
delegate may from time to time prescribe. 

Pursuant to the provisions of section 314. 62 of Regulations 44, 
made applicable to the 1054 Code by Treasury Decision 6001, C. B. 
1954 — 2, 47, every person required to file a return and pay tax on the 
sale or use of gasoline or lubricating oil must keep accurate and com- 
plete records and accounts with respect to such sale or use, together 
with duplicate returi. s. Records are required to be maintained in 
such a nianner as to show: 

(1) Quantity on hand at beginning of month; 
(2) Quantity produced during the nionth; 
(8) Quantity purchased tax free; 
(4) Quantity purchased tax paid; 
(5) Quantity sold tax free; 
(6) Quantity sold subject to tax; 
(7) Quantity used in production of other taxable commodities; 
(8) Quantity used otherwise; 
(0) Actual wastage, evaporation, and other losses, etc. ; and 
(10) Quantity on haiid at end of month. 

In I. T. 3866, C. B. 1047 — 2, 68, the Internal Revenue Service pointed 
out that it would be undesirable and impracticable to attempt to make 
income tax determinations on the basis of microfilm reproductions of 
general books of account, such as cash books, journals, voucher reg- 
isters, ledgers, etc. It was held, however, that no objection will be 
interposed to the retention by taxpayers of only microfilm reproduc- 
tions of supporting records of details, such as payroll records, cancelled 
checks, invoices, vouchers, etc. , provided: (1) the taxpayer will retain 
microfilmed copies so long as the contents thereof may become material 
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in the administration of any internal revenue law; (2) the taxpayer 
will provide appropriate facilities for preservation of the films and 
for the ready inspection and location of the particular records, in- 
cluding a projector for viewing the records, in the event inspection 
is necessary for tax purposes; and (3) the taxpayer will be ready to 
make any transcriptions of the information contained on the micro- 
film which may be required. 

Consistent with the policy stated in I. T. 3866, supra, it will be per- 
missible for a company, liable for tax on gasoline or lubricating oil, 
to retain microfilm reproductions of supporting records, for example, 
(1) invoices showing transactions with customers and suppliers, (2) 
transfer invoices recording transactions within the company, and (3) 
exemption certificates and other documents supporting tax-free and 
noni:axable transactions. Permission to retain only microfilm repro- 
ductions of such, supporting records is predicated upon the compliance 
by the company with the three conditions enumerated in I. T. 3866 
regarding the retention, viewing, etc. , of the microfilm reproductions. 
Iiowever, it will not be permissible for such a company to retain only 
microfilm reproductions of general books of account containing the 
type of information specified in section 314. 62 of Regulations 44. 

26 CFR 31. 6001 — 5; Additional records in con- 
nection with 'collection of income tax at 
source on ~ages. 

Regulations under the 1954 Code with respect to withholding of 
income tax on amounts paid to employees after December 31, 1955, 
under wage continuation plans. See T. D. 6155, page 493. 

PART II. — TAX RETURNS OR STATEMENTS 

SUBPART A. — GENERAL REQUIREMENTS 

SECTION 6011. — CENERAL REQLIIREMENT OF RETURN, 
STATEMENT, OR LIST 

(Also Sections 4001, 4011, 4021, and 4031. ) Rev. R. ul. 56 — 261 

The Internal Revenue Service sets forth procedures Ivhereby a 
retailer of articles subject to the retailers excise tax may compute 
and prepay the tax at the time the taxable articles are purchased, 
rather than when they are sold. 

The Internal Revenue Service has received many requests froin re- 
tailers of articles subject to Federal retailers excise tax that they be 
permitted to compute and prepay the tax at the time the taxable 
articles are purchased from their suppliers, rather than when they are 
sold. These requests are made for the most part by retail establish- 
ments where the sales of taxable articles comprise only a minor part 
of their business. Such retailers contend that such a procedure would 
simplify record keeping. 
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Retailers ezcise taxes are imposed by sections 4001, 4011, 4021, ancl 
4081 of the Internal Revenue Code of 1954 upon tl&e sale at &. etail 
of jewelry and related ite1ns, furs, toilet prepnrations, and luggage, 
handbags, etc. , respectively. 

The incidence of the above taxes is upon the snle of the articles at 
retail. However, the Service will interpose no objection to the con1- 
lrutation and prepayment of the taz nt the time the taxable articles are 
purclrnsed by the retailer, provided (1) the taz so prepaid is computed 
on the established retail sale price of the nrticles; (9) the tax ap- 
plicable to the retail sale price of any taxable articles on hand at the 
beginning of the period for which the prepayment plan is adopted 
is included in the Form 720, Quarterly Federal Ezc&se Tax Return, 
filed for tlrat period; (8) the ~retailer maintains (a) an accurate record 
of the inventory upou which tnx is prepaid when the plan is adopted 
and (b) an accurate record of all taxable articles purchased by him 
showing the date of purchase and the purclrase prices, as vvell as a rec- 
ord of the mnrk-up over purchase price used in arr~iving at the es- 
tablished retail price in each case; and (4) the prepayu&ent method 
is used with respect to all articles subject to taz which he purchases 
for sale at retail. 

Occasions may arise where, subsequent to the time of prepayment 
of taz under this plan, articles~ vvill be sold at prices hi~~her than those 
used as a basis for computing the tax prepnyn&ent. In such cases, the 
additional tax resulting fron& the increase in retail sale prices must be 
included in the quarterly return for the period in which the articles 
are sold. 

On the other hand, there may be occn, sions m here there vvill be excess 
prepnyu&cuts of tax for which a credit or refund will be allowable. 
Such excess prepayments might arise from the sale of articles at prices 
lower than the established retail prices upon which the prepayment 
wns based, from a reduction in the applicable tax rate, or from the 
loss, rlestruction, or return to suppliers, of articles upon vvhich taz 
has been. prepaid. Interest will not be allovved upon such excess 
prepayments. 

Fach retailer mho desires permission to prepay tnz at the time of 
purchase of taxable articles, based upon the established retail sale 
price of the articles, should file a request in writing with his local 
District Director of Internnl Revenue describing fully the nnture of 
his business and the kinds of taxable articles handled. Prepayment of 
the taz by the retailer under this procedure should not be commenced 
until approval has been received from the District Director. Ap- 
proval by District Directors of such requests v ill be conditioned upon 
the acceptance by the retailer of the requirements set forth herein and 
of the responsibility for maintaining such records nnd accounts as mill 
enable internal revenue oKcers to determine whether the correct 
amount of tax has been paid to the Government. 

Acceptable substitutes for Form Nln, "Continuation Sheet For 
Form 941, N1VI, or N3. " See Rev. Proc. 56 — 10, page 1026. 
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SUBPART B. — INCOME TAX RETURNS 

SECTION 6012. — PERSONS REQUIRED TO MAKE RETURNS 
OF INCOME 

Rev. Rul. 56-22 (Also Section 1402. ) 
An income tax return, Form 1040, not accompanied by s prescribed 

power of attorney constitutes a valid return within the meaning of 
section 6012 of the Internal Revenue Code of 1954 when signed and 
filed bv a wife on behalf of her mentally incompetent husband while 
she is managing his property prior to the appointment of a legal 
guardian. 

Income derived from the husband's business, while it is managed 
by his wife during his disability before the appointment of a legal 
guardian, constitutes self-employment income to the husband within 
the meaning of section 1402 of the Internal Revenue Code of 1954. 

Advice has been requested whether a wife can execute a valid income 
tax return on behalf of her husband while he is confined to a mental 
institution and before he is adjudicated to be of unsound mind (legally 
incompetent). Advice has also been requested whether income derived 
from the husband's business during such period, while it is managed 
by his wife in his behalf, constitutes self-employment income to the 
husband within the meaning of section 1402 (b) of the Internal Revenue 
Code of 1954. 

In the instant case, the husband, being unable to manage his own 
a6'airs, was committed to a mental institution and was subsequently 
adjudicated of unsound mind, at which time his wife was appointed. 
legal guardian of his estate. During the period between the hus- 
band's commitment and his adjudication as being of unsound mind 
and while he was a patient in the mental institution, his business was 
operated by his wife. During such period, an income tax return, 
Form 1040, was signed and filed by the wife on behalf of the husband, 
without the benefit of a power of attorney from the husband. The 
return contained a notation to the efi'ect that the self-employment 
income was not reported for the husband because he was mentally 
incompetent and because the business had been managed by his wife. 

Section 6012(b) (2) of the Internal Revenue Code of 1954 provides 
that "If an individual is unable to make a return * * * the return 
of such individual shall be made by a duly authorized agent, his com- 
mittee, guardian, fid. uciary or other person charged with the care 
of the person or property of such individual. " Under the provisions 
of this section, it appears that a wife is required to file returns for 
her incompetent spouse where she has taken over control of all his 
business afFairs. 

On the basis of the foregoing, it is held that an income tax return, 
Form 1040, although not accompanied by a prescribed power of attor- 
ney, constitutes a valid return within the meaning of section 6012 
of the Internal Revenue Code of 1954 when signed and filed by a wife 
on behalf of her mentally incompetent husband while she is managing 
his property prior to the appointment of a legal guardian. 

Section 1401 of the Code imposes a tax upon the self-employment 
income of every individual. Self-employment income means the net 
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earnings from self-employment as defined in section 1402(a). The 
term "net earnings from self-employment" means the gross income 
derived by an individual from any trade or business carried on by such 
individual, less the deductions allowed by subtitle A of the Code which 
are attributable to such trade or business plus his distributive share 
of the ordinary net income or loss from any trade or business car- 
ried on by a partnership of Ivhich he is a member, with certain exclu- 
sions and deductions therefrom as defined in section 1402(c) of the 
Code. The trade or business must be can'Ied' on by the individual, 
either personally or through agents or employees in order for the 
income to be included in his "net earnings from self-employment. " 
Income derived by a beneficiary from an estate or trust, accordingly, 
is not derived from business carried on through the beneficiary's 
agents or employees. See Section 84. 481 — 1(b) of Regulations 118, 
made applicable herein by T. D. 6091, C. B. 1954 — 2, 47. 

It is concluded that the husband owned his business until he was 
adjudicated of unsound mind and that his wife carried on the business 
for him as agent or employee until such time. Accordingly, it is held 
that the business income reported on the return by the wife for the 
husband constitutes self-employment, inconle to the husband within 
the a&eaning of section 1402(b) of the Code. It is further concluded 
that subsequent to being adjudicated of unsound mind, the husband 
Ivas the beneficiary of a~n estate which consisted of property which he 
had previously oivned legally. The income derived from the business 
during this period does not, constitute self-employment income to 
the husband. 

PART III. — INFORMATION RETURNS 

SUBPART A. — INFORMATION CONCERNING PERSONS SUBJECT To SPECIAL 
PROVISIONS 

SECTIOX 0088. — RETITRXS BY EXEMPT ORGAXIZATIOiXS 

Rev. Rul. 50 — 188 

A. student government association, which is an integral part of 
and controlled by a university exeml&t from Federal income tax as 
an educational organization under section 001(c) (3) of the Internal 
Revenue Code of 10o4, is not required annually to file Form 900 — A, 
U. S. Return of Organization Exempt from Tax. 

Advice has been requested whether a student government associa- 
tion which is an integral part of. and controHed by a university is 
required annually to file Form 990 — A. , U. S. Return of Organization 
Exempt from Tax. 

The instant association was organized by the students of a university, 
exempt from Federal income tax under section 501(c) (8) of the 
Internal Revenue Code of 1954 as an educational organization, for 
the purpose of self-government, the promotion of a clear and continu- 
ous exchange of ideas and opinions between the students and the 
administration, and the assumption of the fullest responsibilities and 
powers of self-government. Students automatically become members 
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of the association upon entering the university. The association's 
expenditures are approved by appropriate ofFicers of the university and 
it is an integral part of and controlled by the university. 

Among the organizations qualifying for exemption under section 
501(c) (8) of the Internal Revenue Code of 1954 which are not re- 
quired annually to file Form 990 — A. , U. S. Return of Organization 
Exempt from Tax, are educational organizations which normally 
maintain a regular faculty and curriculum and normally have a 
regularly organized body of pupils or students in attendance at the 
place where its activities are regularly carried on. 

Accordingly, it is held that a student government association, which 
is an integral part of and controlled by a university exempt from 
Federal income tax as an educational organization under section 
501(c) (8) of the Internal Revenue Code of 1954, is not required to 
file an annual return, Form 990 — A, U. S. Return of Organization 
Exempt from Tax. 

SUBPART B. — INFORMATION CONCERNING TRANSACTIONS WITH OTHER PERSONS 

SECTION 6041. — INFORJIATION AT SOURCE 

Rev. Rul. 56 — 46 

Payments of salaries or wages of $600 or more during a taxable year 
to a domestic or household employee by a housewife are not considered 
payments made in the course of a trade or business. Accordingly, the 
provisions of section 6041 of the Internal Revenue Code of 1954 requir- 
ing a taxpayer to file information returns (Forms 1096 and 1099) are 
not applicable with respect to payments made by a housewife to a 
domestic or household employee. However, the provisions of section 
6041 of the Code are applicable with respect to payments made to a 
domestic or household employee with respect to services rendered in a 
home used in the operation of a trade or business, such as a rooming 
house, tourist home, etc. 

Rev. Rul. 56 — 176 

Even though an organization qualifies for Federal income tax 
exemption as an organization referred to in section 401(a), 501(c), 
or 501(d) of the Internal Revenue Code of 1954, it is nevertheless 
required to report payments of income specified in section 6041(a) 
of the Code. Accordingly, such organizations are required to file 
annual information returns on Form 1096, U. S. Annual Information 
Return, accompanied by statements on Form 1099, U. S. Information 
Return for calendar year, setting forth the name and address 
of' each recipient and the amount of such payments made during a 
calendar year which total $600 or more. Such returns and statements 
are required by the regulations under section 147 of the Internal 
Revenue Code of 1989 which are made applicable to section 6041 of 
the 1954 Code by Treasury Decision 6091, C. B. 1954 — 2, 47. 
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SlJBPART C, — INFORMATIOiV REGARDING WAGES PAID EMPLOYEES 

SECTION 6051. — RECEIPTS FOR EMPLOYEES 

26 CFR 81. 6051 — 1: StatenIents for employees. 

Regulations under the 1954 Code with respect to withholding of 
income tax on anIounts paid to employees after December 31) 1955, 
under wage continuation plans. See T. D. 6155, page 4%. 

SUBCHAPTER B. — MISCELLANEOUS PROVISIONS 

SECTION 6108. — PUBLICITY OF RETURNS AND LISTS 
OF TAXPAYERS 

26 CFR 801. 6106(a) — 100: Inspection by Department 
of Iiealth, Education, and Welfare of individual 
incoIne tax returns Inade under the Internal Reve- 
nue Code of 1954. 

Inspection of returns by Department of Health, Education, and 
)Velfare. See Rev. Proc. 56-6, page 1022. 

CHAPTER 64. — COLLECTION 

SUBCHAPTER C. — LIEN FOR TAXES 

SECTION 6321. — LIEN FOR TAXES 
26 CFR 801. 6321 — 1: Lien for taxes. Rev. Rul. 56 — 48 

VAIere an insurance company does not have actual notice or knowl- 
edge of the existence of a Federal tax lien (as distinguished from con- 
structive notice given by the filing of a notice of lien as prescribed in 
the Internal Revenue Code of 1954) and in the absence of negligence 
or fraud, the company will not incur liability to the Government in 
making payments to an insured or beneficiary, against Ivhom a Federal 
tax lien is outstanding, to the extent of his interest in a life insurance 
contract. This ruling~is equally applicable to so-called policy loans 
which are deemed in reality mere advances of sums due the insured, 
under decisions such as Board of Assessors of the Pariah of Orleans, 
The C~ty of peur Orleans v. /VeIo Yorh Life Insurance Company, 216 
U. S. 517. 

AVhere an insurance company does have actual notice or knowledge 
of the existence of a Federal tax lien against a beneficiary or insured, 
the principles under which adverse interests in or to property or rights 
to property are entitled to protection may be applicable. In such 
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cases, if the person against whom the lien is outstanding fails to take 
appropriate action to obtain its release, or to obtain a discharge of the 

property from the lien, the company may protect itself against the 

possibility of liability to the Government by notifying the District 
Director of Internal Revenue of the facts and requesting advice as to 
the action to be taken to enforce the lien, meanwhile withholding 

payment of the sum in question. 

SECTION 6323. — VALIDITY A G A I N S T MORTGAGEES, 
PLEDGKKS, PURCHASERS, AND JUDGMENT CREDITORS 

26 CFR 301. 6323 — 1: Validity of lien against Rev. Rul. 56 — 41 
mortgagees, pledgees, purchasers and judg- 
ment creditors. 

Xn advance of money by a mortgagee under an "open-end mort- 
gage" providing for subsequent loans to a mortgagor secured by the 
original mortgage does not have priority over an intervening recorded 
Federal tax lien. 

Advice has been requested whether an advance of money by a mort- 

gagee under an "open-end mortgage" subsequent to the original loan 
has priority over an intervening recorded Federal tax lien. 

The "open-end mortgage" originated by certain loan companies is 
stated to be a mortgage with a future advance clause providing for 
increasing an existing mortgage debt. Any loan or advance made 
subsequent to the original loan is secured by the same mortgage. 

Sections 6321 and 6322 of the Internal Revenue Code of 1954 provide 
that personal and real property of a delinquent taxpayer is subject 
to a lien in favor of the United States and that such lien arises at 
the time the assessment is made. Section 6323 of the Code provides 
that with respect to a mortgagee, pledgee, purchaser or judgment 
creditor, the tax lien to be effective must be recorded by the Secretary 
or his delegate. The only exception to this provision is contained in 
subsection (c) relating to securities. 

It is well established that the power of the United States to collect 
taxes cannot be restricted or in any way regulated by state laws unless 
specifically provided for by Congress. Thus, a state law exempting 
certain property from attachment or execution has no application to 
a Federal tax lien which under the paramount Federal law is binding 
from the date of its recordation without actual notice of it, except in 
the case of securities. 

In United 8tates v. 8ecurity Trust c5 8avings Bank of 8an Diego, 
Executor etc. , et al. , 340 U. S. 47, Ct. D. 1736, C. B. 1950 — 2, 151, it was 
held that a tax lien of the United States is prior in right to an attach- 
ment lien where the Federal tax lien was recorded subsequent to the 
date of the attachment lien but prior to the date the attaching creditor 
obtained judgment. In arriving at its decision, the Court concluded 
that the attachment lien was merely inchoate prior to a judgment, not- 
withstanding the f act that under Calif ornia law the attachment created 
a lien from the date of the levy of the attachment. The Court pointed 
out that, the effect of a lien in relation to a provision of Federal law 
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for the collection of debts owing the United States is always a Federal 
question. Hence, although a state court's classification of a lien as 
specific and perfected is entitled to weight, it is subject to reexami- 
nation by the courts. The doctrine of relation back, which by process 
of judicial reasoning merges the attachment lien in the judgment and 
relates the judgment lien bacl- to the date of attachment, does not 
operate to destr~oy the realities of the situation. Thus, an attachment 
lien not having been reduced to a judgment constitutes a mere "caveat 
of a more perfect lien to come" and w~ould not have precedence over a 
recorded Federal tax lien. 

A similar conclusion was reached by the Court in United States v. 
1Vaddill holland cf: Fli &in Inc. et al. , 828 U. S. 358, Ct. D. 1624, C. 14. 
1M5, 459, where it was held that a Federal claim had priority over a 
landlord's contingent lien for rent notwithstanding the fact that under 
Virginia law the landlord was given a fixed and specific lien which 
related back to the beginning of the tenancy. 

In the case of an "open-eiid mortgage" which covers future advances, 
it is possible that no future advaiice may ever be made. Therefore, 
until such an advance is actually made, there can be no fixed and 
specific. or perfected lien under Federal law as distinguished from a 
mere contingent lien or "caveat of a, more perfect, lien to come. " Con- 
sequently, a~n intervening recorded Federal tax lien has priority over 
advances made subsequent to the elate of such recording. 

SECTION 6824. — SPECIAL LIENS FOR ESTATF. AND 
6IFT TAXES 

26 CFR 801. 6324-1: Special liens for estate 
and gift taxes; personal liability of 
transferees and others. 

Rev. Rul. 56 — 144 

The surviving tenant of jointly owned or entirety property, which 
is included in a decedent's gross estate under section 2040 of the 
Internal Revenue Code of 1954, is personally liable under section 
6324(a) (2) of the Code for the Federal estate tax (if not paid when 
due) to the extent of the value of such property at the time of the 
decedent's death. Any part of such property, which is transferred 
by the surviving tenant to a bona fide purchaser, mortgagee, or 
pledgee for an adequate and full consideration in money or money' s 
worth, is divested of the Federal estate tax lien under section 6824 
(a) (2) of the Code. However, a like lien shall then attach to all 
the property of such surviving~ tenant or spouse, except any part 
transferred to a bona fide purchaser, mortgagee, or pledgee for an 
adequate and full consideration in money or money's worth. As used 
herein, a "bona fide purchaser, mortgagee, or pledgee" is one who, in 
acquiring the particular property, deals at arm's length, as between 
strangers, and pays a full and adequate consideration in money or 
money's worth. This conclusion is not affected by the fact that a 
purchaser, mortgagee, or pledgee of property from a surviving tenant 
is presumed to have knowledge of the estate tax lien by reason of the 
recital of death of a joint tenant in the chain of title. 
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CHAPTER 65. — ABATEMENTS, CREDITS, AND REFUNDS 

SECTION 6402. — AUTEIORITY TO MAKE CREDITS 
OR REFUNDS 

26 CFR 801. 6402 — 1: Authority to make credits 
or refunds. 

Rev. Rul. 56 — 92 

The amount of an overpayment of tax as returned in a joint return 
filed by husband and wife may be credited against the tax liability 
of either spouse for a prior year. 

Advice has been requested whether an overpayment of tax in a joint 
return filed by husband and wife may be credited against the unpaid 
separate tax liability of the husband for the previous taxable year, 
for which he had filed a separate return. 

Section 6402 of the Internal Revenue Code of 1954 provides as 
follows: 

(a) GENERAL RULE. — In the case of any overpayment, the Secretary or his 
delegate, within the applicable period of limitations, may credit the amount of 
such overpayment, including any interest allowed thereon, against any liability 
in respect of an internal revenue tax on the part of the person who made the 
overpayment and shall refund any balance to such person. 

Section 6013 of the Internal Revenue Code provides that a husband 
and wife may jointly make a single return of' income taxes. The same 
section provides that if a joint return is made the tax shall be computed 
on the aggregate income and the. liability with respect to the tax shall 
be joint and several. 

Thus, although for the purpose of computing the tax imposed upon 
the basis of a joint return filed by husband and wife the return is 
treated as the return of a single taxable unit, the liability of each spouse 
with respect to such tax is joint and several. Compare George W'. 

8choenhut v. Commissioner, . 45 B. T. A. 812; Halbert P. Gillette v. 
Commissioner, 46 B. T. A. 573; Louis H. Jtfoore v. United 8tates, 37 
Fed. Supp. 186, certiorari denied, 314 U. S. 619; Henry TV. Taft v. 
Heltering, 811 U. S. 195, Ct. D. 1478, C. B. 1940 — 2, 218; H'elvering v. 
W'alter C. jeanne@, et al. , 811 U. S. 189, Ct. D. 1479, C. B. 1940 — 2, 220. 
Accordingly, in the event of an overpayment of the tax as returned and 
paid by husband and wife pursuant to their joint and several liability, 
both the husband and the wife, jointly and severally, represent the 
person who made the overpayment within the meaning of section 6402, 
supra, and therefore the amount thereof may be credited against the 
separate tax liability of either the husband or the w ife for a prior year. 

26 CFR 801. 6402 — 2: Claims for credit or 
refund. 

Rev. Rul. 56 — 297 

It is the policy of the Internal Revenue Service to adjust self-employ- 
ment tax liabilities on the basis of information contained in Form 
OAR — 7000, Notice of Determination of Self-Employment Income, 
furnished by the Social Security A dniinistration in connection with ex- 
aminations made by that agency wliere claims for benefits are filed, and 
to refund overpaid self-employment taxes without requiring taxpayers 
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to file a claim on Form 843, Claim, provided such form can be processed 
before the expiration of the statutory period of limitations. Although 
the Commissioner in these cases may have before him inforination 
showing the grounds upon which a ta, xpayer's right to the allowance of 
a refund of self-employ»tent tax rests, it is the position of the Service 
tlrat FornI OAR — 7000 (or Form OAR — 7010 xvhen usecl by the Social 
Security Ad»Iinistration for self-employment purposes) cannot be 
considered a claim for refund or credit for overpaid taxes because 
such form does not meet the basic requirements of a claim as prescribed 
by the Internal Revenue Code and the regulations thereu»cler. There- 
fore, in cases where the self-employment tax has been overpaid, the 
taxpayer should file a claim for refund (Form 848) prior to the 
eIfpiration of the statutory period of limitations. 

CHAPTER 66. — LIMITATIONS 

SUBCHAPTER A. — LIMITATIONS ON ASSESSMEiNT AND COLLECTION 

SECTION 6501. — LIiIITATIOXS ON ASSESS:lIEXT AND 
COLLECTION 

T. D. 61(o ' 

Regulations under chapter 66 of the Interual Revenue Code of 
1054, relatiug to limitations. 

DEPARTMENT OF THE TREASURY~ 

OrrICE OF COMMISSIONER OF INTERNAL REVEiVIJE) 
lVashington 85, D. C'. 

To Officers and Eat ployees of the Interna/ Revenue Se~ vice and Others 
Concerned: 

Table of Contents 

LIMITATIONS 

Limitations on Assessment and Collection 
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301. 6501(a) 

301. 6501(a)-1 
301. 6501(b) 

301. 6501(b) — 1 
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30L6501(d) 
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general rule. 
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Time return deemed filed for purposes of determining limita- 
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~ 21 I'. R. 2919. 
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TITLE 26 — INTERNAL REVENUE, 1954. — CHAPTER I, SUBCHAPTER F, PART 901. — 
PROCEDURE AND ADIIINISTRATION 
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sec. 
301. 6513-1 
301. 6514(a) 

301. 6514($)-1 
301. 6514(b) 
301. 6514(b)-1 
301. 6515 

301. 6521 

301. 6521-1 

301. 6521-2 

301. 6531 

301. 6532 
301. 6532-1 
301. 6532-2 
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Time return deemed filed and tax considered paid. 
Statutory provisions; credits or refunds after period of limi- 

tation. 
Credits or refunds after period of limitation. 
Statutory provisions; credit after period of limitation. 
Credit against barred liability. 
Statutory provisions; cross references. 

Mitigation of Effect of Period of Limitations 

Statutory provisions; mitigation of efi'ect of limitation in case 
of related taxes under different chapters. 

Mitigation of effect of limitation in case of related employee 
social security tax and self-employment tax. 

Law applicable in determination of error. 

Periods of Limitation in Judicial Proceedings 

Statutory provisions; periods of limitation on criminal prose- 
cutions. 

Statutory, provisions; periods of limitation on suits 
Periods of limitation on suits by taxpayers. 
Periods of limitation on suits by the United States. 
Statutory provisions; cross references. 

GENERAL RULES 

Effective Date and Related Previsions 

301. 7851 Statutory provisions; applicability of revenue laws. 
Avrnoxn'x: $$ 301. 6o01(a) to 301. 6533, inel. , and 301. 7851, issued under see. 

7805, I. R. C. 1054; 68A Stat. 017; 26 U. S. C. 7805. 

On July 99, 1955, notice of proposed rulemaking regarding the 
regulations under chapter 66 of the Internal Revenue Code of 1954, 
relating to limitations applicable to the taxes imposed by such Code, 
was published in the Federal Register (90 F. R. 54o3). After con- 
sideration of such relevant suggestions as were presented by interested 
persons regarding the proposals, the following regulations are hereby 
adopted: 

LIMITATIONS 

Limitations on Assessment and Collection 

$ 301. 6501(a) STATIITQRY PRovIsIoNs j LIMITATICNs oN AssEssMENT 
AND COLLECTION ) GENERAL RIILE. 

SEC. 6501. LIMITATIONS ON ASSESSMENT AND COLLECTION. 

(a) GzNEnAL Rm. z. — Except as otherwise provided in this section, 
the amount of any tax imposed by this title shall be assessed within 
3 years after the return was filed (whether or not such return was filed 
on or after the date prescribed) or, if the tax is payable by stamp, 
within 3 years after such tax became due, and no proceeding in court 
without assessment for the collection of such tax shall be begun after 
the expiration of such period. 

&301. 6501(a) — 1 PERIoD Oz LIMITATIONS UPON ASSESSMENT AND 
CoLLKOTIQN. — (a) The amount of any tax imposed by the Internal 
Revenue Code of 1954 (other than a tax collected by means of' stamps) 
shall be assessed within 6 years after the return was filed; For rules 

393474' — 56 — 37 
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applicable in cases where the return is filed prior to the due date 
(hereof, see section 6501(b). In the case of taxes payable by stamp, 
assessment must be made within 3 years after the tax became due. For 
exceptions and additional rules, see subsections (b) to (g) of section 
6501, and for cross references to other provisions relating to limita- 
tions on assessment and collection, see sections 6501(h) and 6504. 

(b) No proceeding in court without assessment for the collection 
of any tax shall be begun after the expiration of the applicable period 
for the assessment of such tax. 

$ 301. 6501(b) STATUToRY' PRovI$IoNs ~ 
LIMITATioxs oN AssEss- 

IIEViT AND COLLECTION; TIME RETURN DEEMED FILED. 

SEC. 6oOL LI'tiITATIONS ON ASSESS'CLIENT AND COLLEC- 
TION. 

(b) TIX!K RETURN DEKE!En FILEn. — 
(1) EARLT RETvRN. — For purposes of this section, a return of tax 

imposed by this title, except tax imposed by chapter 21 or 24, filed before 
the last day prescribed bv law or by regulatious promul; ated pursuant 
to law for the filing thereof, shall be considered as filed on such last day. 

(2) RKTURV OE cERTAIN EIIPIOYI!ENT TAxEB. — Fol' pu1'poses of this 
section, if a return of tax imposed by chapter 21 or 24 for any period 
ending with or within a calendar. year is filed before April 16 of the 
succeeding calend;!r year, such return shall be cousidered filed on April 
16 of such calendar year. 

(3) RETURN ExacvTEn RT SEcRETART. — Notwithstand!ng the provisions 
of paragraph (2) of section 6020(b), tbe execution of a return by the 
Secretary or his delegate pursu;!ut to the authority conferred by such 
section shall not start the running of the period of limitations on assess- 
ment and collection. 

$ 301. 6501(b) — 1 TIME RETUBiV DEEMED I~ILED FOR PURPOSES OF 

DETERMININo LIMITATIONS. — (a) Early retnrn. — Any return, other 
than employment tax returns referred to in paragraph (b) of this 
section, filed prior to the last day prescribed by law or regulations 
for the filing thereof (deterinined without regard to any extension of 
time for filing) shall be considered as filed on such last day. 

(b) Return of social security tax and of income tax tcithholding. — 
If a return of tax under chapter 21 (relating to the Federal Insurance 
Contributions Act) or chapter 24 (relating to the collection of income 
tax at source on wages) for any period ending with or within a calen- 
dar year is filed before April 15 of the succeeding calendar year, such 
rctu! n shall be deemed filed on April 15 of such succeeding calendar 
year. For example, if quarterly returns are filed for the four quar- 
ters of 1955 on April 30, July 31, and October 31, 1M5, and on January 
31, 1M6, the period of limitation for assessment with respect to the 
tax required to be reported on such returns is measured from April 
15, 1M6. However, if any of such returns is filed after April 1'5, 1M6, 
the period of limitation for assessment of the tax required to be 
reported on that return is measured from the date it is in fact filed. 

(c) Returns executed l!y district dt'sectors or other internal 
revenue oÃcers. — The execution of a return by a district director or 
other authorized internal revenue Ofhcer or employee under the 
authority of section 6020(b) shall not start the running of the statu- 
tory period of limitations on assessment and collection. 
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f 801. 6501(c) STATIITCRY PRovIsloNs) LIMITATIoNs QN AssEssMENT 
AND COLLECTION i EXCEPTIONS. 

SEC. 6501. LIMITATIONS ON ASSESSMENT AND COLLEC- 
TION. 

(C) EXCEPTIONS. — 
(1) FAI. sE RETURN. — In the case of a false or fraudulent return 

with the intent to evade tax, the tax may be assessed, or a proceeding 
in court for collection of such tax may be begun witliout assessinent, 
at any time. 

(2) Wlr. x. FvI. ATTEMPT To EvADr. TAx. — In case of a willful attempt 
in any manner to defeat or evade tax imposed by this title (other 
than tax imposed by subtitle A or B), the tax may be assessed, or a 
proceeding in court for the collection of such tax Inay be begun with- 
out assessment, at any time. 

(8) No RETURN. — In the case of failure to Qle a return, the tax 
may be assessed, or a proceeding in court for the collection of such 
tax may be begun without assessment, at any time. 

(4) EXTENsioN RY AGREEMENT. — Where, before the expiration of 
the time prescribed in this section for the assessment of any tax 
imposed by this title, except the estate tax provided in chapter 11, 
both the Secretary or his delegate and the taxpayer have consented 
in writing to its assessment after such time, the tax may be assessed 
at any time prior to the expiration of the period agreed upon. 
The period so agreed upon may be extended by subsequent agree- 
ments in Ivriting made before the expiration of the period previ- 
ously agreed upon. 

(5) TAX RESUDTING FRoM OHANGEs IN OERTAIN INcoME TAx oR 
ESTATE TAX CREDITS. — 

For special rules applicable in cases where the adjustment of certain taxes 
allowed as a credit against income taxes or estate taxes results in additional 
tax, see section 905(c) (relating to the foreign fax credit for income tax 
purposes) and section 2016 (relating to taxes of foreign countries, States, 
etc. , claimed as credit against estate taxes). 

) 801. 6501(c) — 1 ExcEPTIoNs To GENERAL PERICD oF LIMITATIQNs 
CN AssEssMENT AND CQLLEGTIQN. — (a) Fatge returm. — In the case of 
a false or fraudulent return with intent to evade any tax, the tax may 
be assessed, or a proceeding in court for the collection of such tax may 
be begun without assessment, at any' time after such false or fradulent 
return is filed. 

(b) W67lful attempt to ef)a(je tax. — In the case of a willful attempt 
in any manner to defeat or evade any tax imposed by the Internal 
Hevenue Code of 1954 (other than a tax imposed by subtitle A or B, 
relating to income, estate, or gift taxes), the tax may be assessed, or 
a proceeding in court, for the collection of such tax may be begun 
without assessment, at any time. 

(c) No f'ett(rn. — In the case of a failure to file a return, the tax 
may be assessed, or a proceeding in court for the collection of such 
tax may be begun without assessment, at any time after the date pre- 
scribed for filing the return. 

(d) Extension by ugreemeftt. — The time prescribed by section 6501 
for the assessment of any tax (other than the estate tax imposed by 
chapter 11) may, prior to the expiration of such time, be extended 
for any period of time agreed upon in writing by the taxpayer and 
the district director or any assistant regional commissioner. The ex- 
tension shall become effective when the agreement has been executed 
by both parties. The period agreed upon may be extended by subse- 
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quent agreements in writing made before the expiration of the period 
previously agreed upon. 

$ 601. 6501(d) STATUToRY PRovIsIQNs; LIMITATIoxs oN AssEssMENT 

AND COLLECTION) REQUEST FOR PROBIFT ASSESSMENT. 

SEC. 6501. LiiIITATIONS ON ASSESSMENT AND COLLEGTION. 

(d) REQUEsT ron PRoMPT AsssssbrENT. — Except as otherwise provided 
in subsection (c), in the case of any tax (other than the tax imposed 
by chapter 11 of subtitle B, relating to estate taxes) for which return 
is required in the case of a decedent, or by his estate during the period 
of administration, or by a corporation, the tax shall be assessed, and 
any proceedin" in court without assessment for the collection of such 
tax shall be beguu, within 18 months after written request therefor 
(filed after the return is made and filed in such manner and such form 
as may be prescribed by regulations of the Secretary or his delegate) 
by the executor, administrator, or other fiduciary representing the es- 
tate of such decedent, or by the corporation, but not after the expira- 
tion of 8 years after the return was filed. This subsection shall not 
apply in the case of a corporation unless— 

(1) Such written request notifies the Secretary or his delegate 
that the corporation contemplates dissolution at or before the ex- 
piration of such 18-month period; and 

(2) The dissolution is in good faith begun before the expiration 
of such 18-month period; and 

(8) The dissolution is completed. 

$ 801. 6501(d) — 1 HEQUEsT FoR PRoxiPT AssEssMENT. — (a) Except 
as otherwise provided in section 6501 (c) or (e), any tax for which 
a return is required and for ~hich— 

(1) A decedent or an estate of a decedent may be liable, other 
than the estate tax imposed by chapter 11, or 

{o) A corporation which either has been dissolved, or is con- 
templating dissolution, may be liable, 

shall be assessed, or a proceeding in court without assessment for the 
collection of such tax shall be begun, within 18 months after the re- 
ceipt of a written request for prompt assessment thereof. 

{b) The executor, administrator, or other fiduciary representing 
the estate of the decedent, or the corporation, or the fiduciary repre- 
senting the dissolved corporation, as the case may be, shall, after the 
return in question has been filed, file the request for prompt assessment 
in writing with the district director for the internal revenue district 
in ivhich such return was filed. The request, in order to be e8ective, 
must be transmitted separately from any other document, must set 
forth the classes of tax and the taxable periods for which the prompt 
assessment is requested, and must clearly indicate that it is a request 
for prompt assessment under the provisions of sectiou 6501(d). The 
e8ect of such a request is to limit the time in which an assessment 
of tax may be made, or a proceeding in court without assessment for 
collection of tax may be begun, to a period of 18 months from the 
date the request is filed with the proper district director. The request 
does not extend the time within which an assessment may be made, 
or a proceeding in court without assessment may be begun, beyond 
3 years from the date the return was filed. This special period of 
limitations will not apply to any return filed after a request for 
prompt assessment has been made unless an additional request is filed 
in the manner provided herein. 
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(c) In the case of a corporation the 18-month period shall not ap- 
ply unless— 

(1) The written request notices the district director that the 
corporation either has been dissolved or contemplates dissolu- 
tion at or before the expiration of such period, and 

(2) In the case of a corporation contemplating dissolution- 
(i) The dissolution is in good faith begun before the ex- 

piration of such 18-month period, and 
(ii) The dissolution so begun is completed either before 

or after the expiration of such period. 

) 301. 6501(e) STATUTQRY PRovIsIQNsl LIMITATIQNs oN AssEssMENT 
AND COLLECTION l OMISSION FROM GROSS INCOME. 

SEC. 6501. LIMITATIONS ON ASSESSMENT AND COLLEC- 
TION. ~ ~ ~ 

(e) OmrssxoN FRCM Gross IxcoME. — Except as otherwise provided 
in subsection ( c)— 

(1) IBcolE TAxES. — In the case of any tax imposed by subtitle 

(A) GExEaAx. nvrEs. — If the taxpayer omits from gross in- 
come and amount properly includible therein which is in ex- 
cess of 25 percent of the amount of gross income stated in the 
return, the tax may be assessed, or a proceeding in court for 
the collection of such tax may be begun without assessment, 
at any time within 6 years after the return was filed. For pur- 
poses of this subparagraph- 

(i) In the case of a trade or business, the term "gross 
income" means the total of the amounts received or ac- 
crued from the sale of goods or services (if such amounts 
are required to be shown on the return) prior to diminu- 
tion by the cost of such sales or services; and 

(ii) In determining the amount omitted from gross in- 
come, there shall not be taken into acount any amount 
which is omitted from gross income stated in the return 
if such amount is disclosed in the return, or in a state- 
ment attached to the return, in a manner adequate to 
apprise the Secretary or his delegate of the nature and 
amount of such item. 

(B) CCNsTavcTzvK nrvmzNns. — If the taxpayer omits from 
gross income an amount properly includible therein under 
section 551 (b) (relating to the inclusion in the gross income 
of United States shareholders of their distributive shares of 
the undistributed foreign personal holding company income), 
the tax may be assessed, or a proceeding in court for the collec- 
tiontion of such tax may be begun without assessment, at any 
time within 6 years after the return was filed. 

(2) EsTATE ANn oIFz TAxEs. — In the case of a return of estate 
tax under chapter 11 or a return of gift tax under chapter 12, if 
the taxpayer omits from the gross estate or from the total amount 
of the gifts made during the year items includible ia such gross 
estate or such total gifts, as the case may be, as exceed in amount 
25 percent of the gross estate stated in the return or the total 
amount of gifts stated in the return, the tax may be assessed, or 
a proceeding in court for the collection of such tax may be begun 
without assessment, at any time within 6 years after the return 
was filed. In determining the items omitted from the gross estate 
or the total gifts, there shall not be taken into account any item 
which is Omitted from the gross estate or from the total gifts stated 
in the return if such item is disclosed in the return, or in a state- 
ment attached to the return, in a manner adequate to apprise the 
Secretary or his delegate of the nature and amount of such item. 
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$ 801. 6501(e) — 1 OMIssioN FRoM RETIntN. — (a) Income tarek. — 
(1) General rule. — (i) If the taxpayer omits from the gross income 
stated in the return of a tax imposed by subtitle A an amount prop- 
erly includible therein which is in excess of 25 percent of the gross 
income so stated, the tax may be assessed, or a proceeding in court for 
the collection of such tax may be begun without assessment, at any 
time within 6 years after the return was filed. 

(ii) For purposes of this subparagraph, the term "gross income, " 
as it relates to a trade or business, means the total of the amounts 
received or accrued from the sale of goods or services, to the extent 
required to be shown on the return, ivithout reduction for the cost 
of such sales or services. An item sliall not be considered as omitted 
from gross income if information, sufiicient to apprise the district 
director of the nature and amount of such item, is disclosed in the 
return or in any schedule or statement attached to the return. 

(2) Conktrue6ee dieidenCh. — If a taxpayer omits from gross in- 
conie an amount properly includible therein under section 551(b) 
as his distributive share of the undistributed foreign personal holding 
company income, the tax may be assessed, or a proceeding in court 
for the collectioii of such tax may be begun without assessment, at 
any time within 6 years after the return was filed. 

(b) Ektate and gift taxek. — (1) If the taxpayer omits from the 
gross estate as stated in the estate tax return, or from the total amount 
of the gifts made during the year as stated in the gift tax return, 
an item or items properly includible therein the amouiit of which is in 
excess of 25 percent of the gross estate as stated in the return, or 25 
percent of the total amount of the gifts as stated in the return, the 
tax may be assessed, or a proceeding in court for the collection thereof 
may be begun without assessment, at any time within 6 years after 
the return was filed. 

(2) For purposes of this paragraph, an item disclosed in the return 
or in any schedule or stateinent attached to the return in a manner 
suScient to apprise the District Director of the nature and amount 
thereof shall not be taken into acount in determining items omitted 
from the gross estate or total gifts, as the case may be. Further, there 
shall not be taken into account in computing the 25 percent omission 
from the gross estate stated in the estate tax return or from the total 
gifts stated in the gift tax return, any increases in the valuation of 
assets disclosed on the return. 

(c) Exception. — The provisions of this section do not limit the 
application of section 6501(c). 

$ 801. 6501(f) STATvTGRY PRovIsIoNs& LIMITATIGNs oN ASSEssMENT 
AND COLLECTION) PERSONAL HOLDING COMPANY TAx. 

SEC. 0501. LI'ilITATIOXS OV ASSESSAIEXT AXD COLLEC- 
TION. ~ 

(f) PvRsoNAz, HoLMNa CoMPANY TAx. — If a corporation which is 
a personal holding company for any taxable year fails to file with its 
return under chapter 1 for such a year a schedule setting forth— 

(1) the items of gross income, described ia section 548(a), 
received by the corporation during such year, and 

(2) the names and addresses of the individuals who owned, within 
the meaning of section 544 (relating to rules for determining stock 
ownership), at any time during the last half of such year more than 
50 percent in value of the outstanding capital stock of the corporation, 



573 
[3I 6501. 

the personal holding company tax for such year may be assessed, or a proceeding in court for the collection of such tax may be begun without 
assessntent, s, t any time within 6 years after the return for such year was filed. 

$ 801. 6501(f) — 1 PERsoNAL HQLDING CQMPANY TAx. — If a corpora- 
tion which is a personal holding company for any taxable year fails 
to file with its income tax return for such year a schedule setting 
forth the items of gross income described in section 548(a) received 
by the corporation during such year, and the names and addresses 
of the individuals who owned, within the meaning of section 544, at 
any time during the last half of such taxable year, more than 50 
percent in value of the outstanding capital stock of the corporation, 
the personal holding company tax for such year may be assessed, 
or a proceeding in court for the collection thereof may be begun with- 
out assessment, at any time within 6 years after the return for such 
year was filed. 

em 
801. 6501(g) STATUTQRY PRGVIsIGNs; LIMITATIGNs oN AssEssMENT 

AND. CGLLECTIGN j CERTAIN INGGME TAx RETURNs oF CQRPQRATIQNs. 

SEC. 6501. LIMITATIONS ON ASSESSMENT AND COLLEC- 
TION. * * a 

(g) CERTAIN INcoME TAx RETURNs oF CoRPQRATIoN8. — 
(1) TRURTS OR PARTNERSHIPS. — If a taxpayer determines in good 

faith that it is a trust or partnership and files a return as such under 
subtitle A. , and if such taxpayer is thereafter held to be a corpora- 
tion for the taxable year for which the return is filed, such return 
shall be deemed the return of the corporation for purposes of this 
section. 

(2) ExEMPT oRGANIzATICNs. — If a taxpayer determines in good 
faith that it is an exempt organization and files R return as such 
under section 6036, and if such taxpayer is thereafter held to be a 
taxable corporation for the taxable year for which the return is filed, 
such return shall be deemed the return of the corporation for pur- 
poses of this section. 

$ 801. 6501 (g) — 1 CERTAIN INCOME TAX RETURNS OF CORPORATIONS. — 
(a) Trusts of partnefshtps. — If a taxpayer determines in good faith 
that it is a trust or partnership and files a return as such under sub- 
title A, and if the taxpayer is later held to be a corporation for the 
taxable year for which the return was filed, such return shall be deemed 
to be the return of the corporation for the purpose of section 6501. 

(b) Ezernpt of ganizatiof(8. — If a taxpayer determines in good faith 
that it is an exempt organization and files a return as such under section 
6088, and if the taxpayer is later held to be a taxable organization for 
the taxable year for which the return was filed, such return shall be 
deemed to be the return of the organization for the purpose of section 
6501. 

Ia 801. 6501(h) STATUTORY' PROVISIONS j LIMITATIONS ON ASSESSMENT 
AND CGLLEGTIGN j JoINT INGGME RETURN AFTER SEPARATE RETURN. 

SEC. 6501. LIMITATIONS ON ASSESSMENT AND COLLECTION. 

(11) JOINT INCOME RETURN AFTER SEPARATE RETURN. — 
For period of limitations for assessment and collection in the case of a joint 

incorae return filed after separate returns have been filed, see section 6013(b) 
(3) and (4). 



II 6501. ] 574 

f 801. 6502 STATUToRY PRovlsIGNs i CCLLEcTICN AFTER AssEssMENT. 

SEC. 6 02. COLLECTION AI TER ASSESS;iIEXT. 
(R) LENcTH oF PERIoD. — XVhere the assessment of any tax imposed 

by this title hns been made within the period of limitation properly ap- 
plicable thereto, such tax may be collected by levy or by a proceeding 
in court, but only if the levy is made or the proceeding begun— 

(1) within 6 years after the assessment of the tax, or 
(2) prior to the expiration of any period for collection agreed 

upon in writing by the Secretary or his delegate and the taxpayer 
before the expiration of such 6-year period (or, if there is a release 
of levy under section 6343 after such 6-year period, then before 
such release). 

The period so agreed upon may be extended by subsequent agreements 
in writing made before the expiration of the period previously agreed 
Upon. 

(b) DATE WHEN LEVY Is CONsIDERED XIADE. — The date on which 
a levy on property or ri hts to property is made shall be the date on 
which the notice of seizure provided in section 6335(a) is given. 

$ 801. 6502 — 1 CCLLEcTICN AFTER AssEssMENT. — (a) Length of Ive- 
rioaI. — (1) Genera t rule. — In any case in which a tax has been assessed 
within the statutory period of limitation properly applicable thereto, 
a proceeding in court to collect such tax may be begun, or levy for the 
collection of such tax may be made, within 6 years after~ the assessment 
thereof. 

(2) Evtension by agreement. — (i) The 6-year period of limitation 
on collection after assessment of any tax may, prior to the expiration 
thereof, be extended for any period of time agreed upon in writing 
by the taxpayer and the district director. The extension shall become 
efFective upon execution of the agreement by both the taxpayer and 
the district director. 

(ii) The period of limitation on collection after assessment of any 
tax (including any extension of such period) may be extended after 
the expiration thereof if there has been a levy on any part of the tax- 
payer's property prior to such expiration and if the extension is agreed 
upon in writing prior to a release of the levy under the provisions of 
section 6648. An extension under this subdivision has the same efFect 
as an agreement made prior to the expiration of the period of limita- 
tion on collection after assessment, and during the period of the ex- 
tension collection may be enforced as to all property or rights to prop- 
erty owned by the taxpayer whether or not seized under the levy which 
was released. 

(iii) Any period agreed upon under the provisions of this subpara- 
graph may be extended by subsequent agreements in writing made 
before the expiration of the period previously agreed upon. 

(b) Date tchen levy is considered made. — The da, te on which a levy 
on property or rights to property is made is the date on which the 
notice of seizure provided in section 6885 (a) is given. 

$ 301. 6508(a) SrATUTGRY PRovIsIGNs i SUsPENsICN oF RUNNING 0F 
PERIOD OF LIMITATION 

~ 
ISSUANCE OF STATUTORY NOTICE OF DEFICIENCY 

SEC. 6503. SUSPENSION OF RUNNING OF PERIOD OF LIMITA- 
TION. 

(a) IssUANcE oF STATUToRv NOTIUE oF DEFIcIENCY. — 
(1) GENERAL RULE. — The running of the period of limitations pro- 

vided in section 6501 or 6502 on the making of assessments or the 
collection by levy or a proceeding in court, in respect of any defi- 
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ciency as defined in section 6211 (relating to income, estate, and 
gift taxes), shall (after the mailing of a notice under section 
6212(a) ) be suspended for the period during which the Secretary 
or his delegate is prohibited from making the assessment or from 
collecting by levy or a proceeding in court (and in any event, if a 
proceeding in respect of the deficiency is placed on the docket of the 
Tax Court, until the decision of the Tax Court becomes final), and 
for 60 davs thereafter. 

(2) CGEPGR&TIGN JoINING IN coNsoLiDATED INcoME TAX BETvEN. — 
If a notice under sectio~ 6212(a) in respect of a deficiency in tax 
imposed by subtitle A for any taxable year is mailed to a corpora- 
tion, the suspension of the running of the period of limitations 
provided in paragraph (1) of this subsection shall apply in the 
case of corporations with which such corporation made a consoli- 
dated income tax return for such taxable year. 

$ 801. 6508(a) — 1. SVsPENSION OF RUNNING OF PERIOD OF LIMITA- 
TIGN ) IssvANOE oF STATUTQRY NGTIGE oF DEFIcIENGY. — (a) Gen- 
eral rule. — Upon the mailing of a notice of deficiency for income, 
estate, or gift tax under the provisions of section 6219, the period of 
limitation on assessment and collection of any deficiency is suspended 
for 90 days if the notice of delinquency is addressed to a person within 
the States of the Union and the District of Columbia, or 150 days if 
such notice is addressed to a person outside the States of the Union 
and the District of Columbia (not counting Saturday, Sunday, or a 
legal holiday in the District of Columbia as the 90th or 150th day), 
plus and additional 60 days thereafter in either case; If a proceeding 
in respect of the deficiency is placed on the docket of the Tax Court, 
the period of limitations is suspended until the decision of the Tax 
Court becomes final, and for an additional 60 days thereafter. If a 
notice of deficiency is mailed to a taxpayer within the period of limi- 
tation and the taxpayer does not appeal therefrom to the Tax Court, 
the notice of deficiency so given does not suspend the running of the 
period of limitation with respect to any additional deficiency shown 
to be due in a subsequent deficiency notice. 

Ezamp/e. A taxpayer filed a return for the calendar year 1954 
on April 15, 1955; the notice of deficiency was mailed to him (at an 
address within the United States) on April 15, 1958; and he filed a 
petition with the Tax Court on July 14, 1958, The decision of the 
Tax Court became final on November 6, 1959. The running of the 
period of limitation for assessment is suspended from April 15, 1958 
to January 5, 1960, which date is 60 days after the date (November 6, 
1959) on which the decision became final. If in this example the tax- 
payer had failed to file a petition with the Tax Court, the running of 
the period of limitation for assessment would then be suspended from 
April 15, 1958 (the date of notice), to September 12, 1958 (that is, 
for the 90-day period in which he could file a petition with the Tax 
Court, and for 60 days thereafter). 

(b) Corporations j oiningin consolidated return. — If a notice under 
section 6212(a) with respect to a deficiency in tax imposed by sub- 
title A for any taxable year is mailed to a corporation, tlie suspension 
of the running of the period of limitations provided in section 6508- 
(a) (1) shall apply in the case of corporations with which such cor- 
poration made a consolidated income tax return for such taxable year. 
Under $ 1. 1502 — 16 of the Income Tax Regulations (relating to con- 
solidated returns), notices of deficiency are mailed only to the common 
parent. 
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80 1 6503 (b ) STATUToRY PRovIsIQNs j SUBPENBIoN oF RUNNING 0F 
PERIOD OF LIMITATION ASSETS OF TAXPAYER IN CONTIIOL OR CUSTODY 
or CoURT. 

SEC. 6, 08. SUSPENSIOV 01 RUNNING OF PERIOD OF LIMITA- 
TIPV 

(b) AssETs oF TAXPAYER IN CDNTEOD oB CUSTDDY oF CDEBT. — The 
period of limitations on collection after assessment prescribed in section 
6O02 shall be suspended for the period the assets of the taxpayer (other 
than the estate of a decedent or of an incompetent) are in the control 
or custody of the court iu any proceeding before any court of the United 
States or of any State or Territory or of the District of Columbia, and 
for 6 months thereafter. 

$ 801. 6508(b) — 1 SUsPENsIoN oF RUNNING oF PERIGD oF LIMITA- 
TIiix j A. SSETS OF TAXPAYER IN CONTROL OR CUSTODY OF COURT. )Vhere 
the assets of a taxpayer (other than the estate of a decedent or of an 
incompetent) are in the control or custody of the court in any proceed- 
ing before any court of the United States or of any State or Territory 
of the United States or of the District Columbia, the period of limita- 
tion on collection after assessment prescribed in section 6502 is sus- 
pended for the period such assets nre in the control or custody of'the 
court, nnd for 6 months thereafter. 

$ 801. 6506(c) STATUTGRY' PliovIsloxs j SUsPzxsIo i oF RUNNING 0F 
PERIOD OF LIMITATION j LOGATION OI' PROPERTY' OLTSIDE THE UNITED 
STATES OR REMOVAL OI' PROPERTY FROM THZ UNITED STATES. 

SEC. 6503. SUSPENSION OF RUNNING OF PERIOD OF LIAIITA- 
TION. '" "' 

(c) LooATIDN oF PrioPEBTY OUTBIDE THE UNITED STATEs oa REMovAL 
oF PRDPEIITY FE051 TIIE UNITED STATEs. — In case collection is hindered 
or delayed because property of the taxpayer is situated or held outside 
the United States or is renioved froni the United States, the period of 
limitations on collection after assessment prescribed iII section 6502 
shall be suspended for the period collection is so hindered or delayed. 
The total suspension of time under this subsection shall not in the aggre- 
gate exceed 6 years. 

$801. 6508(c) — 1 SUspzxslox or RUxxlxG or PERIon oF LIMITA- 
TION ' LocATION Ol I ROPZRTY OUTSIDE THE UNITED STATES OR RE- 
Mov. IL or PRopzRTY FRoxI THE UxiTED STATEs. — The running of the 
;period of limitation on collection after nssesslnent prescribed in 
section 6502 is suspended for the period of time tlrat collection is hin- 
dered or delayed because property of the taxpayer is situated or held 
outside the United States or is removed from the United States. The 
total suspension of time under this provision shnll not in the aggre- 
gate exceed 6 years. In any case in which the district director de- 
terniines that collection is so hindered or delayed, he shall make n. nd 
retain in the files of his office a written report iv~hich shall identify 
the taxpayer and the tax liability, slrall show what steps were tnl-en 
to collect the tax liability, shnll state the grounds for his determina- 
tion that property of the tnxpayer is situated or held outside, or is 
removed from, the United States, and shall show the date on which 
it was first determined that collection wns so hindered or delayed. 
The term "property" includes all property or rights to property, real 
or personal, tnngible or intnngible, belonging to the taxpayer. The 
suspension of the running of the period of limitation on collection 
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shall be considered to begin on the date so d. etermined by the district 
director. A copy of the report shall be mailed to the taxpayer at 
his last known address. 

$801. 6508(d) STATUTORY PROVISIONS) SUSPENSION OF RUNNING 
OF PERIQD oI' LIMITATIQNj ExTENsIGNs oF TIME FQR PAYMENT oF 
EsTATE TAX. 

SEC. 6503. SUSPENSION OF Rl:NNING OI' PERIOD OF LIMITA- 
TION. * * * 

(d) ENTENsIGNs oF TI8IE Foa PAYMENT oF EsTATE TAx. — The running 
of the period of limitations for assessment or collection of any tax 
imposed by chapter 11 shall be suspended for the period of any exten- 
sion of time for payment granted under the provisions of section 6161 
(a)(2) or (b)(2). 

(801. 6508(d) — 1 SUSPENSION OI' RUNNING OF PERIOD OF LIMITA- 
TION j ExTENsIGN oF TihIE FoR PAYMENT oF KsTATE TAX. — Wllere an 
estate is granted an extension of time as provided in section 6161 
(a) (2) or (b) (9) for payment of any estate tax, the running of the 
period of limitations for assessment or collection of such tax is sus- 
pended for the period of time for which the extension is granted. 

$ 801. 6508 (e) STATUTGRY PRovIsIGNs j SUsPENsIGN oF RUNNING oF 
PERIOD OF LIMITATION i CROSS REFERENCES. 

SEC. 6508. SUSPENSION OF RUNNING OF PERIOD OF LIMITA- 
TION. * * * 

(e) CRoss REFERENOEs. — 
For suspension in case of— 

(1) Deficiency dividends of a personal holding company, see section 547(f). 
(2) Bankruptcy and receiverships, see subchapter B of chapter 70. 
(3) Claims against transferees and, fiduciaries, see chapter 71. 

) 601. 6504 STATUTORY PROVISIONS j CROSS REFERENCES. 

SEC. 6504. CROSS REFERENCES. 
For limitation period in case of— 

(1) Adjustments incident to involuntary liquidation of inventory, see section 
1321. 

(2) Adjustiuents to accrued foreign taxes. see section 905(c). 
(3) Change of election to take standard deduction where taxpayer and his 

spouse make separate returns, see section 144(b). 
(4) Involuntary conversion of property, see section 1033(a) (3) (C) and (D). 
(5) Gain upon sale or exchange of residence, see section 1034(j). 
(6) War loss recoveries ~here prior benefit rule is elected, see section 1335. 
(7) Recovery of unconstitutional Federal taxes, see section 1346. 
(8) Limitations on deductions allowable to individuals in certain cases, see 

section 270(d). 
(9) Application by executor for discharge from personal liability for estate 

tax, see section 2204. 
(10) Insolvent banks and trust companies, see section 7507. 
(11) Service in a combat zone, etc. , see section 7508. 
, (12) Claims against transferees and fiduciaries, see chapter 71. 

Limitations on Credit or Refund 

$ 801. 6511'(a) STATUTORY PRovIslohs; LIMITATIONS ON CREDIT OR 

REFUND j PERIOD OF LIMITATION ON FILING CLAIM. 

SEC. 651L LIMITATIONS ON CREDIT OR REFUND. 

(a) PERIoD oF LIMITATIGN oiv FILING CLAIM. — Claim for credit or 
refund of an overpayment of any tax imposed by this title in respect 
of which tax the taxpayer is required to file a return shall be filed by 
the taxpayer within 6 years from the time the return was required to 
be filed (determined without regard to any extension of time) or 2 years 
from the time the tax was paid, whichever of such periods expires the 
later, or if no return was filed by the taxpayer, within 2 years from the 
time the tax was paid. Claim for credit or refund of an overpayment 
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of any tax imposed by this title which is required to be paid by means 
of a stamp shall be filed by the taxpayer within 3 years from the time 
the tax was paid. 

$ 301. 6511(a) — 1 Period of linritatiom on, fling claim. — (a) In the 
case of any tax (other than a tax payable by stamp)— 

(1) If a return is filed, a claim for credit, or refund of an over- 
payment must be filed by the taxpayer within 8 years from the 
last date prescribed for the filing of the return (determined with- 
out regard to any extension of time for filing such return) or 
within 2 years from the time the tax was paid, whichever of such 
periods expires the later. 

(2) If no return is filed, the claim for credit or refund of an 
overpayment must be filed by the taxpayer within 2 years from 
the time the tax was paid. 

(b) In the case of any tax payable by means of a stamp, a claim 
for credit or refund of an overpayment of such tax must be filed 
by the taxpayer within 8 years from the time the tax was paid. 
For provisions relating to redemption of unused stamps, see sec- 
tion 6805. 

(c)For limitations on allowance of credit or refund, special 
rules, and exceptions, see subsections (b) through (e) of section 
6511. For limitations in the case of a petition to the Tax Court, 
see section 6512. For rules as to time return is deemed filed and 
tax considered paid, see section 6513. 

$ 301. 6511(b) STATUTORY PROVISIONS) LIMITATIONS ON CREDIT OR 

REFUND 
& 

LIMITATION ON ALLOWANCE OF CREDITS AND REFUNDS. 

SEC. 6511. LIMITATIONS ON CREDIT OR REFUND. "' 

(b) LIMITATION ON ALLOWANCE OF CREDITS AND REFUNDS. — 
(1) FILING 0F cLAIM wITHIN PREscRIRED PERIoD. — No credit or 

refund shall be allowed or made after the expiration of the period 
of liniitation prescribed in subsection (a) for the filing of a claim 
for credit or refund, unless a claim for credit or refund is filed 
by the taxpayer within such period. 

(2) LIMIT ON AMOVNT OF CREDIT OR REFVND. — 
(A) LIMIT To A~CUNT PAID wITHIN 2 YEARS. — If the claim 

was filed by the taxpayer during the 3-year period prescribed in 
subsection (a), the amount of the credit or refund shall Dot 
exceed the portion of the tax paid within the 3 years immediately 
preceding the filing of the claim. If the tax was required to 
be paid by means of a stamp, the amount of the credit or refund 
shall not exceed the portion of the tax paid within the 3 years 
immediately preceding the filing of the claim. 

(B) LIMIT To AM0UNT PAID wITHIN 2 YEARs. — If the claim 
was not filed within such 3-year period, the amount of the 
credit or refund shall not exceed the portion of the tax paid 
during the 2 years immediately preceding the filing of the claim. 

(C) LIMIT IF No OLAIM FILED. — If no claim was filed, the 
credit or refund shall not exceed the amount which would be 
allowable under subparagraph (A) or (B), as the case may be, 
if claim was filed on the date ihe credit or refund is allowed. 

$ 801. 6511 (b)-1 LIMITATIoNs oN ALLowANOE oF CREDrrs AND RE 
FUNDs. — (a) Effect oj fling clainl, . — Unless a claim for credit or 
refund of an overpayment is filed within the period of limitation pre- 
scribed in section 6511(a), no credit or refund shall be allowed or 
made after the expiration of such period. 
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(b) Limit om umount to be credited or refunded. — (1) In the case 
of any tax (other than a tax payable by stamp)— 

(i) If a return was filed, and a claim is filed within 3 years 
from the last date prescribed for filing such return (determined 
without regard to any extension of time for such filing), the 
amount of the credit or refund shall not exceed the portion of the 
tax paid within the 3 years immediately preceding the filing of 
the claim. 

(ii) If a return was filed, and a claim is filed after the 3-year 
period described in subdivision (i) of this subparagraph but 
within 9 years from the time the tax was paid, the amount of the 
credit or refund shall not exceed the portion of the tax paid within 
the o years immediately preceding the filing of the claim. 

(iii) If no return was filed, but a claim is filed, the amount of 
the credit or refund shall not exceed the portion of the tax paid 
within the O years immediately preceding the filing of the claim. 

(iv) If no claim is filed, the amount of the credit or refund al- 
lowed or made by the district director shall not exceed the amount 
that would have been allowable under the preceding subdivisions 
of this subparagraph if a claim had been filed on the date the 
credit or refund is allowed. 

(9) In the case of a tax payable by stamp- 
(i) If a claim is filed, the amount of the credit or refund shall 

not exceed the portion of the tax paid within the 3 years immedi- 
ately preceding the filing of the claim. 

(ii) If no claim is filed, the amount of the credit or refund al- 
lowed or made by the district director shall not exceed the portion 
of the tax paid within the 3 years immediately preceding the 
allowance of the credit or refund. 

For provisions relating to redemption of unused stamps, see section 
6805. 

$301. 6511(c) STATUTORY PROvisioNS; LIMITATIONS ON ('RKDIT OR 

REFUND; SPECIAL RULES APPLICABLE IN CASE OF EXTENSION OF TIME 
BY AGREEMENT 

SKG. 6511. LIMITATIONS ON GREDIT OR REFUND. 

(c) SPEUIAL RULEs APPLIcABLE Iiv CAsE OF EXTENBION OF TIME BY 
AGREEMENT. — If an agreement under the provisions of section 6501 (c) 
(4) extending the period for assessment of a tax imposed by this title is 
made within the period prescribed in subsection (a) for the filing of a 
claim for credit or refund— 

(1) TIME Foa IILINS cLAIM. — The period for filing claim for credit 
or refund or for making credit or refund if no claim is filed, provided 
in subsections (a) and (b) (1), shall not expire prior to 6 months 
after the expiration of the period within which an assessment may 
be made pursuant to the agreement or any' extension thereof under 
section 6501(c) (4). 

(2) LIMiz oN AMoUNT. — If a claim is filed, or a credit or refund is 
allowed when no claim was filed, after the execution of the agree- 
ment and within 6 months after the expiration of the period within 
which an assessment may be made pursuant to the agreement or 
any extension thereof, the amount of the credit or refund shall not 
exceed the portion of the tax paid after the execution of the agree- 
ment and before the filing of the claim or the making of the credit 
or refund, as the case may be, plus the portion of the tax paid 
within the period which would be applicable under subsection (b) 
(2) if a claim had been filed on the date the agreement was executed. 
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(3) CLAIMs NOT $UBJEGT To SPEOIAL BULK. — This subsection shall 
not apply in the case of a claim filed, or credit or refund allowed if 
no claim is filed, either— 

(A) prior to the execution of the agreement or 
(B) more than 6 zoonths after the expiration of the period 

within which an assessment may be made pursuant to the agree- 
ment or any extension thereof. 

$ 801. 6511(c) — 1 SPEcIAL RULEs APPLIGABLE IN CAsE oF EZTENsIQN 
0F TIME BY' AGREEMENT. — (a) Scope. — If, within the period prescribed 
in section 6511(a) for the filing of a claim for credit or refund, an 
agreement extending the period for assessment of a tax has been made 
in accordance with the provisions of section 6501(c) (4), the special 
rules provided in this section become applicable. Tliis section shall 
not apply to any claim filed, or credit or refund allowed if no claim is 
filed, either (1) prior to the execution of an agreement extending the 
period in which assessment may be made, or (2) more than 6 months 
after the expiration of the period within which an assessment may be 
made pursuant to the agreement or any extension thereof. 

(b) Period in iehich claim niay be Pled. — Claim for credit or refund 
of an overpayment may be filed, or credit or refund may be allowed if 
no claim is filed, at any time within which an assessment may be made 
pursuant to an agreement, or any extension thereof, under section 6501 
(c) (4), and for 6 months thereafter. 

(c) Linut on aniount to be credited or refunded. — (1) If a claim is 
filed within the time prescribed in paragraph (b) of this section, the 
amount of the credit or refund allowed or made sliall not exceed the 
portion of the tax paid after the execution of the agreement and before 
the filing of the claim, plus the amount tliat could liave been properly 
credited or refunded under the provisions of section 6511(b) (2) if a 
claim had been filed on the date of tlie execution of the agreement. 

(2) If no claim is filed, the amount of credit or refuiid allowed or 
made within the time prescribed in paragraph (b) of this section shall 
not exceed the portion of the tax paid after the execution of the agree- 
ment and before the making of the credit or refund, plus the amount 
that could have been properly credited or refunded under the provi- 
sions of section 6511(b) (2) if a claim had been filed on the date of 
the execution of the agreement. 

(d) Effecti»e date of agreement. — The agreement referred to in this 
section shall become efFective when signed by the taxpayer and the 
district director or an Assistant Regional Commissioner. 

$ 801. 6511(d) STATUTORY PRovIsIQNs& LIMITATIoivs 0N CREDIT 0R 
RFFUND j SPECIAL RULES APPLICABLE To INCOME TAXES. 

SEC. 6511. LIMITATIONS ON CREDIT OR REFUND. 

(d) SPEUIAL RULEs APPLIUABLE To INcoME TAXEs. — 
(1) SEvEN-YEAB PERIoD OP LIMITATICN wITH REsPEcT To BAD DEBTs 

AND woBTHLEss SECUEITIES. — If tbe claim for credit or refund re- 
lates to an overpayment of tax imposed by subtitle A on account of— 

(A) The de&luctibfiity by the taxpayer, under section 166 or 
section 832(c), of a debt as a debt which became worthless, or, 
under section 165(g), of a loss from worthlessness of a security, 
or 

(B) Tbe eftect that the deductibility of a debt or loss de- 
scribed in subparagraph (A) has on tbe application to the tax- 
payer of a carryover, 

in lieu of the 3-year period of limitation prescribed in subsection (s), 
the period shall be 7 years from the date prescribed by law for filing 
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the return for the year with respect to which the claim is made. If 
the claim for credit or refund relates to an overpayment on account 
of the effect that the deductibility of such a debt or loss has on the 
application to the taxpayer of a carryback, the period shall be either 
7 years from the date prescribed by law for filing the return t' or the 
year of the net operating loss which results in such carryback or the 
period prescribed in paragraph (2) of this subsection, whichever 
expires the later. In the case of a claim described in this paragraph 
the amount of the credit or refund may exceed the portion of the 
tax paid within the period prescribed in subsection (b) (2) or (c), 
whichever is applicable, to the extent of the amount of the over- 
payment attributable to the deductibility of items described in this 
paragraph. 

(2) SPEGIAL PERIQD oF LIMITATIoN wITH REsPEcT To NET OPERAT- 
ING LOSS CARBYBACKS. — 

(A) PERICD oF LIMITATIoN. — If the claim for credit or refund 
relates to an overpayment attributable to a net operating loss 
carryback, in lieu of the 3-year period of limitation prescribed in 
subsection (a), the period shall be that period which ends with 
the expiration of the 15th day of the 60th month following the 
end of the taxable year of the net operating loss which results in 
such carryback, or the period prescribed in subsection (c) in 
respect of such taxable year, whichever expires later. In the 
case of such a claim, the amount of the credit or refund may 
exceed the portion of the tax paid within the period provided in 
subsection (b) (2) or (c), whichever is applicable, to the extent 
of the amount of the payment attributable to such carryback. 

(B) APPI. ICABI. E RUI. Es. — If the allowance of a credit or refund 
of an overpayment of tax attributable to a Det operating loss 
carryback is otherwise prevented by the operation of any law or 
rule of law other than section 7122, relating to compromises, 
such credit or refund may be allowed or made, if claim therefor 
is filed within the period provided in subparagraph (A) of this 
paragraph. If the allowance of an application, credit, or refund 
of a decrease in tax determined under section 6411(b) is other- 
wise prevented by the operation of any law or rule of law other 
than section 7122, such application, credit, or refund may be 
allowed or made if application for a tentative carryback ad- 
justment is made within the period provided in section 6411(a). 
In the case of any such claim for credit or refund or any such 
application for a tentative carryback adjustment, the determina- 
tion by any court, including the Tax Court, in any proceeding in 
which the decision of the court has become final, shall be con- 
clusive except with respect to the net operating loss deduction, 
and the effect of such deduction, to the extent that such deduc- 
tion is affected by a carryback which was not in issue in such 
proceeding. 

(6) SPECIAL RULES RELATING To FOREIGN TAX CREDIT. — 
(A) SPEcIAL PEBICD oF LIMITATION wITH RESPEcT To FoREIGN 

TAxES PAID GR AccRUED. — If the claim for credit or refund relates 
to an overpayment attributable to any taxes paid or accrued to 
any foreign country or to any possession of the United States for 
which credit is allowed against the tax imposed by subtitle A in 
accordance with the provisions of section 001 or the provisions of 
any treaty to which the United States is a party, in lieu of the 
8-year period of limitation prescribed in subsection (a), the 
period shall be 10 years from the date prescribed by law for filing 
the return for the year with respect to which the claim is made. 

(B) ExcEPTIQN IN THE cAsE oF FoREIGN TAXEs PAID oR Ac- 
cRUED. — In the case of a claim described in subparagraph (A), 
the amount of the credit or refund may exceed the portion of 
the tax paid within the period provided in subsection (b) or (c), 
whichever is applicable, to the extent of the amount of the over- 
payment attributable to the allowance of a credit for the taxes 
described in subparagraph (A). 
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$ 801. 6511(d)-1 OvERPAYMENToF INcoMR TAX oN AccoUNT 0F BAD 

DERTs, WORTiir. Ess SEOURzTizs, ETc. — (a) (1) If the claim for credit 
or refund relates to an overpayment of income tax on account of- 

(i) The deductibility by the taxpayer, under section 166 or 
section 8M(c), of a debt as a debt which became worthless, or, 
under section 165(g), of a loss from the worthlessness of a security, 
or 

(ii) The efFect that the deductibility of a debt or loss described 
in subdivision (i) of this subparagraph has on the application to 
the taxpayer of a carryover, 

then in lieu of the 3-year period from the last date prescribed for filing 
the return (determined without regard to any extension of time for 
filing such return), in which claim may be filed or credit or refuncl 
allowed, as prescribed in section 6511(a) or (b), the period shall be 
7 years from the date prescribed by law for filing the return (deter- 
mined. without regard to any extension of time for filing such return) 
for the taxable year for ivhich the claim is made or the credit or refund 
allowed or made. 

(9) If the claim for credit or refund relates to an overpayment on 
account of the efFect that the deductibility of a debt or loss, described 
in subparagraph (1) of this paragraph, has on the application to the 
taxpayer of a net operating loss carryback provided in section 179(b), 
the period in which claim for credit or refund may be filed shall be 
whichever of the following two periods expires later: 

(i) Seven years from the last date prescribed for filing the re- 
turn (determined without regard to any extension of time for 
filing such return) for the taxable year of' the net operating loss 
which results in such carryback, or 

(ii) The period which ends with the expiration of the period 
prescribed in section 6511(c) within which a claim for credit or 
refund may be filed with respect to the taxable year of the net 
operating loss which resulted in the carryback. 

(8) In the case of a, claim for credit or refund involving items de- 
scribed in this section, the amount of the credit or refund may exceed 
the portion of the taix paid within the period provided in section 
6511(b) (9) or (c), whichever is applicable, to the extent of the amount 
of the overpayment attributable to the deductibility of items described 
in subparagraph (1) of this paragraph. If the claim involves an 
overpayment based not only on the deductibility of items described in 
subparagraph (1) of this paragraph but based also on other items, 
the credit or refund cannot exceed the sum of the following: 

(i) The amount of the overpayment which is attributable to 
the deductibility of items described in subparagraph (1) of this 
paragraph, and 

(ii) The balance of such overpayment up to a limit of the por- 
tion, if any, of the tax paid within the period provided in section 
6511(b) (9) or (c), or within the period provided in any other 
applicable provision of law. 

(4) If the claim involves an overpayment based not only on the 
deductibility of items described in subparagraph (1) of this paragraph 
but based also on other items, and if the claim with respect to any items 
is barred by the expiration of. any applicable period of limitation, tile 
portion of the overpayment attributable to the items not so barred 
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shall be determined by treating the allowance of such items as the first 
adjustment to be made in computing such overpayment. 

(b) If a claim for creclit or refund is not filed within the applicable 
period clescribed in paragraph (a) of this section, then credit or refund 
niay be allowed or made only if claim therefor is filed or if such credit 
or refund is allowed witliin any period prescribed in section 6511(a), 
(b), or (c), whichever is applicable, subject to the provisions thereof 
limiting the amount of credit or refund in the case of a claim filed, or, 
if no claim was filed, in the case of credit or refund allowed within 
such applicable period as prescribed in section 6511(b) or (c). 

(c) The provisions of this section and section 0511(cl) (1) do not 
apply to an overpayment resulting from the deductibility of a debt 
that became partially worthless charing the tax;ible year, but only to 
an overpayment resulting from the decluctibility of a debt which 
becanie entirely worthless cluring such year. 

(d) The provisions of paragr~aph (a) of this section with regard ta 
aii overpayinent caused by the deductibility of a bad debt under sec- 
tion 166 or section 832(c), or of a loss from the worthlessness of a 
security under section 165(g), are likewise applicable to an overpay- 
ment caused by the efiect that the deductibility of such bad debt or loss 
has on the application to the taxpayer of a carryover or of a carryback. 

)301. 6511(d) — 2 OvERPAv&IENT 0'F INcohIE TAX oN AccoUNT oF 
XKT OPERATING Loss C&RRTRzcxs. — ( a) Special period of limi ta- 
tion. — (1) If the claim for credit or refund relates to an overpay- 
ment of income tax attributable to a net operating loss carryback, 
provided in section 172(b), then in lieu of the 3-year period from 
the last date prescribed for the filing of the return (determined with- 
out regard to any extension of time for filing such return) in which 
the claim may be filed or credit or refund allowed, as prescribed in 
section 6511 (a) or (b), the period shall be whichever of the follow- 
ing 2 periods expires later: 

(i) The period which ends with the expiration of the fifteenth 
day of the thirty-ninth month following the end of the taxable 
year of the net operating loss which resulted in the carryback; 
Ol' 

(ii) The period which ends with the expiration of the period 
prescribed in section 6511(c) within which a claim for credit 
or refund may be filed with respect to the taxable year of the 
net operating loss which resulted in the carryback. 

(2) In the case of a, claim for credit or refund involving a net 
operating loss carryback described in subparagraph (1) of this para- 
~~aph& the amount of the creclit or refund may exceed the portion of 
the tax paid within the period provided in section 6511(b) (2) or 
(c), whichever is applicable, to the extent of the amount of the over- 
payment attributable to the carryback. If the claim involves an 
overpayment based not only on a net operating loss carryback de- 
scribed in subparagraph (1) of this paragraph but based also on 
other items, the credit or refund cannot exceed the sum of the 
following: 

(i) The amount of the overpayment which is attributable to 
the net operating loss carryback, and 
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(ii) The lIalance of such overpayment up to a limit of the por- 
tion, if any, of the tax paid within the period provided in section 
6511 (b) (2) or (c), or within the period provided in any other 
applicable provision of law. 

(8) If the claim involves an overpayment based not only on a net 
operating loss carryback described in subparagraph (1) of. this para- 
graph but based also on other items, and if the claim with respect to 
any items is barred by the expiration of any applicable period of 
limitation, the portion of the overpayment attributable to the items 
not so barred shall be determined by treating the allowance of such 
items as the first adjustment to be made in computing such overpay- 
ment. If a claim for credit or refund is not filed, and if credit or 
refund is not allowed, within the period prescribed in this paragraph, 
then credit or refund may be allowed or made only if claim therefor 
is filed, or if such credit or refund is allowed. , within the period pre- 
scribed in section 6511 (a), (b), or (c), whichever is applicable, sub- 
ject to the provisions thereof limiting the amount of credit or refund 
in the case of a claim filed, or if no claim was filed, in case of credit 
or refund allowed, within such applicable period. For the limitations 
on the allowance of interest for an overpayment where credit or re- 
fund is subject to the provisions of this section, see section 6611(f). 

(b) Barred oeerpaymente. — If the allowance of a credit or refund 
of an overpayment of tax attributable to a net operating loss carry- 
'back is otherwise prevented by the operation of any law or rule of 
law (other than section Y122, relating to compromises), such credit 
or refund may be allowed or made under the provisions of section 
6511 (d) (2) (B) if a claim therefor is filed within the period provided 
by section 6511(d) (2) (A) and paragraph (a) of this section for fil- 
ing a claim for credit or refund of an overpayment attributable to 
a carryback. Similarly, if the allowance of an application, credit, or 
refund of a decrease in tax determined under section 6411(b) is other- 
wise prevented by the operation of any law or rule of law (other 
than section 7122), such application, credit, or refund may be allowed 
or made if an application for a tentative carryback adjustment is filed 
within the period provided in section 6411(a). Thus, for example, 
even though the tax liability (not includin~ the net operating loss 
deduction or the efFect of such deduction) for a given taxable year 
has previously been litigated before the Tax Court, credit or refund 
of an overpayment may be allowed or made despite the provisions of 
section 6512(a), if claim for such credit or refund is filed within the 
period provided in section 6511(d) (2) (A) and paragraph (a) of this 
section. In the case of a claim for credit or refund of an overpay- 
ment attributable to a carryback, or in the case of an application for 
a. tentative carryback adjustment, the determination of any court, in- 
cluding the Tax Court, in any proceeding in which the decision of 
the court has become final, shall be conclusive except with respect to 
the net operating loss deduction, and the efFect of such deduction, 
to the extent that such deduction is afFected by a carryback which was 
not in issue in such proceeding. 

$ 801. 6511(d) — 3 SPEGIAL RU'LEs APPLIGABLE To CREDIT AGAIN' 
INooME Tax Fon FGREIGN TxxEs. — (a) Period in which c4im, may be 
P7ed. — In the case of an overpayment of income tax resulting from a 
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credit, allowed under the provisions of section 001 or under the pro- 
visions of any treaty to which the United States is a party, for taxes 
paid or accrued to a foreign country or possession of the United States, 
a claim for credit or refund must be filed by the taxpayer within 10 
years from the last date prescribed for filing the return (determined 
without regard to any extension of time for filing such return) for 
tile taxable year 

eolith 

respect to which the claim is made. Such 10- 
year period shall be applied in lieu of the 3-year period prescribed in 
section 6511(a) . 

(b) Lifnit on afnount to Z)e credited or refunded. — In the case of a 
clailn described in paragraph (a) of this section, the amount of the 
credit or refund allowed or made may exceed the portion of the tax 
paid within the period prescribed in section 6511 (b) or (c), whichever 
is applicable, to the extent of the anzount of the overpayment 
attributable to the allowance of a credit against income tax referred 
to in paragraph (a) of this section. 

)301. 6511(e) STATUTGRY' PRovIsIQNs' L13IITATIONs oN 'CREDIT oR 
REFUND ' SPECIAL RULES IN CASE OF MANUFACTURED SUGAR. 

SEC. 6oll. LliIITATIONS ON CREDIT OR REFUND. 

(e) SPEcIAL RULEs IN CAsE oF 41ANUFAcTUBED SUOAB. — 
(1) UsE As LIvEsTocK FEED oB FCB DIsTILLATICN oF ALOOIIOL. — No 

payment shall be allowed under section 641S(a) unless within 2 
years after the right to such payment has accrued a claim therefor 
is filed by the person entitled thereto. 

(2) ExroRTATIov. — No payment shall be alloived under section 
6418(b) unless within 2 years after the right to such payment has 
accrued a claim therefor is filed by the person entitled thereto. 

)301. 6511(e) — 1 SPFOIAI. RUIEs APPLIGABLE To J~IANUFAGTURED 

8UGAR. — (a) Use as lA;estocZc feed and for distiZZation of aZcohoZ. — 
Xo payment shall be allo~ed or made under section 6418(a) unless 
within 2 years after the date the right to such payment has accrued a 
claim therefor is filed by the person entitled thereto. Such right ac- 
crues as of the date the manufactured sugar, or article manufactured 
therefrom, is used for a purpose for which payment is allowable under 
section 6418 (a). 

(b) Exportation. — No payment shall be allowed or made under 
section 6418 (b) unless within 9 years after the date the right to such 
payment has accrued a claim therefor is filed by the person entitled 
thereto. Such right accrues as of the date the articles are exported. 

) 301. 6511(f) STATUTORY PROVISIONS) LIMITATIONS ON CREDIT OR 

REFUND 
y 

CROSS REFERENCES 

SEC. 6511. LIDIITATIONS ON CREDIT OR REFUND. 

(f) CROSS REFERENCES. — 
(1) For time return deemed filed and tax considered paid, see section 6513. 
(2) For limitations with respect to certain credits against estate tax, see 

sections 2011(c), 2014(b), and 2015. 
(3) For limitations in case of floor stocks refunds, see section 6412. 
(4) For a period of limitations for credit or refund in the case of joint in- 

come returns after separate returns have been filed, see section 6013(b) (3). 

) 301. 6519 STATUTORY PROVISIONS 1 
LIIIITATIONS IN CASE OF PETI- 

TION To TAx CoURT. 

SEC. 6512. LDIITATIONS IN CASE OF PETITION TO TAX COURT. 

(a) EFFEGT oF PETITIov To TAx CoURT. — If the Secretary or his 
delegate has mailed to the taxpayer a notice of deficiency under section 
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0212(a) (relating to deficiencies of income, estate, and gift taxes) and 
if the taxpayer files a petition with the Tax Court within the time pre- 
scribed in section 6210(a), no credit or refund of income tax for the 
same taxable year, of gift tax for the same calendar year, or of estate 
tax in respect of the taxable estate of the same decedent, in respect 
of which the Secretary or his delegate has determined the deficiency 
shall be allowed or made and no suit by the taxpayer for the recovery 
of any part of the tax shall be instituted in any court except— 

(1) As to overpayments determined by a decision of the Tax 
Court which has become final; and 

(2) As to any amount collected in excess of an amount com- 
puted in accordance with the decision of the Tax Court which has 
become final; and 

(0) As to any amount collected after the period of limitation 
upon the making of levy or beginning a proceeding in court for 
collection has expired; but in any such claim for credit or refund 
or in any such suit for refund the decision of the Tax Court which 
has become final, as to whether such period has expired before the 
notice of deficiency was mailed, shall be conclusive. 

(b) OVERPAYMENT DETERMINED BY T~ COURT. — 
(1) JURIsDIcTIoN To DETERMINE. — If the Tax Court finds that 

there is no deficiency and further finds that the taxpayer has made 
an overpayment of income tax for the same taxable year, of gift 
tax for the same calendar year, or of estate tax in respect of the 
taxable estate of the same decedent, in respect of which the Sec- 
retary or his delegate determined the deficiency, or finds that there 
is a deficiency but that the taxpayer has made an overpayment of 
such tax, the Tax Court shall have jurisdiction to determine the 
amount of such overpayment, and such amount shall, when the 
decision of the Tax Court has become final, be credited or refunded 
to the taxpayer. 

(2) LIMIT oN EMDUNT oF cREDrr OR REFUND. — No such credit or 
refund shall be allowed or made of any portion of the tax unless 
the Tax Court determines as part of its decision that such portion 
was paid 

(A) after the mailing of the notice of deficiency, or 
(B) within the period which would be applicable under sec- 

tion 0511(b) (2), (c), or (d), if on the date of the mailing 
of the notice of deficiency a claim had been filed (whether or 
not filed) stating the grounds upon which the Tax Court finds 
that there is an overpayment. 

$ 301. 6512 — 1 LIMITATIoNs IN CAsE oE PETITIQN To TAx CoURT. — 
(a) Effect of petit~on to Tax Court. — (1) General rule; — If a person, 
having a right to file a petition with the Tax Court with respect to a 
deficiency in income, estate, or gift tax imposed by subtitle A or B, 
has filed such petition within the time prescribed in section 6213(a), 
no credit or refund of income tax for the same taxable year, or of 
gift tax for the same calendar year, or of estate tax in respect of the 
taxable estate of the same decedent, in respect of which a district 
director (or an Assistant Regional Commissioner, Appellate) has 
determined the deficiency, shall be allowed or made, and no suit in 
any court for the recovery of any part of such tax shall be instituted 
by the taxpayer, except as to items set forth in subparagraph (2) of 
this paragraph. 

(9) Euceptiong. — The exceptions to the rule stated in subparagraph 
(1) of the paragraph are as follows: 

(i) An overpayment determined by a decision of. the Tax 
Court which has become final; 

(ii) Any amount collected in excess of an amount computed in 
accordance with the decision of the Tax Court which has becoine 
final; and 
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(iii) Any amount collected after the expiration of the period 
of limitation upon levying or beginning a, proceecling in court for 
collection, 

(b) Overpayment determined by Tax Court. — If the Tax Court 
finrls that there is no deficiency and further finds that the taxpayer 
has made an overpayment of income tax for the same taxable year, or 
tlie gift tax for the saine calendar year, or of estate tax in respect of 
the taxable estate of the same decedent, in respect of which a District 
Director (or an Assistant Regional Commissioner, A. ppellate) has 
determined the deficiency, or finds that there is a deficiency but that 
the taxpayer has niade an overpaynient of such tax, the overpayment 
determined by the Tax Court sliall be credited or refunded to the tax- 
payer when the decision of the Tax Court has become final. (See 
section 7481, relating to the date when Tax Court decision becomes 
final. ) Xo such credit or refund shall be allowed or made of any 
portion of the tax unless tlie Tax Court determines as part of its de- 
cision that such portion was paid— 

(1) After the mailing of the notice of deficiency, or 
(0) Within the period which would be applicable under section 

6511(b) (2), (c), or (d) (see $$ 301. 6511(b) — 1, 301. 6511(c) — 1, 
301. 6511(d) — 1, 801. 6511(d) — 2, and 801. 6511(d) — 8, if on the date 
of the mailing~ of the notice of deficiency a claim had been filed 
(whether or not filed) stating the grounds upon which the Tax 
Court finds that there is an overpayment. 

(c) Jeopardy assessments. In the case of a jeopardy assessment 
made under section 6861(a), if the amount which should have been 
assessed as determined by a decision of the Tax Court which has be- 
come final is less than the amount already collected, the excess payment 
shall be credited or refunded subject to a determination being made 
by the Tax Court with respect to the time of payment as stated in para- 
graph (b) of this section. 

(d) Disallowance of deficiency by reviewing court. — If the amount 
of the deficiency determined by the Tax Court (in a case where col- 
lection has not been stayed by the filing of a bond) is disallowed in 
whole or in part by the reviewing court, then the overpayment result- 
ing from such disallowance shall be credited or refunded without the 
making of claim therefor, subject to a determination being made by 
the Tax Court with respect to the time of payment as stated in para- 
graph (b) of this section. (See section 7481, relating to date Tax 
Court decision becomes final. ) 

(e) Collection in, excess of amount determined by Tax Court. — 
%here the amount collected is in excess of the amount computed in 
accordance with the decision of the Tax Court which has become final. 
the excess payment shall be credited or refunded within the period 
of limitation provided in section 6511. 

(f) Collection after expiration of statutory period. — Where an 
ainount is collected after the statutory period of limitation upon the 
beginning of levy or a proceeding in court for collection has expired 
(see section 6502, relating to collection after assessment), the tax- 
payer may file a claim for refund of the amount so collected within 
the period of limitation provided in section 6511. In any such case, 
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the decision of the Tax Court as to whether the statutory period 
upon collection of the tax expired before notice of the deficiency was 
mailed shall, when the decision becomes final, be conclusive. 

$801. 6518 STATUTQRY PRovIsIoNs~ TIME RETURN DEEMED FILED 
AND TAX CONSIDERED PAID. 

SEC. 6518. TIME RETURN DEEMED FILED AND TAX CONSID- 
ERED PAID. 

(a) EARI. Y RETURN QR ADvANcE PAYMENT oF TAx. — For purposes 
of section 6511, any return filed before the last day prescribed for the 
filing thereof shall be considered as filed on such last day. For purposes 
of section 6511(b) (2) and (e) and section 6512, payment of any portion 
of the tax made before the last day prescribed for the payment of the 
tax shall be considered made ori such last day. For purposes of this 
subsection, the last day prescribed for filing the return or paying the tax 
shall be deteriuined without regard to any extension of time granted the 
taxpayer and without regard to any election to pay the tax in install- 
ments. 

(b) PREPAID I~coME TAx. — For purposes of section 6511 or 6512, any 
tax actually deducted and withheld at the source during any calendar 
year under chapter 24 shall, in respect of the recipient of the income, be 
deemed to have been paid by him on the 15th day of the fourth month 
following the close of his taxable year with respect to which such tax 
is allowable as a credit under section 81. For purposes of section 6511 
of 6512, any amount paid as estimated income tax for any taxable year 
shall be deemed to have been paid on the last day prescribed for filing 
the return under section 6012 for such ta~able year (determined with- 
out regard to any extension of time for filing such return). 

(c) RETURN AND PAYMENT OF SocIAL SEUURITY TAxEs AND INcoME 
TAx WITIICLDINO. — Notwithstanding subsection (a), for purposes of sec- 
tion 6511 with respect to any tax imposed by chapter 21 or 24— 

(1) If a return for any period ending with or within a calendar 
year is filed before April 15 of the succeeding calendar year, such 
return shall be considered filed on April 15 of such succeeding 
calendar year; and 

(2) If a tax with respect to remuneration paid during any period 
ending with or within a calendar year is paid before April 15 of the 
succeeding calendar year, such tax shall be considered paid on April 
15 of such succeeding calendar year. 

(d) OVERPAYMENT OF INCOME TAX CREDITED TO ESTIMATED TAX. — If 
any overpayment of income tax is, in accordance with section 6402(b), 
claimed as a credit against estimated tax for the succeeding taxable 
year, such amount shall be considered as a payment of the income tax 
for the succeeding taxable year (whether or not claimed as a credit in 
the return of estimated tax for such succeeding taxable year), and no 
claim for credit or refund of such overpayment shall be allowed for the 
taxable year in which the overpayment arises, 

$301. 6518 — 1 TIME RETURN DEEMED FILED AND TAX CoNsIDERED 
PAm. — (a) Early return or advance payment of tax. — For purposes 
of section 6511, a return (other than the employment tax returns re- 
ferred to in paragraph (c) of this section) filed before the last day 
prescribed by law or regulations for the filing thereof shall be con- 
sidered as filed on such l~ast day. For purposes of section 6511(b) (2) 
and (c) and section 6512, payment of any portion of the tax made 
before the last day prescribed for payment shall be considered made 
on such last day. An extension of time for filing a return or for pay- 
ing any tax, or an election to pay any tax in installments, shall not 
be given any e8ect in determining under this section the last day 
prescribed for filing a return or paying any tax. 

(b) Prepaid income tax. — For purposes of section 6511 (relating 
to limitations on credit or refund) or section 6512 (relating to limita- 
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tions in case of petition to Tax Court), any tax actually deducted and 
withheld at the source during any ca~lendar year under chapter 24 
(relating to collection of income tax at source on wages) shall, in 
respect of the recipient of the inconle, be deemed to have been paid 
by hinl on the 15th day of the fourth month following the close of 
his taxable year with respect to which. such tax is allowable as a 
credit under section 31 (relating to tax withheld on wages). For 
pul'poses of section 6511 or 6512, any amount paid as estimated income 
tax for any taxable year shall be deemed to have been paid on the 
last day prescribed for filing the return under section 6012 (relating 
to persons required to nial-e~returns of income) for such taxable year 
(de(ermined without regard to any extension of time for filing such 
retul'n) . 

(c) Peturn and payment of social security taxes and income tax 
teithholding'. — If a return of tax under clnlpter 21 (relating to the 
Federal Insurance Contributions Act) or chapter 24 (relating to the 
collection of income tax at source on Ivages) for any period ending 
ivith or within a calendar year is filed before April 15 of the succeeding 
calendar year or if a, tax with respect to remuneration paid durin~g 
any period ending with or within a calendar year is paid before such 
date, for purposes of section 6511 (relating to limitations on credit 
or refund) the return shall be considered filed, or the tax considered 
paid, on April loth of such succeeding calendar year. 

(d) Overpayment of income tax credited to estimated tax. — If a 
taxpayer elects under the provisions of section 6402(b) to credit an 
overpayment of income tax for a taxable year against estimated. tax 
for the succeeding taxable year, the amount so credited shall be con- 
sidered a payment of inconle tax for such succeeding taxable year 
(whether or not claimed as a credit on the estilnated tax return for 
such succeeding taxable year). If the treatment of such amount as a 
payment of income tax for the succeeding taxable year results in an 
overpayment for such succeeding taxable year, the period of limita- 
tions applicable to such overpayment is deterlnined by reference to 
that taxable year. An election so to credit an overpayment of income 
tax precludes the allowance of a claim for credit or refund of such 
overpayment for the taxable year in which the overpayment arises. 

ea 
801. 6514(a) STATUTDRv PRovlsloxs j CREDITs oR RKFvNDs AFTER 

PERIOD OF LI&IITATION. 

SEC. 6514. CREDITS OR REFENDS AFTER PERIOD OF LI5IITA- 
Tl ON. 

(a) CREDITs oR REIUNDs AFTER PERICD CF LIIIITATIGN. — A I'efund of 
any portion of an internal revenue tax shall be considered erroneous 
and a credit of any such portion shall be considered void— 

(1) ExPIRATICN oF PERIAD FCR FILING cLAIM. — If made after the 
expiration of the period of limitation for filing claim therefor, unless 
within such period claim was filed; or 

(2) DISALLOWANCE OF CLAIM AND EXPIRATION OF PERIOD FOR FILING 
SUIT. — In the case of a claim filed within the proper time and dis- 
allowed by the Secretary or his delegate, if the credit or refund 
was made after the expiration of the period of limitation for filing 
suit, unless within such period suit was begun by the taxpayer. 

(6) REcovERT oF FBRGNECUs RFFUivDs. — 
For procedure by the United States to recover erroneous refunds, see 

sections 5532(b) snd 7405. 
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$ 801. 6514(a) — 1 CREDITS oR REFUNDS AI'TER PERIOD OF LIMITA- 

TION. — (a) A refurid of any portion of any internal revenue tax (or 
any interest, additional amount, addition to the tax, or assessable 
penalty) shall be considered erroneous and a credit of any such por- 
tion shall be considered void— 

(1) If made after the expiration of the period of limitation 
prescribed by section 6511 for filing claim therefor, unless prior 
to the expiration of such period claim Ivas filed, or 

(9) In the case of a timely claim, if the credit or refund was 
made after the expiration of the period of limitation prescribed 
by section 65M(a) for the filing of suit, unless prior to the ex. 
piration of such period suit was begun. 

(b) For procedure by the United States to recover erroneous re- 

funds, see sections 65M (b) and 7405. 

$ 801. 6514(b) STATUTCRY PRovisioxs; CREDIT AFTER PERI0D oF 
LIM1TATION. 

SEC. 6514. CREDITS OR REFUNDS AFTER PERIOD OF LIMITA- 
TION. 

(b) CREDIT AETER PERIGD oy LIMITATION. — Any credit against a lia- 
bility in respect of any taxable year shall be void if any payment in 
respect of such liability would be considered an overpayment under 
section 6401(a). 

$ 801. 6514(b) — 1 CREDIT AGAINs'1' BARRED LIABILITY. — Any credit 
against a liability in respect of any taxable year shall be void if the 
collection of such liability would be barred by the applicable statute 
of limitations at the time such credit is made. 

( 801. 6515 STATUTCRY PRovIsIoNs j CRoss REFERENOEs. 

SEC. 6515. CROSS REFERENCES. 
For limitations in case of— 

(1) Adjustments incident to involuntary liquidation of inventory, see section 1321. 
(2) Wsr loss recoveries uhere prior beneat rule is elected, see section 1335. 
(3) Dedciency dividends of a personal holding company, see section 547. 
(4) Overpayment in certain renegotiations of sar contracts, see section 1431. 
(5) Tentative carry-back adjustments, see section 6411. 
(6) Service in a combat zone, etc. , see section 7568. 
(7) Suits for refund by taxpayers, see section 6532(s). 

Mitigation of Effect of Period of Limitations 

$ 801. 6M1 STATUToRY PRovIBIoNs MrrIGATIQN QF KFFEcT oF LIMI- 
TATIGN IN CAsE oF PiELATED TAxEs UNDER DIFFERENT CHAPTERs. 

SKC. 6521. MITIGATION OF EFFECT OF LIMITATION IN CASE OF 
RELATED TAXES UNDER DIFFERENT CHAPTERS. 

(a) SELF-EMPLGYMENT TAX AND TAx oN WAGEs. — In the case of the 
tax iinposed by chapter 2 (relating on tax on self-employment income) 
and the tax imposed by section 6101 (relating to tax on employees under 
the Federal Insurance Contributions Act)— 

(1) If an amount is erroneously treated as self-employment in- 
come, or if an amount is erroneously treated as wages, and 

(2) If the correction of the error would require an assessment of 
one such tax and the refund or credit of the other tax, and 

(6) If at any time the correction of the error is authorized as to 
one such tax but is prevented as to the other tax by any law or rule 
of biw (other than section 7122, relating to compromises), 

then, if the correction authorized is made, the amount of the assessment, 
or the amount of the credit or refund, as the case may be, authorized 
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as to the one tax shall be reduced by the amount of the credit or refund, or the amount of the assessment, as the case may be, which would be required with respect to such other tax for the correction of the error if such credit or refund, or such assessment, of such other tax were not prevented by any law or rule of law (other than section 7122, relating to compromises). 

(b) DEFINITIoNs. — Fol' pul'poses of subsection (a), the terms "self- eruployment incon1e" and wages" shall have the same meaning as when used in section 1402(b). 
I) 801. 6521 — 1 MITIGATIoN oF EFFEcT oF IIMITATIQN IN CAsF oF RELATED EAIPLGYEK SocIAL SI"GURI'rv TAx AND SELF-EMI'LovAIRNT TAx. — (a) Section 6521 may be applied in the correction of a certain 

type of error involving both the tax on self-employment income under section 1401 and the employee tax under section 8101 if the correction of the error as to one (ax is, on the date the correction is authorized, prevented in whole or in part by the operation of any law or rule of law other than section 7122, relating to compromises. Examples of such law are sections 6212(c), 6401(a), 6501, 6511, 6512(a), 6514, 6A2, 6001(c), (d) and (e), 7121, and 74M(e). 
(b) If the liability for either tax with respect to ivhich the error was made has been compromised under section 7122, the provisions of section 6521 limiting the correction with respect to the other tax do not apply. 
(c) Section 6521 is not applicable if, on the date of the authoriza- tion, correction of the effect of the error is permissible as to both taxes without recourse to such section. 
(d) If, because an amount of ivages, as defined in section 8121(a), is erroneously treated as self-employment income, as defined in section 1402(b), or an amount of self-employment income is erroneously treated as wages, it is necessary in correcting the error to assess the correct tax and give a credit or refund for the amount of the tax erroneously paid, and if either, but not both, of such adjustments is prevented by any law or rule of law (other than section 7122), the amount of the assessment, or the amount of the credit or refund, authorized shall reflect the adjustment which would be made in respect of the other tax (either the tax on self-employment income under section 1401 or the employee tax under section 8101) but for the operation of such law or rule of law. For example, assume that during 1055 A. paid $10 as tax on an amount erroneously treated as "wages", when such amount was actually self-employment income, and that credit or refund of the $10 is not barred; A should have paid a self-employment tax of $15 on the amount. If the assessment of the correct tax, that is, $15, is barred by the statute of limitations, no credit or refund of the $10 shall be made without Offsetting against such $10 the $15, assessment of which is barred. Thus, no credit or refund in respect of the $10 can be made. 

(e) As another example, assume that during 1055 a taxpayer reports 
wages of $4, 200 and net earnings from self-employment of $900. By reason of the limitations of section 1402(b) he shows no self-employ- ment income. Assume further that by reason of a final decision by the Tax Court of the United States, further adjustments to the tax- payer's income tax liability are barred. The question of the amount, of his wages, as defined in section 8121, was not in issue in the Tax 
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Court litigation, but it is subsequently determined (within the period 
of limitations applicable under the Federal Insurance Contributions 
Act) that $700 of the $4, 200 reported as wages was not for employment 
as defined in section 3121(b). Therefore, the taxpayer is entitled to 
the allowance of a refund of the $14 tax paid on such remuneration 
under section 3101. The reduction of his wages from $4, 200 to $3, 500 
would result in the determination of $700 self-employment income, 
the tax on ivhich is $21 for the year. Under section 6M1, the over- 
payment of $14 would be OQ'set by the barred deficiency of $21, thus 
eliminating the refund otherwise allowable. If the facts were changed 
so that the taxpayer erroneously paid tax on self-employment income 
of $700, having been taxed on only $3, 500 as wages, and within the 
period of limitations applicable under the Federal Insurance Con- 
tributions Act, it is determined that his vvages were $4, 200, the tax 
of $14 under section 3101, otherwise collectible, would be eliminated 
by ofi'setting under section 6M1 the barred overpayment of $21. The 
balance of the barred overpayment, $7, cannot be credited or refunded. 

(f) Another illustration of the operation of section 6M1 is the 
case of a taxpayer who, for 1955, is erroneously taxed on $2, 500 as 
wages, the tax on which is $50, and who reports no self-employment 
income. After the period of limitations has run on the refund of the 
tax under the Federal Insurance Contributions Act, it is determined 
that the amount treated as wages should have been reported as net 
earnings from self-employment. The taxpayer's self-employment 
income would then be $2, 500 and the tax thereon would be $75. Assume 
that the period of limitations applicable to subtitle A has not expired, 
and that a notice of deficiency may properly be issued. Under section 
6521, the amount of the deficiency of $75 must be reduced by the barred 
overpayment of $50. 

$ 301. 6521 — 2 LAw APPLIOABLK IN DETERMINATIDN oF ERRDR. — The 
question of whether there was an erroneous treatment of self- 
employment income or of wages is determined under the provisions 
of law and regulations applicable with respect to the year or other 
taxable period as to which the error was made. The fact that the error 
was in pursuance of an interpretation, either judicial or administra- 
tive, accorded such provisions of law and regulations at the time the 
action involved was taken is not necessarily determinative of this 
question. For example, if a later judicial decision authoritatively 
alters such interpretation so that such action is contrary to the appli- 
cable provisions of the law and regulations as later interpreted, the 
error comes within the scope of section 6521. 

Periods of Limitation in Judicial Proceedings 

$ 301. 6531 STATUToRY PRovIsIoNs i PERIDDs QF LIMITATIQN oN CRIM- 
INAL PROSECUTIONS. 

SEC. 6&31. PERIODS OF LlbIITATION ON CRIMINAL PROSE- 
CUTIONS. 

No person shall be prosecuted, tried, or punished for any of the various 
offenses arising under the internal revenue laws unless the indictment 
is found or the information instituted within 8 years next after the 
commission of the offense, except that the period of limitation shall be 
6 vears— 
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(1) for offenses involving the defrauding or attempting to de 
fraud the United States or any agency thereof, whether by cou 
spiracy or not, and in any manner; 

(2) for the offense of willfully attempting in any manner to evade 
or defeat any tax or the payment thereof; 

(3) for the offense of willfully aiding or assisting in, or procur 
ing, counseling, or advising, the preparation or presentation under 
or in connection with any matter arising under, the internal revenue 
laws, of a false or fraudulent return, affidavit, claim, or document 
(whether or not such falsity or fraud is with the knowledge or 
consent of the persouauthorized or required to present such return 
aifidavit, claim, or docuiuent); 

(4) for the offense of willfully failing to pay any tax, or make 
any return (other thau a returu required under authority of part 
III of subchapter A. of chapter 01) at the time or times required by 
Iaw or regulations; 

(5) for offenses described in sections 7200 (1) and 7207 (re 
lating to false statements and fraudulent documents); 

(0) for the offense described in section 7212(a) (relating to 
intimidation of officers and employees of the United States); 

(7) for offenses described in section 7214(a) committed by offi 
cers and employees of the United States; and 

(8) for offenses arising under sectiou 371 of Title 18 of the United 
States Code, where the object of the conspiracy is to attempt in 
any manner to evade or defeat any tax or the paymeut thereof. 

The time during which the person committing any of the various of 
fenses arising under the iuternal revenue la&vs is outside the Uuited 
States or is a fugitive from justice within the meaning of section 3290 
of Title 18 of the United States Code, shall not be taken. as any part 
of the time limited by law for the commencement of such proceedings 
(The preceding sentence shall also be deemed an amendment to section 
3748(a) of the Internal Revenue Code of 1939, and shall apply in lieu 
of the sentence in section 3748(a) which relates to the time during 
which a person committing an offense is absent from the district wherein 
the same is committed, except that such amendment shall apply only 
if the period of limitations under section 3748 would, without the appli 
catiou of such amendment, expire more than 3 years after the date of 
enactment of this title, and except that such period shall not, with the 
application of this amendment, expire prior to the date which is 3 years 
after the date of enactment of this title. ) AVhcre a complaint is in 
stituted before a commissioner of the United States within the period 
above limited, the time shall be extended until the date which is 9 months 
after the date of the making of the complaint before the commissioner of 
the United States. For the purpose of determining the periods of limi 
tation on criminal prosecutions, the rules of section 0613 shall be 
applicable. 

) 301. 65M STATUTORY PROVISIOiVS 
& 

PERIODS OI' LIBIITATION 
SIjlTS. 

SEC. 6632. PERIODS OF LIBIITATION ON SUITS. 

(a) SUrrs sx TAXPAYERS FoR REFUND. — 
(1) GENERAL RULE. — No suit or proceeding under section 7422 (a) 

for the recovery of any internal revenue tax, penalty, or other sum, 
shall be begun before the expiration of 0 months from the date of 
filing the claim required under such section unless the Secretary 
or his delegate renders a decision thereon within that time, nor 
after the expiration of 2 years from the date of mailin by registered 
mail by the Secretary or his delegate to the taxpayer of a notice 
of the disallowance of the part of the claim to which the suit or 
proceeding relates. 

(2) ExTENBIoN oF TIME. — The 2-year period prescribed in para- 
graph (1) shall be extended for such period as may be agreed upon 
in writing between the taxpayer and the Secretary or bis delegate. 

(3) WAIvEE. 0F NoTIcE oF DISALLowANOE. — If any person files 
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a written waiver of the requirement that he be mailed a notice of 
disallowance, the 2-year period prescribed in paragraph (I) shall 
begin on the date such waiver is Bled. 

(4) REcoNsIDERATICN AFTER MEILING oF NoTIGE. — Any consid- 
eration, reconsideration, or action by the Secretary or his delegate 
with respect to such claim following the mailing of a notice by reg- 
istered mail of disallowance shall not operate to extend the period 
within which suit may be begun. 

(b) SUITs BY UNITED STATEs FoR REcovERY oF ERRCNECUs REFUNDs. — 
Recovery of an erroneous refund by suit under section 7405 shall be 
allowed only if such suit is begun within 2 years after the making of 
such refund, except that such suit may be brought at any time within 
5 years from the making of the refund if it appears that any part of 
the refund was induced by fraud or misrepresentation of a material fact. 

$ 801. 6532 — 1 PERIODS OF LIMITATION ON SUITS BY TAXPAYERS. — (a) 
No suit or proceeding under section 7422 (a) for the recovery of any 
internal revenue tax, penalty, or other sum shall be begun until which- 
ever of the following first occurs: 

(1) The expiration of 6 months from the date of the filing of the 
claim for credit or refund, or 

(2) A decision is rendered on such claim prior to the expiration 
of 6 months after the filing thereof. 

Except as provided in paragraph (b) of this section, no suit or pro- 
ceeding for the recovery of any internal revenue tax, penalty, or other 
sum may be brought after the expiration of 2 years from the date of 
mailing by registered mail by a district director or an assistant regional 
commissioner to a taxpayer of a notice of disallowance of the part of 
the claim to which the suit or proceeding relates. 

(b) The 2-year period described in paragraph (a) of this section 
may be extended if an agreement to extend the running of the period 
of limitations is executed. The agreement must be signed by the tax- 
payer or by an attorney, agent, trustee, or other fiduciary on behalf of 
the taxpayer. If the agreement is signed by a person other than the 
taxpayer, it shall be accompanied by an authenticated copy of the 
power of attorney or other legal evidence of. the authority of such 
person to act on behalf of the taxpayer. If the taxpayer is a corpora- 
tion, the agreement should be signed with the corporate name followed 
by the signature of a duly authorized ofiicer of the corporation. The 
agreement will not be efiective until signed by a district director or an 
assistant regional commissioner. 

(c) The taxpayer may sign a waiver of' the requirement that he be 
mailed a notice of disallowance. Such waiver is irrevocable and will 
commence the running of the 2-year period described in paragraph (a) 
of this section on the date the waiver is filed. The waiver shall set 
forth: 

(1) The type of tax and the taxable period covered b'y the 
taxpayer's claim for refund; 

2) Theamountof theclaim; 
3) The amount of the claim disallowed; 

(4) A statement that the taxpayer agrees the filing of the waiver 
will commence the running of the 2-year period provided for in 
section 65M(a) (1) as if a notice of disallowance had been sent the 
taxpayer by registered mail. 
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The filing of such a waiver prior to the expiration of 6 months from 
the date the claim was filed does not permit the filing of a suit for 
refund prior to the time specified in section 6532 (a) (1) ~and paragraph 
(a) of this section. 

(d) Any consideration, reconsideration, or other action with respect 
to a claim after the mailiilg by registered mail of a notice of disallow- 
ance or after the execution of a waiver referred to in paragraph (c) of 
this section, shall not extend the period for bringing suit or other 
proceeding under section 7422 (a) . 

( 801. 6582-2 PERIODS OF LII(1ITATION OV SUITS BY THE UNITED 
STATEs. — The United States may not recover any erroneous refund by 
civil action under section 7405 unless such action is begun within 2 
years after the making of such refund. However, if any part of the 
refund was induced by fraud or misrepresentation of a material fact, 
the action to recover the erroneous refund may be brought at any time 
within 5 years from the date the refund was made. 

ma 
801. 6588 STATUToRY PRovlsIGNs i Clioss REFERENOES. 

SEC. 6536. CROSS REFERENCES. 
(1) For period of limitation in respect of civil actions for fines, penalties, 

and forfeitures, see section 2462 of Title 28 of the United States Code. 
(2) For extensions of time by reason of armed service in a combat zone, 

see section 7508. 
(3) For suspension of running of statute until 3 years after termination 

of hostilities, see section 3287 of Title 18. 

GENERAL RULES 

Elfective Date and Related Provisions 

«5 801. 7851 S rATUTGR Y PRGVIsIGNs ) APPLIGABILITY oF REVENUE 
LAWS. 

SEC. 7851. APPLICABILITY OF REVENUE LAWS. 

(a) GEvERAL RULES. — Except as otherwise provided in any section 
of this title— 

(6) SUBTITLE F. 
(A) Genrral Ra)e. — The provisions of subtitle li [inc. chapter 

66, relating to limitations] shall take effe& t on the day aftej the 
date of enactment of this title and shall be applicable with 
respect to any tax imposed by this title. * * * 

[NoTB. — Chapter 66 of the Internal Revenue Code of 1954, relating to 
limitations, is applicable only with respect to the taxes imposed by the 
1954 Code. The provisions of the Internal Revenue Code of 1969 relating 
to limitations are applicable with respect to the taxes imposed by the 
1939 Code. 3 

RUSSELL C. HARRINGTON, 
Coy)tfrtissioner of Interna/Beventte 

Approved April 80, 1956. 
DAN THROOP SMITH& 

8pecia/ Assistant to the Secretary in Charge of Ter, Poticy. 

(Filed by the Division of the Federal Register May 2, 1956, 8: 54 a. m. ) 
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CHAPTER 68. — ADDITIONS TO THE TAX, ADDITIONAL 
AMOUNTS, AND ASSESSABLE PENALTIES 

SUBCHAPTER A. — ADDITIONS TO THE TAX AND ADDITIONAL AMOUNTS 

SECTION 6651. — FAILURE TO FILE TAX RETURN 

(Also Part II, Section 8612(d); Regulations 
128, Section 408. 909. ) 

An insolvent debtor, subject to the Federal Insurance Contributions 
Act taxes and to income tax withholding, made a general assignment 
of his assets for the benefit of creditors on March 1, 1955. The Em- 
ployer's Quarterly Federal Tax Return, Form 941, was not filed until 
May 81, 1955, which date was subsequent to the due date of the return. 
In the absence of a showing of reasonable cause for the delinquency, 
the District Director of Internal Revenue asserted the delinquency 
penalty provided by section 6651(a) of the Internal Revenue Code of 
1954. The assignee protested such action. HeLd, there is no prohibi- 
tion against the assessment of the delinquency Iienalty provided by 
section 6651(a), supra, where the delinquency in the filing of the re- 
turn occurs after the institution of an assignment proceeding. The 
assignee in the instant case is not relieved by statute or regulation 
from the duty of filing a timely return. Accordingly, since there is 
no showing of reasonable cause, the delinquency penalty was properly 
assessed. See also Rev. Rul. 54 — 427, C. B. 1954 — 2, 42. 

CHAPTER 69. — GENERAL PROVISIONS RELATING TO 
STAMPS 

SECTION 6805. — REDEMPTION OF STAMPS 

Rev. Rul. 56 — 115 

The documentary stamp tax on a foreign insurance policy is com- 
puted on the basis of the total premium charged, and is due when 
the insurance becomes efi'ective. See section 4371 of the Internal Rev- 
enue Code of 1954 and part (1) of S. T. 748, C. B. XIII — 1, 442 (1934), 
part (2) of which was revoked by M. T. 12, C. B. 1948, 1169. AVhen 
a premium is unconditionally paid at the time the policy is issued, 
no refund of tax may be made even though a partial refund of the 
premium is allowed by the foreign underwriters. If, however, under 
the specific terms of the policy, the assured is not liable for any 
premiums covering conditional risks, unless and until the risks have 
been incurred, and the policy expires or is cancelled without such 
risks being incurred, any stamps aKxed with respect to the con- 
ditional premiums would be redeemable. In any case in which the 
assured is entitled to a refund of all or a portion of the amount paid 
for documentary stamps, a claim for redemption, supported with 
copies of all pertinent documents or extracts therefrom, should be 
filed with the District Director of Internal Revenue. See Rev. Rul. 
55 — 896, C. B. 1955 — 1) 522. 
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CHAPTER 77. — MISCELLANEOUS PROVISIONS 

SECTION 7508. — TIME FOR PERYOR'AIING CERTAIN 
ACTS POSTPOXI:. D I&Y I'LASOX OF )VAR 

(Also Part II, Section 8804(f). ) Rev. Rul. 56 — 298 
IVith respect to the deferment of time for fili»- iucome tax re- 

turns and paying the tax under sections 7805(a) of the Internal 
Reveuue Code of 1054 and 3804(f) of the Iutcrnal Revenue Code 
of 1030, the period of tiu&e ivhi«h n&ay be disregarded for taxpayers 
serving iu the Aru&ed I&orces of the United States in Iv. orea includ- 
ing those serving iu support of such Armed I&'orces is 180 days after 
January 31, 1055, tlie date coml&;it;iut a& tivities iu the Ivorean com- 
bat zone ceased. 

The Internal Revenue Service has been requested to state its position 
as to the efi'ect of Executive Order 10585, C. B. 1955 — 1, 17, on the 
period of time ivhich may be disi eg&arded fo&r filing inconie tax returns 
and paying tax under section 7508(a) of 1954 Code (section 3804(f) 
of 1M9 Code) with respect to those individuals serving in the Armed 
Forces of the United States or serving in support of such Armed 
Forces within the Korean combat zone. 

Section 8804(f) of the Internal Revenrie Code of 1939 and section 
7o08 of the Internal Revenue Code of 1954 provide, in part, for the 
postponement of the due elate for the filing of income t;ix returns and 
paynient of income tax in the case of individuals serving in the Arnied 
Forces of the United States, or serving in support of such Armed 
Forces, in a combat zone dur&ing a, period of conibatant activities, or 
hospitalized outside the States of the Union and the District of Co- 
lumbia as a result of injuries received while in a combat zone. The 
period of tinie to be disregarded in determining whether these acts are 
timely performed under either section inc1udes the period of service 
in the combat zone, p1us the period of continuous hospitalization out- 
side the States of the Union and the District of Columbia attributable 
to injury received in such an area, and the next 180 days thereafter. 

Executive Order 10585, 8ttprn, desi~iated midnig&ht of January 31, 
1955, as the date of termination of combatant activities in areas coni- 
prising the combat zone in Korea and the vvaters adjacent thereto. 
Accordingly, for the purpose of providing additional tinie in the deter- 
mination of a& postponed income tax due d~ate& the coinbat zone, as such, 
ceased to exist after midnight, January 81& 1955, the date combatant 
activities in Korea ceased. As a result, the postponed due date for the 
fiiing of income tax returns and the pa&ynient of income tax for those 
taxpayers within the combat zone on January 81& 1955, who are also 
vvithin the scope of section 8808(f) of the 1939 Code or section 7508(a) 
of the 1954 Code, was July 80, 1955, the 180th day after January 31, 
1955. 

This ruling should not be interpreted as limiting the due date for 
filing returns or paying income tax of individua. ls hospitalized outside 
the States of the Union and the District of Columbia as' the result of 
injuries received in the combat zone of Korea prior to February 1, 
1955. 
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CHAPTER 79. — DEFINITIONS 

SECTION 7701. — DEFINITIONS 
Rev. Rul. 56 — 28 Also Section 401. ) 

Also Part II, Sections 165, 8797; Regulations 
118, Sections 89. 165 — 1, 89. 8797 — 1. ) 

A group of doctors who adopt the form of an association in order 
to obtain the beneilts of corporate status for purposes of section 
401 (a) of the Internal Revenue Code of 1%4 is in substance a part- 
nership and the doctor-members are employers and therefore not 
employees. Furthermore, any period of service as members of a 
prior partnership will not be credited as a period of employment 
for purposes of the above section. 

The contrary position expressed in the case of l7nlted, Statea v. 
Arthur R. Vintner et uz. , 216 Fed. (2d) 418, will not be accepted by 
the Internal Revenue Service as a precedent in the disposition of 
other cases involving similar fact situations. 

Advice has been requested whether an association of doctors which 
formerly operated as a partnership may be treated as a corporation 
for Federal income tax purposes and further whether a doctor-mem- 
ber of the former partnership was an employee of the partnership 
for the purpose of the requirements for establishing a pension plan 
under section 401(a) of the Internal Revenue Code of 1954, corre- 
sponding to section 165 (a) of the 1989 Code. 

These questions are posed because of the decision in United States 
v. Arthur P. vintner et uz. , 216 Fed. (2d) 418. In that case, on the 
authority of Ora L. Pelton, Sr. et al. , Trustees v. Commisgioner, 82 
Fed. (2d) 487, the court held that the association had more of the 
criteria of a corporation than of a partnership under T. A. 3Iorri88ey 
et a/. , Truttee8, v. Comm&aioner, 296 IT. S. 844, Ct. D. 1064, C. B. 
3CV — 1, 264 (1986), and it distinguished 3foliile Bar Pilots Association 
v. Con, misnomer, 97 Fed. (2d) 695, Ct. D. 1417, C. B. 1939 — 2, 244, 
relating to the performance of pilotage services by an association of 
pilots. Having determined that the clinic in the Kintner ease is an 
association which is treated for tax purposes as a corporation, not- 
withstanding the State does not include the practice of medicine in 
the listing of purposes for which a corporation may be formed. , the 
court further held that the pension plan established by the association 
satisfies the requirements of section 165(a) of the 1989 Code. In 
reaching this conclusion, the court credited the doctor-members with 
prior years of service as partners as constituting qualifying years 
of employment for purposes of the pension plan of the association. 

It is held that a group of doctors who adopt the form of an associa- 
tion in order to obtain the benefits of corporate status for purposes of 
section 401(a) of the Internal Revenue Code of 1954 is in substance a 
partnership for all purposes of the Internal Revenue Code. It follows 
that the doctor-members are employers and therefore not employees 
Rev. Rul. 88, Part 2(a) (1), C. B. 1958 — 1, 267, at 269. Furthermore& 
any period of service as members of a prior partnership will not be 
credited as a period of employment for purposes of the above sec- 
tion. The contrary position expressed in the case of United States v. 
Arthur P. Eintner et uz. , 216 Fed. (2d) 418, will not be accepted by 
the Internal Revenue Service as a precedent in the disposition of 
other cases involving similar f act situations. 
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CHAPTER 80. — GENERAL RULES 
SUBCHAPTER A. — APPLICATION OF INTERNAL REVENUE LAWS 

SECTION 7805. — RULES AND REGULATIONS 

Procedure to aid dealers in tobacco materials in the transition from 
Regulations 8 to the new regulations, 96 CI&'R, Part 980, with regard 
to permits, trade name certificates, bonds, and records. See Rev. Proc. 

page 1019. 

893474' — 56 — 39 





PART II 
RULINGS ANB BKCISIONS UNBKR THE INTER- 

NAL REVENUE COBE OF 1939 ANB OTHER 
RELATKB PUBLIC LAWS 

SUBPART A. — RULINGS AND DECISIONS UNDER THE 
INTERNAL REVENUE CODE OF 1939 

Rulings and decisions published in Part II, Subpart A, of the 
Internal Revenue Bulletin are based on the application of provisions 
of the Internal Revenue Code of 1939 and, unless otherwise noted 
therein, are published without consideration as to any application of 
the provisions of the Internal Revenue Code of 1954, or the Federal 
Firearms Act or other public 1;iws. 

SUBTITLE A. — TAXES SUBJECT TO THE JURISDICTION 
OF THE BOARD OF TAX APPEALS 

CHAPTER 1. — INCOME TAX 

SUBCHAPTER B. — GENERAL PROVISIONS 
PART II. — COMPCTATION OP NET INCOME 

SECTION B2 (a) . — GROSS INCOME: GENERAL DEFINITION 

REGULATIoNS 118, SEGTION 39. 22 (a) — 1: TVhat Rev. Rul. 56 — 93 
included in gross income. 

(Also Section 101; Section 39. 101(14) — 1. ) 
A. reorganized railroad company which has issued all of its first 

mortgage bonds and the majority of its shares of common stock 
to the Reconstruction Finance Corporation in satisfaction of a debt, 
and has also issued and set aside shares of its common stock for 
subscription through warrants issued to private creditors, is not 
exempt from Federal income taxes. 

Advice has been requested whether the income of a reorganized 
railroad company is exempt from Federal income taxes under the 
following circumstances. 

X railroad company, which emerged from proceedings for reor- 
ganization under section 77 of the Bankruptcy Act, issued all of its 
first mortgage bonds and approximately 75 percent of its authorized 
shares of common stock to the Reconstruction Finance Corporation 
(hereinafter referred to as R. F. C. ) because of a claim arising from 
loans made by the R. F. C. to the trustee in bankruptcy of the railroad 
company. The railroad also issued warrants to private creditors for 
the purchase of the balance of the shares of common stock, which 
were issued and set aside for that purpose. The railroad company 
holds its charter from the State of 3X, and its primary purpose is the 
operation of a railroad, consisting of the hauling for hire of freight 
and passengers. 

(601) 
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The question whether the exemption from all Federal taxes extended 
to the R. F. C, by act of Congress also extends to a business corpora- 
tion, whose outstanding stock or obligations are owned by the R. F. C. , 
must be determined not only from the statute respecting the R. F. C. 
and from the provisions of section 101 of the Internal Revenue Code 
of 1989 regarding nontaxable organizations, but also from certain 
conditions with respect to the purpose and control of the corporation. 

The R. F. C. was made expressly exempt from all taxes imposed 
by the Federal Government, and this exemption was extended to any 
other public corporation wholly financed and wholly managed by 
the R. F. C. and to banks whose stock or obligations were acquired 
by the R. F. C. prior to July 1, 1947. Section 10, Reconstruction 
Finance Corporation Act, 47 Stat. 9, as amended, 15 U. S. C. 607. 
Section 101(14) of the 1939 Code provides that, in order for a cor- 
poration to be exempt from Federal income taxes, it must be organized 
for the exclusive purpose of holding title to property, collecting in- 
come therefrom, and turning over the proceeds from such property, 
less expenses, to an organization which itself is exempt from the tax 
imposed by Chapter 1 of the 19M Code. It may not operate a busi- 
ness. Section 101(15) of the 1939 Code provides that in order for 
a corporation to be exempt from Federal income taxes, it must have 
been chartered by an Act of Congress, be an instrumentality of the 
United States, an(1 be exempt from Federal income taxes under its 
chartering act. 

The other conditions which should be considered in determining 
the taxibility of a corporation controlled by a Federal agency, such 
as the R. F. C. , are the domination and control arising from complete 
ownership of the corporate stock by the agency, whether the sub- 
sidiary corporation's existence is being maintained for a limited 
time and for the specific purpose of liquidation, the purpose under- 
lying the creation of the agency and the broad tax exemption accorded 
it by Congress, and whetlier the subsidiary corporation repesents an 
asset of the agency from which a partial recoupment, of its investment 
can be eÃected. 

In thc instant case, the company was not organized by the R. F. C. , 
neither ivas it org mized for the purpose of holding title to property for 
the benefit of a tax-exempt stockholder as required by section 101(14) 
of the 1939 Code; nor was it chartered by an Act of Congress, as an 
instrumentality of the United States, as required by section 101(15) 
of' the 1939 Code. There is no question of liquidation since, accord- 
ing to the plan of reorganization, warrants in the hands of certain 
classes of private creditors for the purchase of common stock indicate 
a continuation of the railroad company with a view to eventual private 
ownership of the stock. Furthermore, in view of the holders of the 
stock warrants, it cannot be said that the R. F. C. has complete legal 
and beneficial ownership of the corporation. 

Accordingly, in view of the foregoino facts, it is held that a re- 
organized r~ailr~oad company, which lias issued all of its first mortgage 
bonds and the majority of its shares of common stock to the Recon- 
struction Finance Corporation in satisfaction of a debt, and has also 
issued and set aside shares of its common stock for subscription 
through warrants issued to private creditors, is not exempt fro1n 
Federal income taxes. 
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Due to a printing error, the amendment to Revenue Ruling 55 — 136, 
I, R. B. 1955 — 11, 12, announced in Internal Revenue Bulletin 1955 — 38, 
28, dated September 10, 1955, was not reflected in Revenue Ruling 
55-136 when it was published in Cumulative Bulletin 1955 — 1. The 
following Revenue Ruling is published to rectify that error. Al- 
though it supersedes Revenue Ruling 55 — 136, C. B. 1955 — 1, 213, this 
Revenue Ruling makes no change in the ruling, substantive or other- 
wise, but merely repeats the language which should have been reflected 
in Revenue Ruling 55 — 136 when it was published in Cumulative 
'Bulletin 1055 — 1. 

(Also Section 117 (f). ) Rev. Rul. 56 — 200 
Section 117(f) of the Internal Revenue Code of 1989 applies only 

to amounts received by reason of redemption of bonds. It does not 
apply to the amount of interest (whether paid in the form of dis- 
count or not) which is received by reason of holding the bond. 
Such interest or interest-equivalent payments are taxable as ordi- 
nary income under section 22 (a) of the Code. 

Revenue Ruling 119, C. B. 1956 — 2, 95, modified. Revenue Rul- 
ing 55 — 186, C. B. 1955 — 1, 218, superseded. 

Advice has been requested whether the Internal Revenue Service 
will continue to follow the position taken in Revenue Ruling 119, C. B. 
1953 — 2, 95, with respect to bonds issued at a discount prior to Ja~nuary 
1, 1955. 

Revenue Ruling 119& 8upra, holds that the discount at which a 
"Twelve Year Dollar Sa~vings Bond" of the State of Israel is originally 
issued constitutes interest which is taxable as ordinary income under 
section22 (a) of the Internal Revenue Code of 1030 when realized upon 
redemption. It does not represent an amount received upon retire- 
ment of the bond within the meaning of section 117 (f ) of the Internal 
Revenue Code of 1939. 

Section 117(f) of the Code provides in part as follows: 
For the purposes of this chapter [chapter 1], amounts received by 

the holder upon the retirement of bonds, debentures, notes, or certidcates or 
other evidences of indebtedness issued by a corporation (including those issued 
by a government or political subdivision thereof), with interest coupons or in 
registered form, shall be considered as amounts received in exchange therefor. 

Prior to the enactment of section 117(f), the gain realized by the 
holder of a bond, upon its retirement, constituted ordinary income 
whereas the gain realized from an actual sale or exchange of a bond 
to a third party immediately prior to retirement constituted capital 
gain. The legislative history in connection with the enactment of 
section 117(f) in the 1034 Revenue Act indicates clearly that Congress 
was directing its attention solely to treating the redemption of a bond 
the same as a sale or exchange of a bond and did not contemplate 
covering the treatment of initial discount which, under the law in 
e6'ect prior to 1934, was treated as ordinary income. The committee 
reports imply that Congress was thinking of amounts received upon 
retirement altogether in terms of amounts which would have repre- 
sented gain or loss under section 111 and section 112 of the Revenue 
Act of 1934. 

In Commi88ioner v. George Peck Caulk', 144 Fed. (2d) 482, a%rm- 
lng 1 T. C. 656, acquiescence C. B. 1944, 5, the court held tltat the 
excess of the am~ount received by the taxpayer, pursuant to a contract 
with Investors Syndicate, over the aggregate payments made by him 
for an Accumulative Installment Certificate constitutes capital gain, 
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ancl st;ited that the certilicate in question was "'an evidence of in- 
debtedness' similar to a bond or debenture and hence falls within the 
statutory group governed by section 117(f). " 

It has been the policy of the Internal Revenue Service to restrict 
the application of the Caulkins case to cases involving the identical 
facts. This position has been reconsidered in the light of the position 
taken in Revenue Ruling 119, supra, i. e. , that the amount received 
upon the redemption of a bond which represents original or initial 
discount constitutes interest which is taxable as ordinary income. 
There is no logical basis in fact or in law to distinguish the discount 
element in the Accumu]ative Installment Certificate involved in the 
Can]kins case from the original discount element involved ordinarily 
in the issuance of. any bonds. Accordingly, the acquiescence published 
in C. B. 1044, 5, has been withdrawn and a nonacquiescence has been 
published. See C. B. 1055 — 1, 7. 

Revenue Ruling 119, supra, is modified to the extent that it is incon- 
sistent with the views expressed herein. Pursuant to the authority 
contained in section 8791(b) of the Internal Revenue Code of 1089, 
the provisions of this Revenue Ruling will be applied without retro- 
active effect to any amounts received upon redemption of Accumula- 
tive Installment Certificates purchased during the period beginning 
December 25, 1944, (the date the acquiescence in the Caulkins case 
was announced) and ending December 81, 1954. 

Revenue Ruling 55 — 186, C. B. 1055 — 1, 218, superseded. 

SECTION 22(b). — GROSS INCOME: EXCLUSIONS FROM 
GROSS INCOME 

Rev. Rul. 56 — 58 

The sum paid to a minister as part of his compensaiion "for house 
allowance" is exempt from Federal income tax within the meaning 
of section 22(b) (6) of the 1939 Code. 

I. T. 1694, C. B. II-1, 79 (1923), revoked. 

Advice has been requested whether the Internal Revenue Service 
will continue to litigate issues similar to those involved in Crideon 8. 
Wi7liamson, et ua. v. Commissioner, 224 Fed. (2d) 877, reversing 22 
T. C. 566, J'ames A'. 3&cColl v. United 8tates, 01 Red. Supp. 721, and 
Conning v. BMsey, 127 Fed. Supp. 058, all involving the question of 
whether a sum pa~id to a minister as part of his compensation "for 
house allowance" is exempt from Federal income tax within the mean- 
ing of section 22(b) (6) of the Internal Revenue Code of 1080. This 
problem does not arise under the Internal Revenue Code of 1954 since 
section 107 (2) thereof excludes from gross income the rental allowance 
paid to ministers, to the extent used to rent or provide a home. 

The court decisions in the above-cited cases to the e8ect that the 
house allowance paid to a minister is exempt from Federal income 
tax have been accepted by the Service. 

Because this new policy is in confiict with I. T. 1694, C. B. II-1, 
70 (1028), which holds that an allowance made to a clergyman to cover 
the cost of a parsonage is not exempt from taxation, that ruling is 
hereby revoked. 
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Ct. D. 1706 

INCOME TALC — INTERNAL REYENUE CODE OF 1989 — DECISION OF 
SUPREJIE COURT 

1. CAPITAL GAINs — ENEIIPTIGNs — INDIAlvs — PBGCEEDs FBGM SALE 
oF TIMBER FRQM ALLOT'TED, RESTRICTED LAND ols NGNcoMPETENT 
QVINAIELT INDIANs EEEMPT FROM TAx. 

By treaty with the Quiuaielt Indian Tribe, tribal lands were 
transferred to the United States and an area was reserved for the 
exclusive use of members of the tribe. In 1007, pursuant to treaty 
and under the General Allotnlent Act of 1887, a trust patent was is- 
sued to taxpayers, full-blood, noncompetent Quina. ielt indians, for 
98 acres of tribal land u ithin the reservation. Fee title to this land 
is still'held by the United States in trust for taxpayers. In 1948, the 
Bureau of Indian Affairs of the United States Departmeut of In- 
terior sold the standing timber on this allotted land. Held, the 
proceeds from the sale of timber from the allotted land were not 
subject to Federal income taxation because such taxation Ivould be 
in violation of the provisions of the Quinaielt Treaty, the trust 
patent, and the General Allotment Act. 
2. CASE DIsTINGDIsIIED. 

Superintendent of Eioe Cieilt, :ed Tribes v. Commissioner, 295 IJ. S. 
418, Ct. D. 974, C. B. XIY — 1, 158 (1985), distinguished. 
8. JVDGFIENT AFFIBMED. 

Judgment of the United States Court of Appeals for the Ninth 
Circuit, 220 F. 2d 849, affirmed. 

SVPBEME COURT OF TIIE UNITED STATES 

ClarA: Squire, Collector of Internal Reoenae for the District of Washington, peti- 
tioner, v. IIortotr Capoeman and Emma Capoeman, his toife 

On writ of certiorari to the United States Court of Appeals for the Ninth Circuit 

[April 28, 1956] 

OPINION 

Mr. Chief Justice Warren delivered the opinion of the Court. 
The question presented is whether the proceeds of the sale by the United 

States Government of standing timber on allotted lands on the Quinaielt In- 
dian Reservation may be made subject to capital gains tax, consistently with 
applicable treaty and statutory provisions and the Government's role as re- 
spondents' trustee and guardian. 

When white men first came to the Olympic Peninsula, in what is now the 
State of Washington, they found the Quinaielt Tribe of Indians and their 
neighboring allied tribes occupying a tract of country lying between the Coast 
Range and the Pacific Ocean. This vast tract, with the exception of a small 
portion reserved for their exclusive use, was ceded by the Quinaielts and their 
neighbors to the United States in exchange for protection and tutelage by 
the treaty of July 1, 1855, and January 25, 1856, 12 Stat. 971. According to 
this treatv, the Quinaielts were to have exclusive use of their reservation 
"and no white man shall be permitted to reside thereon without permission 
of the tribe. . . . " Article II. Years later, Congress passed the General 
Allotment Act of 1887. ' Thereunder, Indians were to be allotted lands on 
their reservations not to exceed 160 acres of graaing land or 80 acres of agricul- 
tural land, ' and 25 years after allotment the allottees were to receive the lands 
discharged of the trust under which the United States had theretofore held 
them, and to obtain a patent "in fee discharged of said trust and free of all 

'24 Stat. 888, 2$ U. S. C. ] 881 et seq. s 28 U. S. C. I 881. 
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charge or incumbrance whatsoever, "' though the I'resident might extend the 
period. ' 

Respondents, husband and wife, were born on the reservation, and are de- 
scribed by the Government as fullblood, noncompetent Quinaielt Indians. They 
have lived on the reservation all their lives with the exception of the time 
served by respondent husband in the Armed Forces of the United States during 
World War II. 

Pursuant to the treaty and under the General Allotment Act of 1887, re- 
spondent husband was allotted from the treaty-guaranteed reservation 93. 25 
acres and received a trust patent' therefor dated October 1, 1907. ' During 
the tax year here in question, the fee title to this land was still held by the 
United States in trust for him, and was not subject to alienation or encum- 
brance by him, except with the consent of the United States Government, which 
consent had never been given. The land was forest land, covered by coniferous 
trees from one hundred years to several hundred years old. It was not adapt- 
able to agricultural purposes, and was of little value after the timber was cut. 

In the year 1943, the Bureau of Indian Affairs of the United States Depart- 
ment of the Interior entered into a contract of sale for the standing timber 
on respondent's allotted land for the total price of $15, 080. 80. The Govern- 
lrrent received the sum of $8, 418. 28 on behalf of the respondent in that year. ' 

Upon demand of petitioner, Collector of Internal Revenue for the District 
of Washington, respondents filed a joint income tax return on October 10, 1947, 
for the tax year 1943, reporting long-term capital gain from the sale of the 
timber in that year. Simultaneously, they paid the taxes shown due. There- 
after, they filed a timely claim for refund of the taxes paid and contended that 
the proceeds from the sale of timber from the allotted land were not subject to 
Federal income taxation because such taxation would be in violation of the 
provisions of the Quinaielt Treaty, the trust patent, and the General Allotment 
Act. The claim for refund was denied, and this action was instituted. The 
District Court found that the tax had been unlawfully collected and ordered 
the refund. 110 F. Supp. 924. The Court of Appeals, agreeing with the District 
Court but recognizing a conflict between this case and the decision of the Tenth 
Circuit in the case of Jonerr v. Tantra@, 186 F. 2d 44o, affirmed. 220 F. 2d 349. 
Because of the apparent conflict, we granted certiorari. 350 V. S. 816. 

The Government urges us to view this case as an ordinary tax case without 
regard to the treaty, relevant statutes, congressional policy concerning Indians, 
or the guardian-ward relationship between the United States and these particular 
Indians. It argues: 

"As citizens of the United States they are taxable under the broad provisions 
of Sections 11 and 22 (a) of the Internal Revenue Code of 1939, which imposes 

c Id. , I 348. 
&Ibid, The trust period here involved has regularly been extended by ir', xecutive Order. 

See note following 2o U. S. C. I 348, and see 25 U. S. C. rN 462, which provides: "The 
existing periods of trust placed upon any Indian lands and any restriction on alienAtion 
thereof are extended and continued until otherwise directed by Cogress. " 

'The term "patent" inadequatelv describes respondents' interest. "Congress 
rvas careful to avoid iuvestiug the allottee with the title in the first instance, aud directed 
that there should be issued to him, what. . . is in reality an allotment certificate. 

Jfonson v. Sirnonson, 231 U. S. 341, 845. 'In pertinent part, the patent provides: 
"Nruv know ye, That the United States of America, in consideration of the premises, 

has allotted, and by these presents does allot, unto the caid Hortou Capoemau, the land 
above described, aud hereby declares that it does aud rvill hold the laud thus allotted 
(subject to all statutory irrovisious and restrictions) for the period of twenty-five vears 
in trust for the sole uce aud benefit of the said Indian, aud that at the expiration of said 
period the United States will convey the same by patent to said Indian, in fee, discharged 
of said trust and free of all charge or incumbrance whatsoever, 

&This sale seems to have followed. a pattern generally adopted by the Government iu 
selling timber from, Indian allotments. Huge areas of i'orest are put up for competitive 
bids by lumber companies. These tracts include the tribal forest lauds aud individual 
allotments, with the consent of tribal councils aud in&lividual allottees. The successful 
bidder is required to make an immediate advance pavmeut of a. large proportion of tbe 
estimated value of the lumber in the tract. Since as much as 640 million board feet have 
been sold at one time, this requiremeut makes it economically infeasible for any but tbe 
largest companies to submit bide. The uncertainties of such large scale operations, which 
are to be carried on over 25- or 30-year periods, coupled with local quality and accessibility 
variables, has resulted in substantially lower than prevailing market bids. In some 
instances, the return to other sellers of comparable timber was two or three times that 
r'eceived by the In&liana. See Trauccript of November 28, 1855, Joint Hearing of Sub- 
committee on Legislative Oversight Function of the Senate Committee on Interior aud 
Insular Affairs and of Subcommittee on public Works aud Resources of the House 
Committee on Governurent Operations, 2151 — 2217, aud punsiau 
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a tax on the net income of every individual, . derived from any source what- 
ever. There is no exemption from tax in the Quinaielt Treaty, the General 
Allotment Act, the taxing statute, or in any other legislation dealing w'ith 
taxpayers' affairs. . 

"Even if it be assumed that the United States would be prohibited from 
imposing a direct tax on the allotted land held in trust for the taxpayers, 
there would, nevertheless, be no prohibition against a Federal tax on the 
income derived from the land, since a tax on such income is not the same 
as a tax on the source of the income, the ]and. "" 

We agree with the Government that Indians are citizens and that in ordinary 
affairs of life, not governed by treaties or remedial legislation, they are subject 
to the payment of income ta, xes as are other citizens. We also agree that to be 
valid, exemptions to tax laws should be clearly expressed. But we cannot agree 
that taxabilitv of petitioners in these circumstances is unaffected by the treaty, 
the trust patent or the Allotment Act. 

The courts below held that imposition of the tax here in question is inconsistent 
with the Government's promise to transfer the fee "free of all charge or in- 
cumbrance whatsoever. " Although this statutory provision is not expressly 
couched in terms of nontaxability, this Court has said that 

"Doubtful expressions are to be resolved in favor of the weak and defenseless 
people who are the wards of the nation, dependent upon its protection and 
good faith. Hence, in the words of Chief Justice Marshall, 'The language 
used in treaties with the Indians should never be construed to their prejudice. 
If words be made use of, which are susceptible of a more extended meaning 
than their plain import, as connected with the tenor of the treaty, they 
should be considered as used only in the latter sense. ' Worcester v. The 
Btate of Georfga, 6 Pet. 515, 582. " Carpenter v. 8kaw, 280 U. S. 363, 367. 

Thus, the general words "charge or incumbrance" might well be sufficient to 
include taxation. But Congress, in an amendment to the General Allotment 
Act, gave additional force to respondents' position. Section 6 of that Act was 
amended to include a proviso— 

"That the Secretarv of' the Interior may, in his discretion, and he is author- 
ized, whenever he shall be satisfied that any Indian allottee is competent 
and capable of managing his or her affairs at any time to cause to be issued 
to such allottee a patent in fee simple, and thereafter all restrictions as to 
sale, incumbrance, or taxation of said land shall be removed and said land 
shall not be liable to the satisfaction of any debt contracted prior to the 
issuing of such patent. 

The Government argues that this amendment was directed solely at permitting 
state and local taxation after a transfer in fee, but there is no indication in the 
legislative history of the amendment that it was to be so limited. " The fact that 
this amendment antedated the Federal income tax by 10 years also seems irrele- 
vant. The literal language of the proviso evinces a congressional intent to 
subject an Indian allotment to all taxes only after a patent in fee is issued to the 
allottee. This, in turn, implies that, until such time as the patent is issued, the 
allotment shall be free from all taxes, both those in being and those which might 
in the future be enacted. 

The first opinion of an Attorney General touching on this question seemed to 
construe the language of the amendment to Section 6 as exempting from the in- 
come tax income derived from restricted allotments. ~ And even without such a 
clear sta. tutory basis for exemption, a later Attorney General advised that he 
was— 

"[U]nable, by implication, to impute to Congress under the broad language 
of our Internal Revenue Acts an intent to impose a tax for the benefit of the 
Federal Government on income derived from the restricted property of these 
wards of the nation; property the management and control of which rests 
largely in the hands of officers of the Government charged by law with the 
responsibility and duty of protecting the interests and welfare of these 

e Brief for Petitioner, pages 7 — 8. 
s25 U. S. C, f 849. I See S. Rep. No. 1998, 59th Cong. , 1st Sess. ; H. R. Rep. No. 1558, 59th Cong. , 1st Sess. 
u This provision was relied upon by Chief Judge Phillips, dissenting in Jones v. Taunah, 

186 F. 2d 445 449. ~ 84 Op. At@. Geu. 275, 281 (1924). Aud see id. , 802 (1924). 
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dependent people. In other words, it is not lightly to be assumed that 
Congress intended to tax the ward for the benefit of the guardian. " 

Two of these opinions were published as Treasury Decisions. " On the basis 
of these opinions and decisions, and a series of district aud circuit court decisions, 
it was said by Felix S. Cohen, an acknowledged expert in Indian law, that "It is 
clear that the exemption accorded tribal and restrictetl Indian lands extends to 
the income derived directly therefrom. "" These relatively contemporaneous 
official and unofficial writings are entitled to consideration. The Government 
makes much of a subsequent Attorney General's opinion, " which expressly over- 
ruled an earlier opinion, » on the authority of Superintendent of Five Civilized 
Tribes v. Commission, 295 U. 8. 418 [Ct. D. 974, C. B. XIV — 1, 158 (1935) ]. 

This case is distinguishable from the ease at hand. It involved what the Court 
characterized as "income derived from investment of surplus income from land, " 
or income on income, which Cohen termed "reinvestment income. " The purpose 
of the allotment system was to protect the Indians' interest and "to prepare the 
Indians to take their place as independent, qualified members of the modern 
body politic. " Board of Commissioners v. Seber, 318 U. S. 705, 715. To this end, 
it is necessary to preserve the trust and income derived directly therefrom, but it 
is not necessary to exempt reinvestment income from tax burdens. It is note- 
worthy that the Superintendent case did not involve an attempt to tax the land 
Ilsurplus&t » 

The wisdom of the congressional exemption from tax embodied in 8ection 6 
of the General Allotruent Act is manifested by the facts of the instant case. 
Respondent's timber constitutes the major value of his allotted land. The 
Government determines the conditions under which the cutting is made. » Once 
logged off, the land is of little value. " The land no longer serves the pur- 
pose for which it was by treaty set aside to his ancestors, and for which it was 
allotted to him. It can no longer be adequate to his needs and serve the 
purpose of bringing him finally to a state of competency and independence. Un- 
less the proceeds of the timber sale are preserved for respondent, he cannot 
go forward when declared competent with the necessary chance of economic 
survival in competition with others. This chance is guaranteed by the tax 
exemption afforded by the General Allotment Act, and the solemn undertaking 
in the patent. It is unreasonable to infer that in enacting the income tax law, 
Congress intended to limit or undermine the Government's undertaking. To 
tax respondent under these circumstances would, in the words of the court be- 
low, be "at the least, a sorry breach of faith arith these Indians. " m 

The judgment of the Court of Appeals is affirmed. 
Mr. Justice Reed dissenting in a separate opinion. 

REGUI ATIGNs 118, SEGTIoN 89. 22(b) (2) — 5: Em- 
ployees' annuities. 

Determination of ainount includible in gross income, under an 
employees' annuity contract, in the case of a resident United States 
citizen who had been employed as a bona fide resident of a foreign 
country. See Rev. Rul. 56 — 193, page 60. 

Id. , 439, 445 (1925). This ruling was followed in 85 Op. Atty. Geu. 1 (1925). Aud 
cf, id. , 107 (1926). 'T. D. 8570, III — 1 Cumulative Bulletin 85 (1924); T. D. 3754, IV — 2 Cumulative 
Bulletin 37 (1925). » Cohen, Handbook of Federal Indian Law, 265. He distinguished eases permitting the 
imposition of income taxes upon income derived from unrestricted lands, aud upon rein- 
vestment income. Id. , at 265 — 266. Mr. Cohen tvas Chairman of the Department of 
Interior Board of Appeals aud Assistant Solicitor of the Department. The Handbook 
has a foreword bv Harold f. Ickes, then Secretary of the Interior, aud was printed by the 
United States Government Printing Glace. » 39 Op. Atty. Gen. 107 (1937). » 34 id. , 489. » 295 U. S. . at 421. 's The Government also relies upon C)toteau v. Barnet, 288 U. S. 691 [Ct, D. 352, C. B. 
X — 1, 355 (1981) l but that case also is uot controlling, since it held only that a competent 
Indian, who had unrestricted control over lauds and income therefrom, was not exempt 
from income tax solely because of his status as an Indian. Such a tax is specificallV 
authorized by Section 6 of the General Allotment Act. 

so See Vntted States v. Eastntan, 118 F. 2d 421. » See 220 F. 2d, at 850. In its answer iued iu the District Court, the Government ad- 
mitted that the lands "are generally unsuitable for agricultural purposes. . . " R, 81. » 220 F. 2tl 350. 
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Taxability of amounts distributed under an employees' funded 
pension or annuity plan in a taxable year of a resident citizen bene- 
ficiary beginning after December 81, 1950 and ending before August 
17, 1954, on account of personal services rendered out~side the United 
States. See Rev. Rul. 56 — 195, page 697. 

REGULATIONS 118, SECTION 89. 99(b) (4) — 1; Rev. Rul. 56 — 159 
Interest, upon state obligations. 

(Also Part I, Section 108. ) 
Interest-bearing, special assessment, assignable certilicates were 

issued by a municipality to a contractor in consideration for paving 
certain streets and alleys. The payments on the certificates are made 
from special assessments levied against the benefited property owners 
and not from the general funds or taxes of the municipality. Payments 
made by the property owners on the special assessments are collected 
by the city treasurer and tendered to the contractor or other certifi- 
cate holders. Proper legal steps were taken to levy the special assess- 
ment and to establish as valid the liens of. which the certificates are 
evid. ence. In the event of the foreclosure of a lien, the necessary 
proceedings are promptly instituted and carried to completion by the 
city at its own expense. Held, the special assessment, assignable cer- 
tificates constitute the obligation of a political subdivision within the 
meaning of section 99(b) (4) of the Internal Revenue Code of 1989. 
Interest on such obligations is, therefore, exempt from Federal income 
tax. See Eiverviem State Bank v. Commissioner, 1 T. C. 1147, acqui- 
escence, C. B. 1945, 6, the cases cited therein; and T. D. 5875, C. B. 
19M — 1, 15. 

SECTION 98(a). — DEDUCTIONS FROM GROSS I. NCOMK: 
EXPENSES 

Ct. D. 1798 

1. DEDUcTICNS FRCM GRoss INcoME — BUsINEss EXPENsKs — Lossss- 
DEPRECIATION. 

Where a lessee, the owner of a valuable building on leased land, 
acquires the fee to the land to be relieved of what it considers to be 
the burdensome terms of a lease, the lessee may not deduct the excess 
of the payment over the determined value of the land at the date of 
purchase as an ordinary expense of doing business under section 
23(a) of the 1939 Code or under section 23(f) as a loss. Further, 
taxpayer-lessee may not amortize the cost allocable to the acquisition 
of the wasting asset over the term of the extinguished lease. 

2. JUDGMENT AFFIRMED. 

Judgment of the United States Court of Appeals for the Second 
Circuit, 221 F. 2d 322, affirmed. 

REGULATIGNs 118) SEGTIGN 89. 28 (a) — 1: Business 
expenses. 

(Also Sections 89. 98 ( f) — 1, 89. O8 (1) — 4. ) 
INCOME TAX — INTERNAL REVENUE CODE OF 1999 — DECISION OF SUYREIIE 

COURT 
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SUPREME CoURT oz THE UNITED STaTEs 

lift[it&terti Center Building Corp. , petitioner, v. Contnaissioner of Itttermal Revenue 

On writ of certiorari to the United States Court of Appeals for the Second Circuit 

[March 26, 1956. ] 
OPINION 

Mr. Justice lcrankfurter delivered the opinion of the Court. 
This case involves an interpretation of section 28(a) (1) (A) of the Internal 

Revenue Code of 1989, providing for the deduction from gross income, in com- 
puting net income, of all the "ordinary and necessary expenses paid or in- 
curred. . . in carrying on any trade or business. . . . " The Commis- 
sioner determined a deficiency in. petitioner's excess-profits tax for 1945; 
petitioner sought a redeter!rdnation of its liability in the Tax Court, which 
made the following findings of fact. In April 1924, petitioner leased land in 
dew York City for 21 years, with an option to renew the lease for two further 
21-year periods. In accordance with the terms of the lease, it erected a 22-story 
loft building at a cost of $8, 000, 000. The lease, as amended in 1985, provided for 
an annual rental of $118, 840. Title to the building was in petitioner, but at the 
eventual termination of the lease it would vest, without payment, in the lessor, 
at the lessor's option. The lessor could also require petitioner to remove the 
building at that time. Petitioner had the obligation, in case of destruction of 
the building, to rebuild at its own cost. During tbe first 21-year period of the 
lease, petitioner fully depreciated the entire $8, 000, 000 cost of the building. In 
April 1945 it exercised its option to renew the lease until April 1966. 

In May 1945 petitioner entered into an agreement!vith the owner wher'eby it 
purchased the fee and obtained release from the obligations of the renewed lease, 
The price paid xvas $2, 100, 000. The Tax Court also found that the value of the 
land, as unimproved, was $660, 000 when purchased by petitioner in 1945. 

The principal issues raised by petitioner relate to its attempt to deduct 
$1, 440, 000 — the difference between the purchase price under the May 1945 agree- 
ment and the 194o value of the unimproved land — as an ordinary and necessary 
expense of doing business. The Tax Court held that the difference could not be 
so deducted, that the difference could not be amortized over the remaining term 
of the canceled lease, and that no annual depreciation could be taken because 
the cost of the building had already been fully depreciated and the purchase price 
could not be separated into purchase price for building and purchase price for 
land. 21 T. C. 817. Six of the judges of the Tax Court dissented on the ground 
that "[s]ome part of the purchase price should be allocated to the additional 
rights in the building acquired in the purchase. . . , 

" 21 T. C. , at 826. 
On petition for review, the Court of Appeals for the Second Circuit reversed 

and remanded. It affirmed the refusal to permit a deduction under section 28(a), 
but reversed the holding that no amount could be added to the asset value of the 
building for purposes of depreciation. Rejecting petitioner's arguruent that it 
should be allowed to amortize the $1, 440, 000 over the unexpired term of the 
cancelled lease, it accepted petitioner's alternative argument that dep! eciation 
over the remaining useful life of the building should be allowed. Stating that 
"[o]n the present state of the record we cannot determine how much rf the 
$2, 100, 000 purchase price is properly to be allocated to the land and how much 
to the building, " it remanded the case to the Tax Court to fix the respective values. 
221 F. 2d 822, 824. Petitioner sought a writ of certiorari to review the disallow- 
ance of its claim for a deduction ns a business expense or, alternatively, as 
amortization over the remaining period of the lease. The Government did not 
seek review of the allowance of depreciation of that portion of the purchase price 
allocable to the building over its remaining econoruic life. Because of the 
apparent confiict between the decision of the Court of Appeals for the Second 
Circuit in this case and the decision of the Court of Appeals for the Sixth Circuit 
in Cleveland Allerton Hotel, Inc. v. Com»&issio»e& of Iutetu&al Itevenue, 166 F. 2d 
805, we granted certiorari, limited to the questions set forth in the margin. ' 

' "I. Where a lessee, the owner of a valuable building on leafed land, acquires the fee to 
the land to be relieved of what it considers to be the burdensome tern!s of a lease, may the 
lessee deduct the excess of the payment over the determined value of the land at the date 
of purchase as an ordinary expense of doing business under section 23(a) of the linited 
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Under the terms of the lease, petitioner had a 21-year lease ou the land, with 
an option to renew, and similar rights in the building which it had constructed. 
Petitioner introduced evidence to show that the rent it was paying under the lease 
was greatly in excess of the fair rental value of the land as vacant, unimproved 
land. Petitioner contends that it already owned the building and t)&at therefore 
the purchase agreement was entered into for the purpose of avoiding the excessive 
rentals of the lease. This transaction, it asserts, involved a current business 
expenditure, and the $1, 440, 000 in excess of the vacant land value represents what 
it was willing to pay to avoid this onerous lease. 

petitioner's claim that it "owned" the building is based on a loose and mislead- 
ing use of "owned. " The only way petitioner could continue to use the building 
after termination of the initial period of the lease was by renewing the lease, 
and the lease also circumscribed its control over the building. It could make 
use of the building for the remainder of its economic life, but only on payment 
of the stated rent. Petitioner's evidence with respect to the rental value of 
the land as unimproved is irrelevant. It was using the land as improved by 
the building; it was paying rent for the land as improved by the building. 
Petitioner tendered no evidence that it was paying excessive rent for what it 
was actually leasing. A complementary feature of the purchase of the lessor's 
interests in the land and building was the elimination of the obligation to pay 
rent on the improved land. The purchase price presumably reiiected this 
situation. Whatever possible merit petitioner's contention might have were 
there proof of excessive purchase price can await such a ease. The purchase 
price paid by petitioner represents the cost of acquiring the complete fee to the 
land and the building, both capital assets, and no deduction as an ordinary and 
necessary business expense can be taken. ' 

Petitioner claims that even if it cannot get a deduction as an ordinary and 
necessary business expense under 23(a) or as a loss under section 23(f), it 
should be allowed to amortize the excess of the payment of $2, 100, 000 above the 
determined land value of $660, 000 over the 21-year remaining term of the ex- 
tinguished lease. What petitioner acquired in this transaction, however, were 
both rights with respect to the land and rights with respect to the building. 
The Tax Court has not yet Axed that amount of purchase price which is allocable 
to the acquisition of rights in the land and that which is allocable to the acquisi- 
tion of rights in the building. These rights are assets with useful lives having 
no reference to the term of the lease. Successive steps of securing or renewing 
a lease and then purchasing the reversion should not result in amortization over 
the term of the lease when the purchase of the whole fee at one time would result 
in depreciation over the useful life of the asset, if the asset acquired were a wast- 
ing asset. 

Under petitioner's contention, if the purchase had been consummated in 1044 
before the first term of the lease had expired, the whole amount of the purchase 
price not allocable to the land would be amortized in one year. But it should 
make no difference whether the lease is about to expire or has just been renewed. 
In the one case, the value of the reversion is enhanced and the value of the 
right to receive the rent fixed by the lease is depressed because the lease is 
near an end. In the other case, the value of the reversion is depressed and 
the value of the right to receive the fixed rent is enhanced because the lease 
has many years to run. But although there might possibly be some difference in 
bargaining power between the two situations, the sum total of the rights 
purchased is the same in each case. Petitioner has acquired two assets — land 
and a building — whose use it will have for the remainder of their useful lives, 
and petitioner therefore cannot amortize the cost allocable to the acquisition 
of the wasting asset over the term of the extinguished lease. 

Accordingly, we aftirm the judgment of the Court of Appeals for the Second 
Circuit, leaving to the Tax Court the allocation still to be made. 

Afiirmed. 

Sts. tes Internal Revenue Code of 1989 or under section 28(f) as a loss on a transaction 
enterefi into for profit and not compensated for by insurance or otherwise. 

"2. In the alternative, may the lessee-petitioner consider the excess payment over the 
determined value of the land to be in the nature of a prepayment of rent for the remaining 
term of the extinguished lease and amortize such amount over 21 vears(" 850 U. S. 820. 

s petitioner asserted, but did not argue, the permissibility of the deduction of the $1, 440, - 
000 as a loss under section 28(f). Such an assertion is apparentlV premised on the assump- 
tion that the $1, 440, 000 represents the sum paid for commutation of the rent payments 
under an onerous lease, and further discussion of this argument is unnecessary. 



Regs. 118, f 39. 23(a) — 1. ] 612 

"Commitment fees" or "standby charges" paid by a taxpayer 
pursuant to a bond sale agreement. See Rev. Rul. 56 — 186, page 92. 

Deductibility of payments made in settlement of a suit alleging 
violation of the Defense Production Act of 1950, 64 Stat. 708, 50 
U. S, C. 2061, as amended, where such payments. are not certified for 
disallowance to the Internal Revenue Service by the Economic Stabi- 
liza, tion Agency. See Rev. Rul. 56 — 180, page 04. 

SECTIOX 23 (b) . — DEDUCTIOXS FROM GROSS INCOME: 
INTEREST 

REGULATIQNs 118~ SEGTIGN 80 28 (b) 1 Interest. 

"Commitment fees" or "standby charges" incurred in connection 
with the provisions of a bond sale agreement. See Rev. Rul. 56 — 186, 
page 02. 

SECTION 28(c). — DEDUCTIOXS FROM GROSS INCOME: 
TAXES GENERALLY 

REGvLATIGNs 118, SEcTIoN 80. 28(c) — 1: Taxes. Rev. Rul. 56 — 145 

In Delaware, ad valorem taxes on real estate accrue on their due 
date when liens attach to the property. Ivor taxable years to which 
the Internal Revenue Code of 1939 is applicable, only the owner of 
the property at such time is entitled to deduct such taxes when paid 
or accrued, depending upon tbe method of accounting employed, 
irrespective of when the assessment becomes final and whether the 
assessment antedates a change of ownership. 

G. C. 51. 23512, C. B. 1943, 134, is revoked. 

Reconsideration has been given to G. C. M. 28512, C. B. 1043, 134, 
in view of the recent decision in A ei7 Propertieg, Inc. 'v. Commissioner, 
24 T, C. No. 123, acquiescence, page 6, this Bulletin. 

G. C. M. 23512, sMpra, holds that, in Delaware, real estate taxes are 
considered to be imposed on a taxpayer on the date the assessment 
becomes final, irrespective of when they are actually paid. 

In the Keil Properties case, the petitioner filed its income tax returns 
on the accrual basis. The Commissioner, under the authority of 
G. C. M. 2%12, supra, contended that the city, school, and county 
taxes paid by the petitioner in August and September 1040 actually 
accrued as a liabihty to the prior owner of the land on April 1, 1040, 
and April 15, 1940, when assessed, and consequently were not deduct- 
ible by the petitioner who acquired the property on May 2, 1049, 
subsequent to the date of assessment. The court held that, in Dela- 
ware, county, city, and school taxes accrue on the due date when liens 
attach to the land. Therefore, the taxpayer was entitled to deduct 
taxes which became due and payable on July 1, 1040. 

The court found that all the reported cases considering the question 
presented held that where a real estate tax did not become the liability 
of the seller prior to the date of sale~ the purclraser in whose hand the 
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property subsequently became charged with a lien or who became per- 
sonally liable for payment of the tax was entitled to deduct the taxes 
paid by him, notwithstanding tliat he reported income on the accrual 
basis and tlie fact that assessment of the property antedated the 
change of ownership. See, for example, Commissioner v. Adda, Inc. , 
9 T. C. 100, alarmed 171 Fed. (2) 867, acquiescence, C. B. 1040 — 1, 1; 
Commissioner v. 3f oner Iiotels, Inc. , 178 Fed. (2d) 566; Commissioner 
v. Laicrence Operating Co. , 152 I'ed. (2d) 988, and cVagruder v. 
Frederick's 3f. 8upplee, et ua. , 816 U. S. 804, Ct. D. 1550, C, B. 1942 — 1, 
178. 

Accordingly, it is held that, in Delaware, ad valorem taxes on real 
estate accrue on their due date when liens attach. to the property. For 
taxable years to which the Internal Revenue Code of 1080 is applicable, 
only the owner of the property at such time is entitled to deduct such 
taxes v hen paid or accrued, depending upon the method of accounting 
employed, irrespective of when the assessment becomes final and 
whether the assessment antedates a, change of ownership. 

G. C. M. 28512, C. B. 1948, 184, is revoked. 

SECTION 28(f). — DEDUCTIONS FROM GROSS 
INCOME: LOSSES BY CORPORATIONS 

REGULATIONS 118, SECTION 89. 28(f) — 1: Losses 
by corporations. 

Lessee-owner of. a building on leased land acquiring the fee to the 
land and obtaining release from the obligations of the renewed lease. 
See Ct. D, 1708, page 600. 

SECTION 28 (k) . — DEDUCTIONS FROM GROSS INCOME: 
BAD DEBTS 

REGULATIGNs 118, SEGTIGN 80. 28(k)-5: Reserve 
for bad debts. 

Contributions of mutual savings and other banks to qualified pen- 
sion plans and trusts which are not deducted in the current year of 
payment but which are carried forward and deducted in a subsequent 
year or years. See Rev. Rul. 56 — 216, page 618. 

SECTION 28(1). — DEDUCTIONS FROM GROSS 
INCOME: DEPRECIATION 

REGULATIGNS 118, SEOTIo~ 89. 28(1)-4: Capital 
sum recoverable through depreciation 
allowances. 

Fee to leased land acquired by a lessee who had constructed a build- 
ing on the land and had. previously recovered his cost. See Ct. . D. 
1798, page 609. 
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SECTION 28(m). — DEDUCTIONS FROM GROSS INCOME: 
DEPLETION 

REGULATIONs 118, SEGTION 39. 98(m)-1: Depletion 
of mines, oil and gas wells, other natural de- 
posits, and timber; depreciation of improve-. 
ments. 

Ct. D. 1791 

INCOME TAX — INTERNAL REVENUE CODE OE 1989 — DECISION OE 
SUPREiVIE COURT. 

1. DEDUCTIONS FROM GROSS INCOME — DEPLETION — CALIFORNIA UP- 
LAND OwNERB oN WHosE LAND "WHIPsTocK" WELLs HAD BEEN Lo- 
CATED To PRODUCE OIL FROM ADJACENT SUBMERGED LANDS ARE EN- 
TITLED To DEPLETIoN ALLCWAivcE oN PERcENTAGE GF NET PsoFITs RE- 
OEIVED BY SUGH OWNERB. 

The California State Lands Act requires that all drilling and other 
operations in connection with extracting oil from submerged state 
land be done from upland drill sites or filled land. A drilling com- 
pany, iu order to be given a lease by the state of mineral rights to a 
particular area, obtained from upland owners adjacent to the coastal 
area, there being no filled land available, the necessary easements 
over their lands. In return it agreed to pay such owners a per- 
«entage of net profits from extraction of oil for the use of their land. 
Held, That the contribution by the upland owners of the use of their 
land for drilling sites in return for a share of the net profits from 
production was an investment in the oil in place sufficient to estab- 
lish au economic interest. Accordingly, the upland owners, rather 
th'&n the producer, were entitled to depletiou on the income received 
by such owners. 

2. JUDGMENTS REVERSED AND AFFIRMED. 
Judgment of the United States Court of Appeals for the Ninth 

Circuit, 220 F. 2d 58, reversed; judgnfent of United States Court of 
Claims, 182 Ii'. Supp. 718, affirmed. 

SUPREME COURT ol& THE UvITED STATEs 

Co»&missioner of Internal Revenue anft the Unite&I States of America, petitioffcr, 
v. Southwest Bzploratif»& Co. and, Huntinpton Beach Co. 

On writ of certiorari to the United States Court of Appeals for the Ninth Circuit 
and the United States Court of Claims 

[I& ebruary 27, Ii!50. ] 
OPI1VIoiV 

MR. JUSTIOE CLARK delivered the opinion of the Court. 
The Southwest Exploration Co. , respondent in No, 280, contracted to develop 

certain oil deposits lying off the coast of California by whipstock drilling from 
sites located on the property of adjacent upland osvners. Southwest agreed to 
pay to such owners 24I&9% of the uet profits for the use of their land. Both 
Southwest affd the upland owners sought to take the statutory depletion allow- 
ance of 27I&s% on this share of the profits. The Tax Court decided that Southwest 
was entitled to the depletion allowance, 18 T. C. 901, and the Ninth Circuit 
aifirmed, 220 F. 2d 58. In the other case, the Court of Claims held that one of 
the upland owners, Huntington Beach Co. , respondent in No. 287, was entitled to 
the depletion allowance on its share of the net income, 182 F. Supp. 718. 
granted «ertiorari in both cases, 850 U. S. 818, because both the drilling company 
and the ffpfand owners cannot be entitled to depletion on the same income. It e 
agree with the Court of Claims. ' 

The California State Lands Act of 1088 provided that the State's off-shore oil 
might be extracted ouly from wells drilled on filled lands or slant drilled from 

'In the courts belosv the Commissioner took technically inconsistent positions, opposiug the depletion allowance fn both cases aud !osiu- in both. Before this Court the Com- 
missioner urged that depletion be denied the drilling company aud allowed to the up!aud oivuers on the latter's 24 &/„% of net profits. 
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upland drill sites to the submerged oil deposits. ' Other provisions of the same 
statute required that "derricks, machinery, and any and all other surface struc- 
tures, equipment and appliances" be located only on fille lands or uplands. It 
was fili'ther provided that the state commission might require each prospective 
bidder for such a state lease to furnish, as a condition precedent to consideration 
of his bid, satisfactory evidence of "present ability to furnish all necessary sites 
and rights of way f&ir all operations contemplated under the provisions of the 
proposed lease. " ' 

In 1938 California published notice of its intention to receive bids for the lease 
of certain oil lands pursuant to this statute. At the tinie Soutliwest — a corpora- 
tion organized in 1933 but completely inactive until the transaction at issue here- 
did not oivn, lease, operate or control any of the upliinds adjacent to the area of 
oil deposits. It is agreed that there were no filled lands available. Southwest 
entered into three agreements with the upland owners, and was granted the right 
of ingress to and egress from the designated uplands and the right to construct, 
nse and maintain till equipinent necessary for drilling on the same lands. The 
upland owners reserved to themselves the right to give easements or subsurface 
ivell crossings in tlie uplands, except that they would not allow such easements 
for the purpose of drilling into the off-shore oil deposits while Southwest retained 
au interest granted to it by state easement. Southwest's rights were expressly 
subject to all rights previously granted by the upland owners. The agreements 
defined "net profits" and provideil that Southwest would pay a toal of 241/s% of 
its net profits from extraction and sale of oil to the upland owners. ' It was also 
provided that the upland owners did not acquire a shiire iu the lease or oil deposit 
by virtue of the last a reenient and that it vv as not the intention of the parties 
to create a partnership relationship. 

As a result of these agreements, the upland owners endorsed Southwest's bid 
for a lease subniitted to the State of California. Southwest, as the only bidder, 
was granted "Easement No. 392" by the State in consideration of the "royalty 
to be paid, the covenants to be perforined, and the conditions to be observed by 
the Grantee. " One such condition was that set out in paragraph (I): 

"That each ivell drilled pursuant to the terms of this agreement shall be slant 
drilled from the uplands to and into the subsurface of the State lands. Der- 
ricks, machinery, and any and all other surface structures, equipment and 
appliances shall be located only upon the uplands and all surface operations 
shall be conducted therefrom. " 

The agreement further provided that if Southwest should "default in the per- 
formance or observance of any of the terms, covenants and stipulations hereof" 
the State might re-enter, cancel the agreement or close down wells not being 
operated according to the agreement. 

The wells drilled pursuant to this lease have produced oil continuously since 
1939. In No. 286, So«thmest Exploration Co. , the tax years 1939 through 1945 
are involved. If Southwest may claim the depletion allowance on the upland 
oivner's share of the profits during this period, its tax liability is reduced by 
approximately $1&5, 000. In No. 287, Hunttnijton Itcach Co. , the upland owner 
is claiming a tax refund of $135, 000 for the year 1948 alone. ' 

An allowance for depletion has been recognized in our revenue laws since 1013. 
It is based on the theory that the extraction of minerals gradually exhausts the 
capital investment in the mineral deposit. Presently, the depletion allowance 
is a fixed percentage of gross income which Congress allovvs to be excluded; 
this exclusion is designed to permit a recoupment of the owner's capital invest- 
ment in the minerals so that ivhen the minei als are exhausted, the owner's capital 
ig unimpaired. The present allowance, however, bears little relationship to the 
capital iiivestment, and the taxpayer is not limited to a recoupment of his original 
investment. The allowance continues so long as minerals are extracted, and even 

' Cal. Stat. (extra session 1988), e. 5, II 87. 
v 1 d. , I 89. 
*This share was the total of the following percentages of net profits to be paid to tbe 

three upland owners: 
17. 75% to Huntington Beach Company. l. o76% to Paeifie Electric ltailway Company. 
5. 174% to Pacifi Electric Land Company. 

'For the tax years 1042 through 1946 Himtington Beach Company claimeil anil was 
allowed to deduct depletion on its share of tbe nct profits. The United States is seeking 
i'ccovery of this money in a suit now pending in the United States District Court for the 
Nol'them District of California, Southern Division. The amount at issue there is something 
over $500, 000. 

993474' — 56 — 40 
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though no money was actually invested in the deposit. The depletion allow- 
ance in the Internal Revenue Code of 1989 is solely a matter of congressional 
grace; it is limited to 27IIs% of gross income from the property after excluding 
from gross income "any rents or royalties" paid by the taxpayer with respect to 
the property. ' 

The complexities of oil operations and risks incident to prospecting have led to 
intricate, multiparty transactions, so that it is often ditficult to determine which 
parties are entitled to a part of the allowance. The statute merely provides in 
e) 28(m) that in the case of leases the depletion allowance should be "equitably 
apportioned between the lessor and lessee. " 

In determining which parties are entitled to depletion on oil and gas income, 
this Court has relied on two interrelated concepts which were first formulated in 
Pahner v. Bender, 287 U. S. 551 [Ct. D. 641, C. B. XII — 1, 285 (1988) ]. There, the 
taxpayer, a lessee of certain oil and gas properties, had transferred his interest 
in these properties to two oil companies in return for a cash bonus, a future 
payment to be made "out of one-half of the first oil produced and saved, " and an 
additional royalty of one-eighth of the oil produced and saved. In upholding 
the taxpayer's right to depletion on all such income, the Court based its decision 
on the grounds that a taxpayer is entitled to depletion where he has: (1) "ac- 
quired by investment, any interest in the oil in place, " and (2) secured by legal 
relationship "income derived from the extraction of the oil, to which he must look 
for a return of his capital. " 287 U. S. , at 557. 

These two factors, usually considered together, constitute the requirement of 
"an economic interest. " This Court has found the requisite interest in the oil 
in place to have been retained by the assignor of an oil lease, Thomas v. Perkins, 
801 U. S. 655 [Ct. D. 1287, C. B. 1987 — 1, 162], the lessor of oil properties for 
a share of net profits, Kirby Petroleunt Co. v. Cornrnissioner, 826 U. S. 599 
[Ct. D. 1664, C. B. 1946 — 1, 69], and the grantor of oil lands considered as an 
assignor of drilling rights, Burton-Sutton Oil Co. v. Commissioner, 828 U. S. 25 
[Ct. D. 1674, C. B. 1946 — 1, 287]. The Court found no such interest in the case 
of a processor of natural gas who had only contracted to buy gas after extraction, 
Helvering v. Bankline Oil Co. , 808 U. S. 862 [Ct. D. 1828, C. B. 1988 — 1, 806], and in 
ease of a former stockholder who had traded his shares in a corporation which 
owned oil leases for a share of net income from production of the leased wells, 
Hclvering v. O'Donnelt, 808 U. S. 870 [Ct. D. 1824, C. B. 1988 — 1, 887], 

The second factor has been interpreted to mean that the taxpayer must look 
solely to the extraction of oil or gas for a return of his capital, and depletion has 
been denied where the payments were not dependent on production, Helvcring v. 
Elbe Oil Land Co. , 805 U. S. 872 [Ct. D. 1822, C. B. 1988 — 1, 298], or where pay- 
ments might have been made from a sale of any part of the fee interest as well 
as from production. Anderson v. Helvering, 810 U. S. 404 [Ct. D. 1456, C. B. 
1940 — 1, 108]. It is not seriously disputed here that this requirement has been 
met. The problem revolves around the requirement of an interest in the oil 
in place. 

It is to be noted that in each of the prior cases where the taxpayer has had a 
sutiicient economic interest to entitle him to depletion, he has once had at least 
a fee or leasehold in the oil-producing properties themselves. No prior depletion 

s Pertinent sections of the Internal Revenue Code of 1939 provide: 
"Sac. 23. Deductions from Gross Income. "In computing net income there shall be allowed as deductions: 

"(m) Depletion. — In the case of mines, oil and gas wells, other natural deposits, and 
timber, a reasonable allowance for depletion and for depreciation of improvements, accord- 
ing to the peculiar conditions in each ease; such reasonable allowance in all cases to be 
made under rules and regulations to be prescribed by the Commissioner, with the approval 
Of the Secretary. . . . In the case of leases the deductions shall be equitably apportioned 
between the lessor and lessee. . . . (Yor percentage depletion allowable under this sub- 
section, see section 114(b), (3) and (4). ) "Sec. 114. Basis for Depreciation and Depletion. "(b) Basis for Depletion, 

"(3) Percentage depletion for oil and gas wells. In the case of oil and gas wells the 
allowance for depletion under section 23 (m) shall be 27+ per centum of the gross income 
from the property during the taxable pear, excluding from such gross income an amount 
equal to any rents or royalties paid or incurred by the taxpayer in respect of the propertv. 
Such allowance shall not exceed 30 per centum of the net income of the taxpayer (co'm. 
puted v ithout allowance for depletion) from the property, except that in no case shall the 
depletion allowance under section 23 (m) be less than it would be if computed without 
reference to this paragraph. " 
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case decided by this & "ourt has presented a situatio» an»logous to iimt here, &vhe& e 
a fee owner of a&lloining la»ds uecessary to the extraction of oil is claiming a 
depletion allowauce. 

Southwest contends that there can be uo econon&i&'. i»ierest separate from thc 
right to enter and drill ior oil on the 1»nd itself. Since the upland owners &ii&1 

not the&uselves have the right to drill for off-shore oil, it is argued that re- 
spoudent — who has the sole right to drill — has the sole economic interest. Ii is 
true that the exclusive right to drill was granted to Southwest, and it is also 
true that the agree&uents expressly create no interest in ihe oil in the upi;&n&l 
o&vnc;s. But the tax law de;&ls in econo&uic realities, uot legal abstractions, and 
upon closer analysis it be& »mes clear that these factors do not preclude an eco- 
no&uic interest iu the upland owners. 

Southwest's right tn drill was clearly a con&litional rather. than an absoluie 
grant. Without the prior agremuents with the upland owners, Southwest could 
uot even h;&ve qualified as a bidder for a state lease. Per&uissiou to use the 
upland sites was the express condition precedent to the State's consideration of 
South&vest's bid, an&1 it &vas one of the express conditions ou which "Easement 
Xo. 892" v;as gxauted to Southwest. For a default iu that condition the State 
retaiued the right to re-cuter or to caucel the lease. Tlms it is seen that the 
upland owuers have played a vital role at each successive stage of the proceedings. 
Without their participation there could have been no bi&1, no lease, no wells and 
uo production. 

But Southwest coutends that the upland owners here contr&buted merely prop- 
erty which was useful but not necessary to the drilling operation. The facts are 
to the contrary, State law required that the wells be drilled either on the up- 
lands or on filled lands. and there were no filled lands available. By hindsight 
Southwest now suggests that it n&ight have constructed a drilling island which 
might have beeu cousidered as filled land under the statute. Then, too, perhaps 
the State itself might have changed the law or condeumed the uplands under 
existing law. But none of these possibilities occurred. The fact is that the 
drilling arrangement was achieved and oil produced in the only way that it 
could have been, con. . istent with state law and the express requirements of the 
State's lease. 

Recognizing that the law oi depletion requires an economic rather than a legal 
interest in the oil in place, we may proceed to the question of whether the upland 
owners had such an economic interest here. We find that they did. Proximity 
to the oft-shore oil deposits and effect of the state law combined to make the 
upland owners essential parties to auy drilling operations. This controlling 
positiou greatly enhanced the value of their land when extraction of oil from 
the State's oft=shore fields became a possibility. The owners might have realized 
this value by selling their interest for a stated sum and no problem of depletion 
would have been presented. But instead they chose to contribute the use of their 
lan&1 in return for rental based on a share of net profits. This contribution was 
an investment in the oil in place sufficien to establish their economic interest. 
Their i»co&ne was depen&lent entirely on production, and the value of their 
interest decreased with each barrel of oil produced. Vo more is required by 
any of the earlier cases. 

Southwest conte»&is, finally, that if depletion is allowed to the upland owners 
in this case, it would be difficult to limit the principle in instances of strangers 
"disassociated from the lease" who may have contributed an essential facility 
to the drilling operation in return for a share of the net profits. But those prob- 
lems are not before us in this ease where the upland owners could hardly be said 
to be "disassociated from the lease. " We decide only thai. where, in the circum- 
stances of this case, a party essential to the drilling for and extraction of oil 
has made an indispensable contribution of the use of real property adjacent to 
the oil deposits in return for a share in the net prohts frou& the production of oil, 
that party has an economic interest which entitles him to depletion on the income 
thus received. 

For the foregoing reasous the judgment in X&&. 286, as to Southwest Exploration 
Company, is reversed and that in Xo. 287, as to Huntingtou Beach Company, is 
afih med. 

Xo. 286, Reversed. 
iVo. 287, Affirmed. 
3'. JvsT&cE Do&. GLxs dissents. 
1&la. JvsTTGE H~nL+&v took no part iu the consideratiou or decision of these 

cases. 
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REGvLATIGNs 118, SKOTIoN 89. 28 (m) — 5: Compu- 
tation of depletion based on percentage of 
income in case of certain mines or other 
natural deposits. 

Definition of "refractory and fire clay" for percentage depletion 
cases. See Rev. Rul. 56 — 59, page 626. 

RKGvLATIGNs 118, SKGTIGN 89. 28 (m) — 10: Depletion; 
adjustments of accounts based on bonus or ad- 
vanced royalty. 

Treatment of first year "rentain payments paid in the acquisition of 
noncompetitive government oil and gas leases. See Rev. Rul. 56 — 252, 
page 210. 

SECTION 28(p). — DEDUCTIONS FROM GROSS INCOME: 
CONTRIBUTIONS OF AN EMPLOYER TO AN EM 
PLOYEES' TRUST OR ANNUITY PLAN AND COMPENSA- 
TION UNDER A DEFERRED-PAYMENT PLAN 

Rev. Rul. 56 — 216 REGvLATIGNs 118, SEOTION 89. 28(p) — 1: Contri- 
butions of an employer to an employees' trust 
or annuity plan and compensation under a 
deferred-payment plan; in general. 

(Also Sections 28 (k), 89. 28 (k) — 5; Section 487; 
Regulations 180, Section 40. 487&. ) 

The amount of a contribution for past services made to a pension 
plan or trust qualified under section lfifi(a) of the Internal Revenue 
Code of 1989 which, due to the limitations of section 28(p) (1) (A. ) 
of the Code, is not deductible in the current year of payment, but 
which may be carried forward and deducted in a subsequent year 
or years, does not constitute an asset of the taxpayer for equity 
capital purposes under section 487(c) of the Code. A similar 
amount in the case of a mutual savings bank is not considered to 
be an asset of the bank for the purpose of determining surplus, 
undivided profits, or reserves under section 28(k) of the Code. 

Advice has been requested whether the amount of a contribution for 
past services to a pension plan or trust qualified under section 165(a) 
of the Internal Revenue Code of 1989 which, due to the limitations of 
section 28(p) (1) (A) of the Code, is not deductible in the current 
year, but which may be carried forward and deducted in a subsequent 
year or years, constitutes an asset of the taxpayer for equity capital 
purposes under section 487(c) of the Code. Advice has also been 
requested whether a similar amount in the case of a mutual savings 
bank is considered to be an asset for the purpose of determining sur- 
plus, undivided profits, or reserves under section 28(k) of the Code. 

Section 28 (p) of' the Code provides, in part, that an employer's con- 
tribution to or under a pension plan shall be deductible in the taxable 
year when paid, except that amounts paid in excess of. certain specified 
limitations shall be deductible in the succeeding taxable years to the 
extent of the di8erence between the amount paid and deductible in such 
succeeding year and the maximum amount deductible for such year in 
accordance with the specified limitations. 
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Section 23 (k) (1) of the Code provides, in part, that in the case of 
a mutual savings bank not having capital stock represented by shares, 
a domestic building and loan association, and a, cooperative bank with- 
out capital stock organized and operated for mutual purposes and 
without profit, the reasonable addition to a, reserve for bad debts shall 
in no case be less than the amount determined as the reasonable addi- 
tion for such year, except that, the amount determined shall not be 
greater than the lesser of (A) the amount of net income for the tax 
year, or (B) the amount by which 12 percent of the total deposits or 
withdrawable accounts at the close of the year exceeds the sum of its 
surplus, undivided profits, and reserves at the beginning of the taxable 
year. 

Section 487(c) of the Code provides that, for excess profits tax 
purposes, the equity capital of the taxpayer shall be the total assets 
held for the purposes of the business reduced by the total of its liabili- 
ties, and that, with certain exceptions not pertinent here, the adjusted 
basis of each asset shall be the adjusted basis for determining gain upon 
sale or exchange. Section 40. 437 — 5(b) (1) of Regulations 130 further 
provides that, in general, section 118 of the Code and the regulations 

rescribed thereuiider are the pertinent provisions relating to adjusted 
asis of assets. 
Prior to 1942, lump-sum, non-trusteed payments by an employer to 

purchase annuities based on past service were deductible in full in 
the vear paid, as a business expense, under section 28(a) of the Code, 
if such payments did not exceed a reasonable compensation for services 
rendered. See I. T. 2910, C. B. XIV — 2 (1985), 152. Thus, for the 
years prior to 1942 such lump-sum payments were not capitalized and 
amortized ratably over subsequent years. 

Under the Revenue Act of 1942, lump-sum payments to a nontrusteed 
plan were treated in the same manner as payments to trusteed plans 
and prorated over a period of years. However, this change cannot 
in any manner be construed as creating an;isset out of such 
expenditure. 

Deductions under the Internal Revenue Code are matters of legisla- 
tive grace. The fact that Congress has seen fit to limit the deducti- 
bility of an expenditure in no way converts that expenditure or any 
portion thereof into an asset. For example, accountingwise, it may be 
noted with respect to a net, capital loss of a corporation that the income 
is reduced in the year the loss is sustained; yet, for tax purposes, no 
deduction is allowable for a net capital loss. In a later year, such loss 
may be availed of to reduce income for tax purposes; however, the 
loss in no sense may be considered as an asset. 

The mere fact that by reason of the funding of benefits for past 
services the taxpayer obtains an economic benefit through increased 
employee retention and eSciency, refiected over the future years, does 
iiot create an asset. Similar benefits aie obtained by a taxpayer 
through liberal employee remuneration policies, yet such expenditures 
in no way create an asset for Federal tax purposes. 

Accordingly, it is held that the amount of a contribution for past 
services made to a pension plan or trust qualified under section 165(a) 
of the Code which, due to the limitations of section 28(p) (1) (A) of 
the Cocle, is not deductible in the current year of payment, but which 
may be carried forward as a deduction in a subsequent year or years, 
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does not constitute an asset of the taxpayer for equity capital purposes 
under section 437(c) of the Code nor, in the case of a mutual savings 
bank, an asset for the purpose of determining surplus, undivided 
profits, or reserves under section 23 (k) of the Code. 

SECTION 28 (s) . — DEDUCTIONS FROM GROSS INCOME: 
NET OPERATING LOSS DEDUCTIONS 

Adjustment for excessive depreciation taken for the taxable year 
in which a net operating loss originated. See Rev. Rul. 56 — 285, 
page 184. 

SECTION 24(a). — ITEMS NOT DEDUCTIBLE: 
GENERAL RULE 

REGULATIONs 118, SECTION 30. 24(a) — 6: Taxes and 
carrying charges chargeable to capital account 
and treated as capital items. 

"Commitment fees" or "standby charges" capitalized. as part of 
construction costs. See Rev. Rul. 56 — 186, page 92. 

Election to capitalize insurance premiums on a construction loan 
attributable to the loan durino' the period of construction of improve- 
ments covered by the loan. See Rev. Rul. 56-264, page 153. 

PART IV. — ACCOUNTING PERIODS AND METHODS OF ACCOUNTING 

SECTION 42. — PERIOD IN WHICH ITEMS 
OF GROSS INCOME INCLUDED 

Regulations 118, Section 80. 42 — 2: Income 
not reduced to possession. 

(Also Section 117(f). ) Rev. Rul. 56-77 

A taxpayer who, prior to the maturity date of a face-amount cer- 
tificate issued bv Investors Syndicate of America, Inc. , elects to 
maine further payments and extends the maturity date of the 
certificate does not constructively receive, in the year such cer- 
tificate would have originally matured, the amount which repre- 
sents the difference between the cost of the certificate and its 
maturity value on that date. 

Where the holder of an Accumulative Installment Certificate 
elects, prior to maturity, to be paid the proceeds of the certificate 
in installments, the holder thereof is not in constructive receipt of 
the total amount of the proceeds of the certificate on the maturity 
date and is not taxable upon any amount until he has iirst recovered 
the total amount paid for such certificate. Any amounts received 
upon redemption of certificates purchased during the period begin- 
ning December 25, 1944, and ending December 31, 1954, will, to the 
extent that they exceed the amount paid for such certificate, con- 
stitute capital gain within the meaning of section 117(f) of the 
Internal Revenue Code of 1939. Where the certificate was purchased 
prior to December 25, 1944, any amount received in excess of the 
cost of the certificate constitutes ordinary income. 
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Advice has been requested with respect to the ef1'ect, for Ii'ederal 
income tax purposes, of the exercise by a taxpayer of ce~rtain options 
contained in investment certificates issued prior to January 1, 1055y 
by Investors Syndicate of America, Inc. , and its parent corporation. 
Particularly, the questions relate to a taxpayer's election prior to 
maturity to ryeceive the matured value of the installments over a period 
of years and to the t;ixpayer's election to extend the original maturity 
date. 

In the instant case, the taxpayer purchased Term Installment Ii ace- 
ainount Investment Certificates from Investors Syndicate of America, 
Inc. , an investment company within the meaning of the Investment 
Company Act of 194G, 54 Stat. 780, 15 U. S. C. 8G. Such certificates 
are face-amount certificates as defined in section 2(a) (15) of the Act, 
15 U. S. C. 8Ga — 2. Investors Syndicate ma, rkets several series of in- 
stallment type certificates which difi'er only in the length of time 
over which insta, llment payments are made by an investor. The con- 
tracts under which the certificates were sold provide for monthly, 
quarterly, semi-annual, or annual payments by the purchaser of stipu- 
lated amounts over the life of the certificates. Upon maturity, the 
holder is entitled to receive the stated face amount of the certificate 
or may leave the matured value with the company for a period not 
in excess of 2G years and receive the aggregate accumulated interest 
and principal at the end of the 2G-year period, or earlier, if he so 
elects. He may elect, prior to maturity, to receive the matured value 
in term installment payments over a period of four years or more, 
or to extend the certificate for an additional period of years during 
which the normal periodic payments will continue and at the end 
of the extended term he will receive an amount greater than the origi- 
nal face value of the certificate. 

The acquiescence, C. B. 1044 — 5, has been withdrawn in the case of 
Commy'asi, oner v. George Peck Caulkina, I. T. C. 656, alarmed 144 Fed. 
(2d) 482, wherein it was held that the excess amount received by the 
taxpayer, pursuant to a contract with Investors Syndicate, over the 
aggregate payments made by him for Accumulative Installment Cer- 
tificates constitutes capital gain within the meaning of section 117(f) 
of the Internal Revenue Code of 1%0. However, the change in posi- 
tion of the Internal Revenue Service (disclosed by the nonacquiscence, 
C. B. 1055 — 1, 7, in the Caulkins case) was to be applied without 
retroactive e8ect to any amounts received upon redemption of A. c- 
cumulative Installment Certificates purchased during the period be- 
ginning December 25, 1044, the date acquiescence in the Caulkins case 
was announced, and ending December 81, 1954. See Revenue Ruling 
110, C. B. 1058 — 2, 05, as modified by Revenue Ruling 55 — 186, C. B. 
1955 — 1, 218, as amended by the special announcement published in 
I. R. B. 1955-88, 28. ' 

Section 42 of the 1939 Code provides that the amount of all items of 
gross income shall be included in the gross income for the taxable year 
iu which received by the taxpayer unless, under methods of accounting 
Permitted under section 41 of that Code, any such amounts are to be 
properly accounted for as of a different period. 

Section 89. 42 — 2 of Regulations 118 provides the general rules for 
applying the principle ot constrnctive receipt, ss fo]tons: 

~ eelisscssarsscs 
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INcoME Nor REDUcED To P088EssroN. — Income which is credited to the account 
of or set apart for a taxpayer and which may be drawn upon by him at any time 
is subject to tax for the year during which so credited or set apart, although not 
then actually reduced to possession. To constitute receipt in such a case the 
income inust be credited or set apart to the taxpayer without any substantial 
limitation or restriction as to the time or manner of payment, or condition upon 
which payment is to be made, and must be made available to him so that it may 
be drawn at any time, and its receipt brought within his own control and dis- 
position. A book entry, if made, should indicate an absolute transfer from 
one account to another. If a corporation contingently credits its employees 
with bonus stock, but the stock is not available to such employees until some 
future date, the mere crediting on the books of the corporation does not con- 
stitute receipt. 

Under the principle of constructive recei+, a taxpayer is deemed to 
have received income which is definitely limited with respect to amount 
and which is available to him without restriction or is set aside or 
credited to him. See section 39. 42 — 3 of Regulations 118 for examples 
of constructive receipt. 

I. T. 3968, C. B. 1949 — 2, 86, holds that the purchaser of an endow- 
ment policy who, prior to the maturity date, notifies the insurer of his 
election to receive the proceed. s in installments does not constructively 
receive the total amount of the proceeds on the date of maturity. That 
ruling is not to be distinguished from the instant case merely because 
it deals with an insurance policy, but it is considered relevant and per- 
tinent in deciding the constructive receipt question here involved. 

Accordingly, it is held. that a taxpayer who, prior to the maturity 
date of a face-amount certificate issued by Investors Syndicate, elects 
to make further payments and extends the maturity date of the cer- 
tificate does not constructively receive, in the year such certificate 
would have originally matured, the amount which represents the 
difference between the cost of the certificate and its maturity value on 
that date. 

Where the holder of an Accumulative Installment Certificate elects, 
prior to maturity, to be paid the proceeds of the certificate in in- 
stallments, the holder thereof is not in constructive receipt of the total 
amount of the proceeds of the certificate on the maturity date and is 
not taxable upon any amount until he has first recovered the total 
amount paid for such certifiicate. Any amounts received upon re- 
demption of certificates purchased during the period beginning 
December 25, 1944, and ending December 81, 1954, will, to the extent 
that they exceed the amount paid for such certificate, constitute capital 
gain within the meaning of section 117(f) of the 1989 Code. Where 
the certificate was purchased prior to December 25, 1944, any amount 
received in excess of the cost of the certificate constitutes ordiriary 
income. 

SECTION 44. — INSTALLMENT BASIS 
REGULATIoNs 118, SEcTIoN 89. 44 — 1: Sale of 

personal property on installment plan. 
Dividends paid on shares of stock sold and held in trust applied as 

payments against interest and principal of promissory note given for 
purchase of the stock. See Rev. Rul. 56 — 153, page 166. 
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SUBCHAPTER C. — SUPPLEMENTAL PROVISIONS 

SUPPI. EMENT A. — RATES OF TAX 

SECTION 101, — EXEM1'TIONS FROM TAX ON 
CORPORATIONS 

lhGULATIONS 118, SEOTION 89. 101 ( 14) — 1: 
Corporations organized to hold title 
to property for exempt organizations. 

Reorganized railroad company whose bonds and outstanding com- 
lnon stock are owned by the Reconstruction Finance Corporation. 
See Rev. Rul. 56 — 93, page 601. 

SECTION 107. — COMPENSATION FOR SERVICES REN- 
DERED FOR A. PERIOD OF THIRTY-SIX MONTHS OR 
MORE AND BACK PAY 

REGULATIoNs 118, SEGTIQN 39. 107 — 1: Personal Rev. Rul. 56 — 210 
servi& es. 

For the purposes of section 107(a) of the Internal Revenue Code 
of 1030, a husband and wife who reside in a noncommunity property 
state may split income received after December 31, 1047, and before 
March 1, 1054, which constitutes compensation received by the 
husband for personal services rendered by him during i. axable years 
ending before January 1, 1048. 

Revenue Ruling 54 — 206, C. P&. 1954 — 1, 04, revi&ked. 

Reconsideration has been given by the Internal Revenue Service 
to the position set forth in Revenue Ruling 54 — 206, C. B, ]954 — 1, 94, 
in the light of various court decisions on that issue. 

Revenue Ruling 54 — 206, supra, states the position of the Service 
to be that, for the purposes of section 107(a) of the Internal Revenue 
Code of 196&9, a husband and wife who reside in a, noncommunity prop- 
erty state may not split income which constitutes compensation received 
by the husband for personal services rendered by him during taxable 
years beginning prior to January 1, 1948 (the effective date of section 
12(d) of the 1939 Code which permitted income-splitting between 
husbands and wives). All of the following court decisions, however, 
hold contrary to the position taken in Revenue Ruling 54 — 206, suI&ra: 
8ogerhert v. It. E. Lee Marshall et ux. , 200 Fed. (2d) 648; Commis- 
sioner v. Ayers J. Stocky et ux. , 221 Fed. (2d) 745; united 8tates 
v. Arthur 8. Eoontz et, ux. , 226 Fed. (2d) 250, John I'. . MEClure et ux. 
v United states, 228 Fed. (2d) 322; Commissioner v, Benj anr&'n MaMer 
et ux. , 228 Fed. (2d) 903: Leon R. J'illson et ux. v. Commissioner, 22 
T. C. 1101, nonacquiescence in part, C. B. 1955 — 1, 7; lVilliam (. . 
I:oatrt'ght et ux. v. United States, 165 Fed. Supp. M; Ei'iehard I'. 
~a&"leer et ux. v. United 8tates (D. C. Md. , 1955, unrel&orted); and 
t'alel& R. La@ton, III, et ux. v. United &4'tates (D. C. Del. , 1956, 

. unreported) . 
The position of the Service on this issue. as sct forth in Revenue 

Ruling 54 — 206, supra. has been incorporated in section 1605(c) of the 
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Internal Revenue Code of 1954 and made effective by section 1805 (d) 
of the 1954 Code as to amounts received, or accrued after March 1, 
1954. Consequently, this issue will only arise in connection with sec- 
tion 107(a) income received on or after January 1, 1948, and before 
March 1, 1954. However, in view of the court decisions contrary 
to the position of the Service on this issue, the Service will follow 
such decisions in those cases in which section 107(a) of the 1989 Code 
is applicable. Revenue Ruling 54 — 206, supra, is revoked. 

The Service further concedes that, in view of the decisions in Com- 
missioner v. Ayers J. 8tockly et ua. , supra, and George E'. Ford et uz. 
v. Commissioner, 217 Fed. (2d) 886, the computation under section 
107(a) of the 1989 Code may be made on a separate return basis for 
the years during which section 107(a) income was earned, despite 
the fact that joint returns may have been filed for the prior years. 

SECTION 112(b). — RECOGNITION OF GAIN OR LOSS: 
KXCHANG-ES SOLELY IN KIND 

REovLATioNs 118, SEGTIoN 89. 112 (b) (7) — 1: Corpo- 
rate liquidation in calendar month in 1952. 

Gain on subsequent sale by stockholders of real property received 
in a corporate liquidation in 1952. See Rev. Rul. 56 — 160, page 688. 

SECTION 112(f). — RECOGNITION OF GAIN OR LOSS: 
INVOLUNTARY CONVERSION 

REGvLATIQNS 118, SEOTzoN 89. 112(f) — 1: Invol- Rev. Rul. 56 — 800 
untary conversion where disposition of the 
converted property occurred after Decem- 
ber 81, 1950. 

A taxpayer made an application for an extension of time within 
a hich to replace involuntarily converted property, but such applica- 
tion was not made within the one-year period provided by section 
112(f) (8) (B) (i) of the Internal Revenue Code of 1989. Held, the 
granting of such extension is not prohibited by section 89. 112(f)-1 
(c) (8) of Regulations 118 provided the taxpayer can show reasonable 
cause why the application for an extension of time was not made within 
tbe period specified by the regulations. See section 89. 6000 — 1. of 
Regulations 118. 

SECTION 118(a). — ADJUSTED BASIS FOR DETERMINING 
GAIN OR LOSS: BASIS (UNADJUSTED) OF PROPERTY 

REGvLATIoNs 118, SEVT1ON 89. 118(a) — 2: General Rev. Rul. 56 — 100 
rule. 

The basis of assets acquired by a corporation in a taxable ex- 
change for its stock is the fair market value of the stock used to 
purchase the assets, and not the underlying fair market value of 
the assets transferred. 

Revenue Ruling 54 — 96, C. B. 1954 — 1, 111, modified. 



625 [Regs. 118, $ 39. 113(o. ) — 2. 

The Internal Revenue Service has been requested to reconsider the 
basis of the stock and assets exchanged in Revenue Ruling 54 — 96, C. B. 
1054 — 1, 111. 

Under the facts presented in Revenue Ruling 54 — 96, 8upra, X cor- 
poration organized a new corporation Y, transferring p~alt of. its assets 
in exchange for all stock of Y. X' thereafter, as part of a prearranged 
plan, trans''erred all of the stock of Y to an unrelated corporation, Z, in 
excl&~ano'e for which Z issued to ~Y 20 percent of Z'8 voting stock. 

The Service held that the tavo steps were part of a prearranged, 
integrated plan and may not be considered independently of each other. 
Consequently, since X' corporation was not in control of the Y cor- 
poration after tr &nsferring a part of its assets to that corporation, it 
did not constitute a, reorg~anization as defined in section 112(g) (1) 
of the Internal Revenue Code of 1039, nor did it constitute a tax-free 
transfer under section 112(b) (5) of such Code. 

At issue are the last two sentences of said Revenue Ruling which 
read, as follows: 

The basis of the stock of 7 in the hands of Z will be its fair market; value at 
the time it is received by Z. The basis to Y corporation of the assei, s received 
by 1'will be their fair market value at the time of receipt. 

The above-quoted statements in Revenue Ruling 54 — 06, 8Mp&"u, re- 
lating to the basis of the Y stock in the hands of Z and the basis of 
the assets received by Y', are based on the assumption that the three 
parcels of propertv involved (the assets transferred to Y, the Y stock, 
and the Z stock) all have the same fair market value. The quoted 
statements are not applicable to any case in which this assumption 
is incorrect. 

The Code provides that the basis of assets to a purchaser is his 
cost, which in this case is the fair market value of stock issued for the 
assets. Evidence as to the fair market value of the assets received is 
admissible to show the fair market value of the stock used in making 
the acquisition, but is of less weight than available direct evidence of 
the fair market value of such stock. Since the prior ruling may give 
the impression that evidence as to the fair market value of the assets 
is directly controlling, the last two sentences of Revenue Ruling 54 — 06, 
8upra, are hereby revi~sed to read as follows: 

Under the facts of the instant case the basis to Y of the assets of X received 
by it and the basis to Z of the 7 stock will both be the same as the fair n&arket 
value of the Z stock received by X. 

Revenue Ruling 54 — 96 is modified accordingly. 

REGULATIONS 118, SECTION 30. 113(a) (13) — o: Read- 
justment of partnership interest. 

Annual assessments to replenish capital of the partnership should 
be added to the partner's basis of his interest in the partnership. 
See Rev. Rul. 56 — 5, page 680. 
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SECTION 114. — BASIS FOR DEPRECIATION AND 
DEPLETION 

REGULATIQN8 118) SEGTIoN 39. 114 — 1: Basis for 
allowance of depreciation and depletion. 

(Also Section 23 (m), Section 39. 93 (m) — 5. ) 
A clay will be considered a refractory and fire clay only if it is 

used or sold for use for a recognized refractory purpose. 
Revenue Ruling 54 — 550, C. B. 1954-2, 164, revoked. 

The Internal Revenue Service has reconsidered the definition of 
"refractory and fire clay" as stated in Revenue Ruling 54 — 550, C. B, 
1954 — 9) 164. 

Revenue Ruling 54 — 550, supra, defines "refractory and. fire clay" 
as a clay having a pyrometric cone equivalent of 15 or higher. It also 
holds that a clay having a pyrometric cone equivalent of less than 15 
will not be considered a refractory or fire clay unless used or sold for 
recognized refractory purposes, such as (but not necessarily restricted 
to) ladle lining. 

A number of minerals accorded percentage depletion, for example, 
brick and tile clay, stone, and calcium carbonates, are capable of being 
placed in more than one percentage depletion classification for the 
reason that they have no precise mineralogical description to distin- 
guish them from certain other minerals in a higher or lower percent- 
age depletion classification. Therefore, in order to distinguish and 
classif'y such minerals for the purpose of percentage depletion it is 
necessary to employ the end-use test. See Rev. Rul. 54 — 448, C. B. 
1954 — 2, 164, with respect to quartzite; Rev. Rul. 55 — 67, C. B. 1955 — 1, 
857 with respect to gypsum; and Rev. Rul. 55 — 700, C. B. 1955 — 2, 569, 
with respect to dolomite. 

In the case of clay, it has been found that in some parts of the 
United States the clay ordinarily used for the manufacture of com- 
mon brick and tile has a cone equivalent in excess of 15. On the 
other hand, it is recognized that under certain circumstances fire clay 
may be used in conjunction with ordinary clay and still be used for 
refractory purposes, such as, when a certain amount of fire clay is 
blended with ordinary clay in order to produce the vitrified clay sewer 
pipe which requires some clay of a better quality than the ordinary 
tile. 

In view of the above, it follows that in determining the percentage 
depletion applicable to clay the end-use test must be employexl. For 
example, clay used or sold for use in the manufacture of common 
bricks is entitled to 5 percent depletion, while clay used or sold for 
use as refractory clay is entitled to 15 percent depletion. 

Accordingly, a clay will be considered a "refractory and fire clay" 
only if it is used or sold for use for a recognized refractory purpose. 
In this connection, fire clays used to enable sewer pipe to retain its 
shape and dimensions under extremely high temperatures required. 
for vitrification is considered to be used as refractory clay. 

Revenue Ruling, 54 — 550, C. B. 1954 — o, 164, is hereby revoked, 
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SECTION 115(a'). — DISTRIBUTIONS BY CORPORATIONS: 
DEFINITION OF DIVIDEND 

REQvLATIONs 118, SKorioN 80. 115(a) — 1: Dividends. 

Amount paid on shares of stock sold and held in trust applied as 
payments against principal of a promissory note given for the purchase 
of other stock. See Rev. Rul. 56 — 158, page 166. 

SECTION 116. — EXC1. USIONS FI:OM GROSS INCOME 

RvxvL&TioNs 118, SECTION 80. 116 — 1: Earned 
income from sources without the United 
States. 

(Also Sectio» 2'(b), Section 80. 22(b) (2) — 5. ) 

Rev. Rul, 56 — 125 

For taxable years beginning after December 31, 1950, and subject 
to the Internal Revenue Code of 1939, annuity payments made to a 
resident citizen beneficiary, under an employees' funded pension or 
annuity plan which rueets the requirements of section 165(a) of 
the 1939 Code, to the extent they represent the employer's contribu- 
tion under the plan on account of the employee's services during 
an uninterrupted period (which includes an entire taxable year) 
of bona fide residence in a foreign country or countries, may be con- 
sidered as earned income attributable to such period within the 
meaning of section 116(a) (1) of the Code and, as such, may be 
excluded from gross income as "consideration paid" for the annuity 
uniler section "S(b) (2) (B). Iiowever, that portion of the annuity 
payments which represents the earnings on or accretions to contri- 
butions of either eniployer or employee is uot earned income within 
the purview of . . ection 116(a) of the Code and therefore not exempt 
under such section. 

Advice has been requested as to the taxability, to the distributee, of 
amounts distributed or made available under an employer's funded 
pension or annuity plan for the benefit of his employees, if the 
amounts were on account of service rendered by a United States 
citizen as a bona fide resident of a foreign country, and were dis- 
tributed or made available in a taxable year of the distributee, be- 
ginning after December 81, 1050, and subject to the Internal Revenue 
Code of 1080 (see section 7851(a, ) (1) (A) of the 1954 Code), at a time 
when the citizen-distributee was residing in the United States. 

An employer has, for niany years, maintained a pension plan cover- 
ing all his employees. The plan was funded through a group an- 
nuity contract with an insurance company. Employees contribute 
to the plan according to salary brackets and the balance of the cost of 
the annuities is paid by the employer. The Internal Revenue Service 
has held the plan meets the requirements of section 165(a) (8), (4), 
(5), and (6) of the Internal Revenue Code of 1989. 

In the instant case, the entire amount of the employee's annuity is 
based on service rendered in foreign countries during an uninterrupted 
period of bona fide resi. dence in those countries for 80 years. Upon 
l'etirement in 1045, the taxpayer returned and resumed residence in 
the United States. 

Annuities or pensions paid under a nontrustced plan which meets 
the requirements of section 165(a, ) (8), (4), (5), and (6) of the Code 
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are taxable to the annuitant 'as provided in section 99(b) (9) (8) 'of 
the Code. However, due coi1sideration must also be given to sections 
116, 117, and 119 of the Code. 

Amounts received as an annuity, under an annuity contract, shall be 
included in gross income in accordance with section 99(b) (9) of the 
Code. There shall be excluded, however, the excess of the amount 
received in the taxable year over an amount equal to three percent of 
the aggregate premiums or consideration paid for such annuity, until 
the aggregate amount excluded from gross income equals the aggregate 
premiums or consideration paid for such annuity, after which all 
amounts received shall be included in gross income. 

In addition to the items specified in section 92 (b) of the Code, 
section 116(a) (1) of the Code, as amended by the Revenue Act of 
1951, 65 Stat. 459, provides that there shall be excluded from gross 
income, in the case of an individual citizen of the United States who 
establishes bona fide residence in a foreign country or countries for an 
uninterrupted period which includes an entire taxable year, amounts 
received from sources without the United States (except amounts paid 
by the United States or any agency thereof) if such amounts constitute 
earned income, as defined in paragraph (3) of section 116(a) of the 
Code, attributable to such period. 

Treasury Decision 6039, C. B. 1958 — 9, 169, amended Regulations 111, 
section 99. 116 — 1(a), and held that for taxable years beginning after 
December 81, 1950, the exemption from tax provided by section 116 (a) 
of the 1989 Code is applicable to amounts constituting earned income, 
as defined in section 116(a) (6), from sources without the United 
States, if not paid by the United States or any agency or instrumen- 
tality thereof, and if attributable to an uninterrupted period of bona 
fide foreign residence which includes an entire taxable year or attribu- 
table to that portion of such an uninterrupted period which falls within 
a taxable year during the course of which the citizen begins or termi- 
nates bona fide residence in a foreign country, provided that. such 
period includes at least one taxable year. If attributable to an unin- 
terrupted period in respect to which the citizen qualifies for the exemp- 
tion from tax thus provided, the amounts shall be excluded from gross 
income irrespective of when they are received, if received in taxable 
years beginning after December 61, 1950. 

Treasury Decision 6039, snpra, also held, in efYect, that an amount 
constituting earned income, as defined in section 116 (a) (6) of the 1939 
Code, which is derived from sources without the United States, shall 
not be included in gross income solely because it is received within the 
United States, since the place of receipt is immaterial in determining 
whether any items shall be excluded from gross income under the 
provisions of section 116(a). No amounts received for services per- 
formed within the United States shall be excluded from gross income 
by such section. For the allocation or segregation as between sources 
within, and sources without, the United States in the case of compen- 
sation for labor or personal services, see section 119 of the 1989 Code 
and regulations thereunder. 

Earned income as defined in section 116(a) (3) of. the Code means 
wages, salaries, professional fees, and other amounts received as com- 

ensation for personal services actually rendered. However, see IR- 
im. 71, C. B. 1959 — 9, 170, which states that the portion of any dis- 
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tributioii from an;innuify or pension plan which represents «return 
of the einployee's oivn contributions may not be prolierly classed as 
earned inconie within the me;ining of section 116(a) (8) of the Cocle, 
and th«t to the extent such distributions represent earnings on and 
accretions to contributions of eitlier the eniployer or the employee, they 
constitute income from sources within the United States and accord- 
in«ly are includible in gross inconie. 

'Since, in the instant case, the bona fide residence in a foreign country 
was continuous and uninteirupted for a periocl of 60 ye;irs, the annuity 
payments received in t;ixablc years beginning on and after January 1, 
1951, ni«. y be excluded from gross inconie iii the manner provided in 
section '»' (b) ('&) (B) of the Code, to the extent they constitute earned 
income, within tlie nieaning of section 116(a) (8) of the Code, attrib- 
utable to such period. 

Beginning in 1045, the taxpayer treated the annuity payments in the 
manner provided in section '&" (b) (2) (B) of the Code and thereby, 
prior to January 1, 1051, recovered tax-free all of his oivn contributions 
toward the cost of the annuity as consideration p«id for such annuity. 
However, in determining the amount of the annuity payments received 
under the employer's aiZiuity plan in any taxable ye«r beginning on or 
after Januarv 1. 1M1, ivliich must be included in gross income pur- 
suant to section 2'& (b) ('&) (B) of the Code, the "consideration paid" for 
such annuity would be the;iggregate of the employee's contribution 
plus the amounts contributed by the employer ivhich are attributable 
to services rendered as a bonn, fide resident of a foreign country or 
countries. Since the employee's own contributions have already been 
recovered tax-free, the amount remaining to be recovered tax-free in 
taxable years begiiining after December ~81, 1050, will in this case, be 
limited to the einployer's contribution attributable to the services 
rendered as a. bona fide resirlent of a, foreign country or countries. 

Accordingly, it is held that for taxable years beginning;ifter De- 
cember 31, 1950, and subject to the Internal Reveiiue Code of 1MO, 
annuity payments macle to a, resident citizen beneficiary, under an 
employees' funded pension or annuity plaii which nieets the require- 
ments of section 165(a) of the Code, to the extent tliey represent tlie 
employer's contribution under the plan on account of the employee's 
services during an uninterrupted period (which includes an entire 
taxable year) of bona fide residence in a foreign country or countries, 
may be considered as earned income attributable to such period within 
the meaning of section 116(a) (1) of tlie Code and, as such, may be 
excluded from gross income as "consideration paid" for the annuity 
under section 22(b) (2) (B). However, tliat portion of the annuity 
payments which represents tlie e«ruin«s on or accretions to contribu- 
tions of either employer or employee is not earned income within the 
purvie~ of section 116(a) of the Code and therefore not exempt under 
such section. 

(Also Regulations 111, Section 29. 116 — 1. ) 
Amounts received from employees' annuities for service rendered 

as a bona fide resident of a foreign country for. a doniestic corporation. 
See Rev. Rul. 56 — 128, page 60. 
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REGULATIoN8 118, SEOTIGN 89. 116 — 9: Income of 
foreign governments, international organi- 
zations, and their employees. 

Taxability of pensions to former employees of foreign governments. 
See Rev. Rul. 56 — 44, page 819. 

SECTION 117(a). — CAPITAL GAINS AND LOSSES: 
DEFINITIONS 

REGULATIGNs 118, SEGTIQN 89. 117(a) — 1: Meaning Rev. Rul. 56-5 
of terms. 

(Also Section 118(a) (18); Section 89. 118(a) (18) — 9. ) 
Goodwill units created by a partnership agreement constitute an 

integral and indivisible part of a partner's capital investment, and 
annual assessments paid by a partner to replenish the partnership 
capital based on his share of the arm's earnings are capital con- 
tributions which increase the basis of the partnership interest pro- 
vided that the income tax is paid thereon. Any gain or loss 
realized upon the partial or complete liquidation of an individual's 
partnership interest, a capital asset, is capital in nature and is 
measured by the difference between the amount received for the 
partnership interest or portion thereof and the basis of such inter- 
est or portion thereof. 

Advice has been requested with respect to the treatment of a part- 
nership interest when a partner partially or completely retires from 
the partnership under the circumstances presented below. 

The interest of each partner in the instant partnership is expressed 
in units owned by him. At one time the partnership articles pro- 
vided for subdivision of partnership units into capital and goodwill 
units. Accordingly, some of the partners own partnership units 
consisting of both capital and goodwill units while others own only 
capital units. The subdivision was used to measure the partnership 
interest of a withdrawing partner. By later amendments to the 
articles, the partnership goodwill was recorded on the firm's book at 
a nominal amount and henceforth was regarded as a partnership 
asset having no value for purposes of determining the value of the 
member's partnership interest. In order to replenish the firm's capi- 
tal after a large amount had been paid to the estate of a deceased 

artner, the partners agreed to provide additional working capital 
y annual assessments based on the number of partnership units held 

by each. The assessments were credited to an "intangible asset" ac- 
count and represented a proportionate part of each partner's share 
of the Arm's profit. 

After having' paid the assessment for two years, the taxpayer, who 
was a partner in the firm, partially retired. One of the above assess- 
ments was paid for the year of his partial retirement. Pursuant to 
the provisions of the articles then in force, he received from the firm 
cash and cash equivalents constituting his distributive share of the 
partnership net income for the taxable year of his partial retirement 
and consideration for the liquidation of two-thirds of the units rep- 
resenting his partnership interest. No part of the amount received 
by the partner in consideration of the liquidation of a portion of his 
partnership interest was attributable to firm earnings not yet subjected 
to tax whether realized or unrealized by the firm prior to such liqui- 
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dation. The remaining one-third of his units continue to be subject 
to the risks and profits of the business for five years and he is obliged 
to pay annual assessments computed on the basis of his reduced 
profits share. Pursuant to the partnership agreement, the partner 
received nothing with respect to his investment in goodwill units nor 
with respect to the annual assessments paid by him. 

The partner's goodwill units were not separate investments in and 
of themselves which he could dispose of without a6ecting his capital 
units but both constituted an integral and indivisible part of his part- 
nership interest. The cost of such goodwill units to a partner is not 
separately deductible by him in whole or in part upon partial or com- 
plete liquidation of his partnership interest. Such cost, however, is 
refiected in the cost of his partnership interest and is part of the basis 
therefor. The annual assessments which he paid are not deductible by 
him. Since the purpose of those payments was to replenish the fiirm's 
working capital, they are capital contributions, that is, capital expendi- 
tures for the partnership interest. As such, they are a part of his 
partnership interest even though they can be refiected in the liquidation 
value of such interest only upon termination of the firin and not upon 
his retirement. Since these annual asessments are a part of. the mem- 
ber's partnership interest, there can be no depreciation with respect 
to them. 

Upon his partial or complete retirement, the member realizes gain 
or loss measured by the diA'erence between the. amount received for 
his partnership interest or portion thereof and the basis of such interest 
or portion thereof. Since the whole of the basis of the member's part- 
nership interest was allocable to his entire interest, two-thirds of his 
basis was allocable to two-third of his interest, . 

G. C. M. 96379, C. B. 1950 — 1, 58, holds that the sale of a partnership 
interest is a sale of a capital asset which is subject to the provisions of 
section 117 of the Internal Revenue Code of 1939. The disposition of 
a partnership interest, even though it be by way of liquidation thereof, 
is a capital transaction. Any gain or loss realized upon partial or com- 
plete liquidation of. a partnership interest is capital in nature. The 
assessment paid by a partner for a year in which he partially or com- 
pletely retires should be treated in the same manner as assessments paid 
by him in years prior to his retirement, that is, as an addition to his 
basis in nis partnership interest, provided that the income tax is paid 
thereon. 

Accordingly, it is held that goodwill units created by a partnership 
agreement constitute an integral and indivisible part of a partner's 
capital investment, and annual assessments paid by a partner to replen- 
ish the partnership capital based on his sliare of the firm's earnings 
are capital contributions which increase the basis of the partnership 
interest provided that the income tax is paid thereon. Any gain or 
loss realized upon the partial or complete liquidation of his partnership 
interest, a capital asset, is capital in nature and is measured by the dif- 
ference between the amount received for the partnership interest or 
portion thereof and the basis of such interest or portion thereof. 

Dividends paid on shares of stock sold and held in trust applied 
as payments against interest and principal of promissory note given 
for purchase of the stock, See Rev. Rul. 56 — 1N, page 166. 

693474' — 56 — 41 
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SECTION 117 (c). — CAI'ITAL GAINS AND LOSSES: 
ALTERNATIVE TAXES 

REGUI ATIGNs 118) SEGTIoN 80. 117(c) — 1: Alter- Rev. Rul. 56 — 242 
native tax in case net long-term capital 
gain exceeds net short-term capital loss. 

Public Law 809, 84th Congress, Second Session, 70 Stat. 8, page 858, 
this Bulletin, a~pproved January 28, 1056, amended section 
117(c) (1) (A) of the Internal Revenue Code of 1089, relating to 
alternative tax computation of corporations, to provide that in the 
computation of the credits for intercorporate dividends received, for 
dividends paid on certain preferred stock, and for Western EZemi- 
sphere trade corporations, a corporation's net income under the 1080 
Cocle is to be determined without reduction for the excess of the 
net long-term capital gain over the net short-term capital loss. The 
amendinent was macle applicable with respect to taxable years be- 
ginning after December 81, 1051, and before January 1, 1954. See 
Revenue Ruling 56 — 151, page 882, this Bulletin, for corresponding pro- 
vision with respect to alternative tax of corporations for taxable years 
subject to the Internal Reveriue Code of 1954. 

Prior to the enactment of Public Law 899, supra, Revenue Ruling 
54 — 28, C. B. 1054 — 1, 128, held that in computing the alternative tax 
of corporations under the 1080 Code, the foregoing credits were to 
be determined upon the basis of the net income reduced by the excess 
of the net long-term capital gain over the net short-term capital 
loss. The provisions of Revenue Ruling 54 — 28, supra, were made 
applicable for the taxable year ended December 81, 19M, and sub- 
sequent taxable years by Revenue Ruling 54 — 288, C. B. 1954 — 2, 177. 
The committee report on Public Law 800, EI. R. Report No. 1856, 
84th Congress, page 858, this Bulletin, stated that the position in 
Revenue Ruling 54 — 28 should be reversed for years prior to 1054 in 
order to provide a consistent policy for the period of the 1980 Code. 

In view of the provisions of Public Law 890, supra, Revenue Rul- 
ings 54 — 28 and 54 — 288, supra, are hereby revoked. 

Computation of alternative tax where statutory deductions and/or 
credits exceed ordinary income (as distinguished from taxable capital 
gain). See Rev. Rul. 56 — 247, page 888. 

SECTION 117(f). — CAPITAI GAINS AND LOSSES: 
RETIREMENT OF BONDS, ETC. 

Proceeds of face-amount certificates issued prior to January 1, 1055, 
paid in installments. See Rev. Rul. 56 — 77, page 620. 

Excess of the ainount received over the price paid upon retirement 
of bonds. See Rev. Rul. 56 — 200, page 608. 
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SECTION 117(j). — CAPITAL GAINS AND LOSSES: GAINS 
A. ND LOSSES FROM INVOLUNTARY CONVERSION A. XD 
FROM THE SAI E OR EXCHANGE OF CERTAIN PROI'- 
ERTY USED IN THE TRADE OR BUSINESS 

REGULATIONS 118) SECTION 89. 117(j) — 1: Gains 
and losses from involuntary conversions and 
from the sale or exchange of certain property 
used in the trade or business. 

(Also Section 112 (b), Section 39. 112 (b) (7) — 1. ) 
Section 117(m) of the Internal Revenue Code of 1939 has no 

application to gain realized in 1953 by a corporation's former stock- 
holders from the ultimate sale of real estate received in a liquida- 
tion under section 112(b) (7) of the Code. The gain realized on the 
sale is subject to the provisions of section 117 (j) of the Code. 

Advice has been requested whether the provisions of section 117(m) 
of the Internal Revenue Code of 1939 are applicable to the gain realized 
on a sale of certain property received in a corporate liquidation under 
section 112(b) (7) of the Code. 

On October 15, 1952, a corporation was liquidated and gain was 
reported by the stockholders in accordance with the provisions of 
section 112(b) (7) of the Code. The three stockholders each of whom 
owned ten shares of the outstanding thirty shares of stock in the corpo- 
ration, received all of the assets of the corporation in exchange for their 
stock. Among the assets distributed were land. and a building con- 
structed thereon by the corporation in 1950, which the corporation had 
leased to various tenants. On. April 80, 1958, the former stockh. olders 
sold the land and building, which constituted section 117(j) property 
in their hands, at a gain of 180m dollars. 

Section 112(b) (7) of the Code governs the recognition of the 
amount and type of gain in a corporate liquidation. Section 117(m) 
of the Code converts any recognized long-term capital gain arising 
from the liquidation of a collapsible corporation into ordinary income. 
Since a corporate liquidation under section 112(b) (7) of. the Code 
constitutes, in general, a complete and closed transaction, the instant 
corporation, which might have been considered a collapsible corpora- 
tion under section 117(m), went out of existence. Section 117(m) 
has no application to a transaction completely independent of a corpo- 
ration, since the provisions of that section apply only to a gain from 
the sale or exchange of stock of a collapsible corporation or to a gain 
from a distribution made by such corporation to its stockholders. 

Accordingly, it is held that section 117(m) of the Code has no- 

application to a gain realized in 1958 by the corporation's former 
stockholders from the ultimate sale of real estate received in a liquida- 
tion under section 112(b) (7) of the Code. The gain realized on the 
sale is subject to the provisions of section 117(j) of the Code. 
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SECTION 117( Ii). — CAPITAL 6AINS AND I OSSKS: 
COLLAPSIBLE CORPORATIONS 

REGULATIGNs 118, SEGTION 30. 117(m) — 1: Col- 
lapsible corporations. 

Whether certain corporations, owiied by United States citizens, but 
organized and operatecl in a foreign country constitute collapsible 
corporations. See Rev. Rul. 56 — 104, page 178. 

SECTION 122. — NKT OPERATING I. OSS DEDUCTION 

Rev. Rul. 56 — 161 REGULATIGNs 118, SFGTIoN 89. 122 — 2: Computa- 
tion of net opeiating loss in case of a corpo- 
ration. 

(Also Section 125 (a), Section 80. 125 (a) — 1. ) 
In determining a net operating loss under section 122 of the In- 

ternal Revenue Code of 1939, the amount of tax-exempt interest re- 
quired to be added to statutory gross income under subsection 
(d) (2) of that section is the diiference between the gross amount 
of interest received from wholly tax-exempt bonds and the amount 
of interest paid on indebtedness incurred or continued to purchase 
or carry tax-exempt bonds, without any reduction on account of 
amortizable bond premium on such bonds. 

Advice has been requested whether, in determining a net operating 
loss under section 122 of the Internal Revenue Code of 1%0, the tax- 
exempt interest to be included in the adjustments required by section 
122(d) (2) is the gross amount of such interest, or whether it is the net 
amount of such interest after deducting amortizable bond premium 
on such bonds under section 125 of the Code. 

Section 122(d) (2) of the Code provides that, in determining a net 
operating loss, there shall be included in computing gross income the 
amount of interest received which is wholly exempt from the taxes 
imposed by chapter 1 of the Code, decreased by the amount of interest 
paid or accrued which is not allowed as a deduction by section 28(b), 
relating to interest on indebtedness incurred or continued to purchase 
or carry certain tax-exempt obligations. Section 125(a) (2) of the 
Code provides' that in the case of any bond, the interest on which 
is excludable from gross income, no deduction shall be allowed for the 
amortizable bond premium for the taxable year, As stated in section 
89. '125 (a) — 1(b) (1) of Regulations 118, the amortizable bond premium 
for 'the taxable year is simply an adjustment to the basis or adjusted 
basis of the bonds. 

Accordingly, it is held that, in determining a net operating loss 
under section 122. of the Code, the amount of tax-exempt interest 
required to be added to statutory gross income under subsection (d) (2) 
is the difFerence between the gross amount of interest received from 
wholly tax-exempt bonds and the amount of interest paid on indebted- 
ness incurred or continued to purchase or carry tax-exempt bonds, 
without any reduction on account of amortizable bond premium on 
such bonds. 
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REGULATIGNs 118, SEcTIGN 39. 122 — 4: Computa- 
tion of net operating loss carryovers and 
net operating loss carryback. 

Adjustment for excessive depreciation taken for the taxable year 
in which a net operating loss originated. See Rev. Rul. 56 — 985, 
page 134. 

SECTION 125 (a). — AMORTIZABLE BOND PREMIUM: 
GENERAL RULE 

REGULATIQNs 118& SEGTIQN 30. 195 (a) — 1: In 
general. 

Amortizable premium on wholly tax-exempt bonds in the case of 
net operating loss adjustment for nontaxable interest under section 
1Po(d) (2) of the Internal Revenue Code of 1030. See Rev. Rul. 
56 — 161, page 634. 

SECTION 197(c). — %'AR LOSSES: RECOVERIES 
REGULATIONS 118, SECTIoN 30. 197(c) — 1: Recov- T. D. 6163 ' 

eries in respect of war losses. 
(Also Regulations 111, Section 20. 127(c) — 1. ) 
TITLE 26 — INTERNAL REVENUE. — CHAPTER I, SUBCHAPTER A, PART 39. — 

INCOME TAX; TAXABLE iEA11S BEGINNING AFTER DECEMBER 31, 1961 
TITLE 26 — INTERNAL REVENUE. — CHAPTER I, SUBCHAP1'. ER A, I'ART 29. — 

INCOME TAX; TAXABLE YEARS BEGINNING Al'TKR DECEMBER 31, 1941 

Regulations 118 and 111 amended with respect to interest on 
deficiencies and refunds resu'ting from recoveries of war losses. 

DEPARTMENT or THE TREAsURY, 
OFI"ICE OF COMMISSIONER OF INTERNAL REVENUE& 

P'ashington 85, D. C. 
To 0ffZcers and ErnpZoyees of the Inter' Z Revenue Service and Others 

Concerned: 
Regulations 118 (96 CFPv (1030) part 30) and Regulations 111 

(26 CFR (1030) part 90) are amended as follows: 

REGULATIONS 118 

PARAGRAPH 1. Section 30. 197(c) — 1 (d) as amended by Treasury De- 
cision 6106, approved October 6, 1954 [C. B. 1054 — 9, 167] is amended 
by— 

(A) Deleting the last sentence of. subparagraph (3); 
. (B) Deleting the last sentence of. subparagraph (4); and 
(C) Adding a new subparagraph (5) as follows: 
(fi) In the case of any ta~able year ending before the date of the making 

bv the taxpayer of an election under section 127(c) (, &), no interest shall be 
paid on any overpayment specified in subparagral&h (4) of this paragraph for 
any period before the expiration of six months following the date of the making 
of such election by the taxpayer, and no interest shall be assessed or collected 
with respect to any amount or any deficiency specified in subparagraph (3) of 
this paragraph for any period bei'ore the expiration of six iiionths 1'ollowing 
the date of the making of such election by the taxpayer. 

'21 F. R. 1639. 
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REGIJLATIOXS 111 

PAR. 2. Section 20. 127(c) — 1(d), as amended by Treasury Decision 
50(&8, approved December 20, 1052 |C. B. 1053 — 1, 206] is amended 
E&y— 

(A) Deleting the last sentence of subparagraph (8); 
(B) Deleting the last sentence of subparagraph (4); and 
(C) Adding a new subparagraph (5) as follows: 
(5&) Iu the case of any taxable year ending before the date of the making by 

the taxpayer of an election under section 127(c) (5), no interest shall be paid 
on any ove&payment specified in subparagraph (4) of this paragraph for any 
period before the expiration of six months following the date of the making 
of such election by the taxpayer, and no interest shall be assessed or collected 
with respc& t to any a&nount or any deficiency specified in subparagraph (3) of 
this paragraph for any period before the expiration of six months following 
the date of the making of such election hy the taxpayer. 

Because this Treasury Decision liberalizes the present provisions of 
Regulations 118 and 111 relative to interest on certain refunds, it 
is found unnecessary to issue this Treasury Decision with notice and 
public procedure thereon under section 4(a) of the Administrative 
Procedure Act, approved June 11, 1946, or subject to the efFective 
elate limitation of section 4(c) of said Act. 

(This Treasury Decision is issued under the authority contained in 
sections 62 and 8791 of the Internal Revenue Code of 1989 (58 Stat. 
82, 467; 26 U. S. C. 62, 8791) and in section 127(c) of the Internal 
Revenue Code of 1989 (65 Stat, 511; 26 U. S. C. 127(c) ). ) 

RUSSKLL C. HARRINGTON( 
Commissioner of Internal Serenade. 

Approved March 8, 1956. 
DAN THROOP SMITiI& 

8peeia/ Assistant to the ~~ecretary 
in Charge of Tax Policy. 

(Filed by the Division of the I ederal Re ister, March 14, 1956; 8: 45 a. m. ) 

RKGUI ATIGNs 111, SKOTIGN 20. 127(c) — 1: Recov- 
eries in respect of war losses. 

Regulations 111 amended. See T. D. 6168, above. 

SECTION 180. — LIMITATION ON DEDUCTIONS ALLOW- 
ABLE TO 1NDIVIDUALS IN CERTAIN CASES 

RKGULATIGNs 118, SKGTIGN 89. 180 — 1: Limita- 
tion on deductions allowable to individuals 
in certain cases. 

Rev. Rul. 56 — 191 

Capital gains must be included in full iu gross income in deter- 
mining whether, under section 130 of the Internal Revenue Code of 
1939, the deductions attributable to a trade or business carried on by 
an individual for five consecutive taxable years have, in each of 
such years, exceeded by more than $50, 000 the gross income derived 
from such trade or business. 

Revenue Ru) ing 219, G, B. 1953 — 2, 181, modified. 
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Reconsideration has been given to Revenue Ruling 219, C. B. 
1958 — 2, 181, in view of the recent decision of the Tax ("ourt of the 
United States in James 3l. 3lcDonald v. Conu~is8ioner, 28 T. C. 
1052, acquiescence, page 6, this Bulletin. 

Revenue Ruling 219 holds, in part, that, for the purpose of section 
180 of the Internal Revenue Code of 1989 and for taxable years prior 
to those to which the Revenue Act of 1951 applies, only one-half of 
long-term capital gains are includible in gross income, citing UnAed 
States v, A'chen W'. Benedict et al. , 888 U. S. 692, Ct. D. 1780, C. B. 
1950 — 1, 70. 

Section 180 of the Internal Revenue Code of 1989 provides, in part, 
as follows: 

If the deductions (other than taxes and interest) allowable to an individual 
(except for the provisions of this section) and attributable to a trade or business 
carried on bv him or five consecutive taxable years have, in each of such years, 
exceeded by more than 800, 000 the gross income derived from such trade or 
business, the net income of such individual for each of such years shall be 
recomputed. For the purpose of such recomputation in the case of any such 
taxable year, such deductions shall be allowed only to the extent of $50, 000 plus 
the gross income attributable to such trade or business, except that the net operat- 
ing loss deduction, to the extent attributable to such trade or business shall 
uot be allowed. 

In the Benedict case, the court was concerned with the application 
of section 162(a) of the Internal Revenue Code of 1989, relating to 
the allowance of certain deductions in computing the net income of a 
trust. The holding in that case, that only one-haH of long term 
capital gains are includible in gross income, was based upon the con- 
clusion that such treatment best efFectuated the Congressional intent 
underlying the enactment of section 162 of the Code. 

In the McDonald case the taxpayer, owner of a dairy and breeding 
herd, sustained a loss on his operations during each of the years 1942 
to 1946, inclusive. In 1946 the taxpayer sold certain cattle from his 
herd, realizing long-term capital gains upon such sale. Only 50 per- 
cent of such capital gains v-ere included by the Commissioner in the 
gross income of the taxpayer for that year. On such basis, his deduc- 
tions for 1946, as determined under section 180 of the Code, exceeded 
by snore than $50, 000 the gross income from his business. For each of 
the four years prior to 1946, the taxpayer's deductions, similarly de- 
termined, also exceeded gross income by more than $50, 000. The 
specific question presented was whether the chain of loss years was 
broken in 1946 so as to make inapplicable the provisions of section 180 
of the Code. The court held that for the purpose of section 180 of the 
Code, 100 percent of the capital gains must be included in gross income. 
On such basis, the taxpayer's deduction for 1946 did not exceed his 
gross income for such year by more than $50, 000 and, therefore, the 
chain of loss years was broken in 1946 and the taxpayer's net income 
was not subject to recomputation under such section. 

In reaching such conclusion the court stated: 
We, therefore, hold that, for the purpose of a section 180 recomputation, gross 

income includes 100 percent of the capital gains realized by an individual. As 
in the Benedict case (which construed a different section of the Code), we follow 
the rationale there used by the Supreme Court and reach a conclusion that will 
best effectuate the congressional intent underlying the enactment of section 180; 
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and, svhile thc result herein is different from the result in that case, ive feel it is 
justified here, as it ivas there, in order to give proper effect to the purpose of 
the section. 

In view of the above, it is held that capital gains nlust be included 
in full in gross income in determining whether, under section 180 of 
the Internal Revenue Code of 1980, the deductions attributable to a 
trade or business carried on by an individual for five consecutive tax- 
able years have, in each of such years, exceeded by more than $50, 000 
the gross income derived from such trade or business. 

Revenue Ruling 210, C. B. 1058 — 2, 181, is modified to accord. with 
the foregoing. 

SUPPLEMENT C. — CREDITS AGAINST TAX 

SECTION 181(a). — TAXES OF FOREIGN COUNTRIES AND 
POSSESSIONS OF THE UNITED 

STYLI. 

TES: ALLOWANCE 
OF CREDIT 

REGULATIONS 118, SECTION 89. 181(a) — 1: Anal- 
ysis of credit for taxes. 

Credit for taxes paid to Australia attributable to trust income from 
sources in Australia. See Rev. Rul. 56 — 80, page 646. 

Limitation period for a taxpayer who elects to claim credit where 
net operating loss carryback is involved. See Rev. Rul. 56-196, 
page 655. 

SUPPLEMENT D. — RETURNS AND PAYMENT OF TAX 

SECTION 141. — CONSOLIDA. TED RETURNS 

REGULATIGNs 118, SECTION 89. 141 — 1: Consolidated 
income and excess profits tax returns of afE1- 
iated corporations. 

Consolidated return involving includible subsidiaries whose stock 
was less than 05 percent owned by a parent for years prior to January 
1, 1054, but was more than 80 percent directly or indirectly owned for 
a part of the taxable year 1054. See Rev. Rul. 56 — 84, page 486. 

SECTION 143. — WITHHOLDING OF TAX AT SOURCE 

REGUI, ATIoNs 118, SEcTIoN 80. 148 — 9: Return of 
income from which tax was withheld. 

Credit for taxes withheld from dividends on American securities 
in Australian trust. See Rev. Rul. 56 — 80, page 646. 
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SECTION 145. — PENAI TIES 

REaULATIDNS 118, SEC TIDN 89. 145 — 1: Penalties. Ct. D. 1'lM 
CRIMINAL LIABILITY — INTERNAL REVENUE CODE OF 1989 — DECISION OF 

SUPREME COURT. 

1. PENALTIEs — CRIMINAL PBGSEOUTIGN — NET WDBTH METHQD — IN- 
DICTMENT BY GRAND JURY BA. SED oN HEARRAY. 

An indictment for wilful evasion of income taxes based solely 
on hearsay evidence of Government agents does not violate the lfifth 
Amendment, since neither the Fifth Amendment nor any other con- 
stitutional provision prescribes the kind of evidence upon which 
grand juries must act. An indictment returned by a legally consti- 
tuted and unbiased grand jury, if valid on its face, is enough to call 
for trial of tbe charge on the merits. Further, there is no necessity 
for establishing a rule permitting defendants to challenge indict- 
ments on the ground that they are not supported by coinpetent 
evidence. 

2. JI&DGMENT AFFIRMED. 

Judgment of the United States Circuit Court of Appeals for the 
Second Circuit (221 F. 2d 008) affirmed. 

SUPREME COURT OF THE UNITED STATES 

F& an[t Costello, petitioner v. United States o&f America 

On writ of' certiorari to the United States Court of Appeals for the Sec'ond Circuit 

[Jlarch 5, 1956] 

OPINION 

Mr. Justice Black delivered the opinion of the Court. 
PVe granted certiorari in this case to consider a single question: "May a de- 

fendant be required to stand trial and a conviction be sustained where only 
hearsay evidence is presented to the grand jury which indicted him'?" 350 U. S. 
819. 

Petitioner, Frank Costello, was indicted for wilfully attempting to evade pay- 
ment of income taxes due the United States for the years 1947, 1948 and 1949. ' 
The charge was that petitioner falsely and fraudulently reported less income than 
he and his wife a. ctually received during the taxable years in question. Petitioner 
promptly filed a motion for inspection of the minutes of the grand jury and for a 
dismissal of the indictment. His motion was based on an aifidavit stating that he 
was firmly convinced there could have been no legal or competent evidence before 
the grand jury Ivhich indicted him since he had reported all his income and paid 
all taxes due. The motion was denied. At the trial which followed the Govern- 
ment offered evidence designed to show increases in Costello's net Ivorth in an 
attempt to prove that he had received more income during the years in question 
than he had reported. ' To establish its case the Govermnent called and examined 
144 Ivitnesses and introduced 368 exhibits. All of the testimony and documents 
related to business transactions and expenditures by petitioner and his wife. The 
proseciition conciuded its case by calling three Government agents. Their inves- 
tigations had produced the evidence used against petitioner at the trial. They 
were allowed to suinmarize the vast amount of evidence alreadv heard and to 
introduce computations showing, if correct, that petitioner and bis wife had 
received far greater income than they bad reported. We have beld such summari- 
zations admissible in a "net worth" case like this. United States v. Jo?&neon, 
319 U, S. 503 [Ct. D. 1587, C. B. 1943, 990]. 

Counsel for petitioner asked each Covernment witness at the trial Ivhether he 
had appeared before the grand jury which returned the indict&Bent. This cross- 

'The indictment was based on section 145(b) of the Internal Revenue Code of 1989. 
58 Stat. 68. . There was also a count in the indictment for the year 1946 but petitioner was 
found not guilty of this charge. ' For discussions of the "nct worth method, " sec Honar&d v. United States, 848 U. S. 121 
[Ci. D. 1769, C. B. 1954 — 2, 215]; Friedberg v. United, States, 848 U. S. 142 [Ct. D. 1770, 
C. B. 1954 — 2, 29]; Smith v. United States 848 U. S. 147 [Ct. D. 1771. C. B. 1054 — 2, 225]; 
and United States v. Catderon, 848 U. S. Ii]0 [Ct. D. 1772, C. B. 19o4 — 2, 86]. 
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examination deve)oped the fact that the three investigating officers harl been the 
only witnesses before the grand jury. After the Government concluded its case, 
petitioner again moved to dismiss the indictment on the ground that the only 
evidence before the grand jury was "hearsay, " since the three officers had no first- 
hand knowledge of the transactions upon which their computations were based. 
Nevertheless the trial court again refused to dismiss the indictment, and peti- 
tioner was convicted. The Court of Appeals aiiirmed, ' holding that the indict- 
ment was valid even though the sole evidence before the grand jury was hearsay. ' 
Petitioner here urges: (1) that an inilictment based solely on hearsay evidence 
violates that part of the Fifth Amendment providing that "No person shall be 
held to answer for a capital, or otherwise infamous crime, unless on a presentment 
or indictment of a Grand Jury. . . . " and (2) that if the Fifth Amendment does 
not invalidate an indictment based solely on hearsay we should now lay down 
such a rule for the guidance of federal courts. See JfccVabb v. United States, 318 
U. S. 332, 340-341. 

The Fifth A. mendment provides that Federal prosecutions for capital or other- 
wise infamous crimes must be instituted by presentinents or indictments of grand 
juries. But neither the Fifth Amendment nor any other constitutional pro- 
vision prescribes the kind of evidence upon which grand juries must act. The 
grand jury is an English institution, brought to this country by the early colonists 
and incorporated in the Constitution by the Founders. There is every reason to 
believe that our constitutional grand jury was intended to operate substantially 
like its English progenitor. The basic purpose of the English grand jury was 
to provide a fair method for instituting criminal proceedings against persons 
believed to have committed crimes. Grand jurors were selected from the bodv of 
the people and their work was not hampered by rigid procedural or evidential 
rules. In fact, grand jurors could act on their own knovrledge and were free to 
make their presentments or indictments on such information as they deemed 
satisfactory. Despite its broad power to institute criminal proceedings the grand 
jury grew in popular favor with the years. It acquired an independence in 
England free from control by the Crown or judges. Its adoption in our Con- 
stitution as the sole method for preferring charges in serious criminal eases shows 
the high place it held as an instrument of justice. Aud in this country as in 
England of old the grand jury has convened as a body of laymen, free from 
technical rules, acting in secret, pledged to indict no one because of prejudice 
and to free no one because of special favor. As late as 1927 an English historian 
could say that English grand juries were still free to act on their own knowledge 
if they pleased to do so. ' And in 1852 Mr. Justice Nelson on circuit could say 
"No case has been cited, nor have we been able to find any, furnishing an authority 
for looking into and revising the judgment of the grand jury upon the evidence, 
for the purpose of determining whether or not the finding was founded upon 
sufficient proof. . . . " United States v. Reed, 27 Fed. Cas. 727, 738. ' 

In Holt v. United Sttttes, 218 U, S. 245, this Court had to decide whether an 
indictment should be quashed because supported in part by incompetent evidence. 
Aside from the incompetent evidence "there was very little evidence against the 
accused. " The Court refused to hold that such an indictment should be quashed, 
pointing out that "The abuses of criminal practice would be enhanced if indict- 
ments could be upset on such a ground. " 218 U. S. , at 248. The same thing is 
true where as here all the evidence before the grand jury was in the nature of 
"hearsay. " If indictments were to be held open to challenge on the ground that 
there was inadequate or incompetent evidence before the grand jury, the resulting 
delay would be great indeed. The result of such a rule would be that before trial 

'221 F. 26 668. Thc Court of Appeals reversed petitioner's conviction on the 1947 
count on grounds not material here. 

s Varving views have been expressed concerning whether indictments may be challenged 
because based in whole or in part on incompetent evidence. See, c. g. , Chadwick v. United 
States, 141 F. 225; United States v. Vioffn, 1 73 F. 501; ivanfito v. United States, 20 F. 2d 
376, 878; Brady v. United States, 24 F. 2d 405; Banks v. United States, 204 F. 2d 666 ) 
Sacker v. United States, 227 F. 2d 219, See also eases collected in 62 Harv. L. Rev. 111) 
38 Yale L. J. 680; 71 Cent. L. J. 9; Joyce, Indictments (2d ed. , Blakemore, 1924), 166-168; 
iiote, 24 A. L. R. 1432. 

s 1 Holdswortb, History of English Law, 823. 
s As to the development of the grand iury as an institution here snd in England, see Hate 

v. Henkci, 201 U. S. 43, 59; Biair v. United States, 250 U. S. 273, 282; Jfcgrain v. Daaph- 
erttt, 273 U. S. 135, 157; United, States v. Johnson, 319 U. S. 503 [Ct. D. 1587, C. B. 194» 
995); 4 Blackstone Commentaries 301 et scq. i 1 Pollock and Maitland, History of English 
Law (1895), 130; 1 Holdsworth, Historv of English Law, 812 — 323; Morse, A Survey of tbe 
Grand Jury Systenb 10 Ore. L. Rev. 101, 217, 295. 
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on the merits a defendant could always insist on a kind of preliminary trial to 
determine the competency and adequacy of the evidence before the grand jury. 
This is not required by the Fifth Amendment. An imiictment returned by a 
legally constituted and unbiased grand jury, ' like an information drawn by the 
prosecutor, if valid on its face, is enough to call for trial of the charge on the 
merits. The Fifth Amendment requires nothing more. 

petitioner urges that this Court should exercise its power to supervise the 
administration of justice in Federal courts and establish a rule permitting de- 
fendants to challenge indictments on the ground that they are not supported by 
adequate or competent evidence. No persuasive reasons are advanced for estab- 
lishing such a rule. It would run counter to the whole history of the grand jury 
institution, in which laymen conduct their inquiries unfettered by technical rules. 
Neither justice nor the concept of a fair trial requires such a change. In a trial 
on the merits, defendants are entitled to a strict observance of all the rules de- 
signed to bring about a fair verdict. Defendants are not entitled, however, to a 
rule which would result in interminable delay but add nothing to the assurance 
of a fair trial. 

Affirmed. 
Mr. Justice Clark and Mr. Justice Harlan took no part in the consideration or 

decision of this case. 
Mr. Justice Burton concurring in a separate opinion. 

Ct. D. 1795 
CRIMINAL I AW AND PROCEDURE — INTERNAL REVENUE CODE OF 1989— 

DECISION OF SUPREME COURT. 

1. . CoNT+CT WITII JURoR — CoNsTRUGTIQN oF 3rD NnaTE. 

During the trial of the taxpayer on tax evasion charges, an ac- 
quaintance of one of the jurors, who professed to know the taxpayer 
well, approached the juror with a suggestion that he make a deal 
with the taxpayer. The juror reported the matter to the trial 
judge; the judge related the incident to the District Attorney, and 
the matter was referred to the F. B. I. The defense was not ad- 
vised of the incident. An agent of the F. B. I. called on the juror 
and explained that he was conducting an investigation of the matter 
and the possibility of an improper approach by the outsider. The 
juror never knew during the remainder of the trial what the out- 
come of the investigation was and it was not until after the trial, 
which resulted in a verdict of guilty, that the F. B. I. determined 
further investigation was unwarranted. On remand of the case 
by the Supreme Court to the District Court with directions to hold 
a hearing to determine whether the foregoing events were preju- 
dicial to the taxpa. yer, the District Court construed the mandate 
to mean an inquiry into the purpose and effect of the F. B. I. in- 
vestigation. The District Court found that the purpose of the 
F. B. I. investigation was not to examine the juror's conduct but 
to determine whether the outsider had committed an offense. On 
that basis the District Court held that the incident was no preju- 
dicial to the taxpayer. The Supreme Court held that the District 
Court's construction of its mandate was unduly restrictive and had 
the effect of diluting the force of all the factors that may have 
irdiuenced and disturbed the juror in the free exercise of his 
judgment. After consideration of the evidence in the record the 
Supreme Court found that the juror had been subject to extraneous 
influences to which no juror should be subjected and that the tax- 
payer was entitled to a new trial. 
2. JURGMENT VEOATED. 

Jurgment of the United States Court of Appeals for the Ninth Cir- 
cuit (222 F. (2d) 720) vacated and case remanded. 

s See, e. g. , Pierre v. Louisiana, 806 U. S. 854. 
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SUPBKhfE CoUlvr oF TIIE UNITED STaTEs 

L'hoer F. Remmer, petitioner, v. United States of America 

On writ of certiorari to the Unite&1 States Court of Appeals for the Ninth Circuit 

[March 5, lif5&3] 

OPINION 

Mr. Justice Minton delivered the opinion of the Court, 
The case is here for the third time. Petitioner was convicted on four counts 

of willfully attempting to evade and defeat Federal income taxes. When this case 
was first here we knew nothing about the facts con& erning the phase of the case 
now before us. It was alleged in the petitioner's motion and affidavits supporting 
his motion for a new trial thai. during the trial one juror, Smith, had been 
approached by one Satterly, an outsider, with a suggestion that the juror could 
&nake some easy money if he would make a deal hvith petitioner Remmer. It 
was further alleged by the petitioner that the juror reported the matter to the 
trial judge, who in turn reported it to the district attorney, who, with the judge' s 
approval called in the Federal Bureau of Investigation — all of which was unknown 
to the petitioner until he read about it in the newspaper after the jury had 
returned its verdict finding him guilty. The Government did not deny these 
allegations. We sent the case back to the District Court with directions to 
hold a hearing, with the petitioner and counsel present, to determine from the 
facts whether or not communication with the juror by the outsider and the events 
that followed were prejudicial and, therefore, harmful to the petitioner, and, 
if so, to grant a new trial. 847 U, S. 227. On remand, the District Court held 
a hearing and found the incidents to be free of harm. 122 S. Supp. 678. There- 
after, this Court remanded the entire record to the Court of Appeals for the 
Ninth Circuit to consider the whole case in the light of our recent net worth 
decisions. 848 U. S. 904. The Court of Appeals reviewed the whole record and 
affirmed the petitioner's conviction in a per curiam opinion. 222 F. 2d 720. 

The case is here again on certiorari, limited to the question of the efTect of 
the extraneous communications with the juror upon the petitioner's right to a 
fair trial. 850 U. S. 820. The District Court read our opinion and mandate to 
mean that "the incident complained of" to be inquired into at the hearing was 
the purpose and effect of the F. B. I. investigation. The District Court found 
that the purpose of the F. B. I. investigation was not to examine Smith's con- 
duct, but rather to determine whether Satterly had committed an offense. The 
court further found that the F. B. I. agent's discussion with Smith had "no ef- 
fect whatever upon the judgment or the integrity or state of mind" of Smith, 
whom the court found to be a "forthright and honest man. " On the basis of 
these two findings, the court concluded: 

"Consequently, the court finds that 'the incident complained of' was en- 
tirely harmless so far as the petitioner was concerned and did not have the 
slightest bearing upon the integrity of the verdict nor the state of mind of 
the foreman of the jury, or any of the members of the jury. Thus any 
presumption of prejudice is conclusively dispelled. 

The District Court's limit of our mandate, it seems to us, is hardly war- 
ranted by the language of the opinion, even though the language might well 
have been more explicit. It was our intention that the entire picture should 
be explored and the incident complained of and to be examined included Sat- 
terly's communication with the juror and the impact thereof upon him then, 
immediately thereafter, and during the trial, taken together with the fact that 
the F. B. I. was investigating a circumstance involving the juror and the fact 
that the juror never knew all during the balance of the trial what the outcome 
of that investigation was. Thus we stated: "In a criminal case, any private 
communication, contact, or tampering, directly or indirectly with a juror during 
a trial about the matter pending before the jury is, for obvious reasons, deemed 
presumptively prejudicial if not made in pursuance of known rules of the 
court. . . with full knowledge of the parties. " 847 U. S. , at 288. We also 
pointed out that the record we had before us did not reflect what in fact trans- 
pired, "or whether the incidents that may have occurred were harmful or har&n- 
less. " Ibid. It was the paucity of information relating to the entire situation 
coupled with the presunhption which attaches to the kind of facts alleged by 
petitioner which, in our viehv, made manifest the need for a full hearing. Never- 
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theless, there is sufficient eviden& e in the record relating to i. he total situation, 
including both the Satterly and the F. B. I. contacts, which makes it unneces- 
sary to remand the case for further consideration. We will consider the 
evidence free from what we think are the unduly narrow limits of the question 
as viewed by the District Court. 

The evidence shows that three weeks after the trial started, juro& Smith, 
who is a real estate and insurance brol-er, &vas visited in his home by Satterly 
and his wife about an insurance policy. Satterly had been employed in a 
gambling house in Nevada as a dealer of craps. The petitioner was or had 
been engaged in the operation of gan&bling houses in Nevada. The Satterlys had 
met the Smiths socially at a hunting lodge. Smith and Satterly seated them- 
selves in one end of a large room and their wives were seated in the other end 
of the room, a convenient arrangement if an approach &vas to be n&ade. Smith 
testified that Satterly said to him: "I know Bones Remmer very welL He sold 
Cal-Neva for $850, 000 and really got about $300, 000 under the table which he 
daresn't touch. Why don't you make a deal &vith himj" Smith vigorously 
reminded Satterly that he was on the jury and that he could not talk about the 
case. Nothing more &vas said. Smith was disturbed. As he later testified, 
"I always felt, &vhether Satterly said it in so many words or not, I always felt 
that money was involved; other&vise why would any question be put to me. " So 
disturbed was Smith that he told the trial judge about it. The judge's reac- 
tion, at least as he manifested it to Smith, was that the Satterly conversation 
should be regarded as a joke. But the judge related the incident to the district 
attorney and they decided to refer the matter to the Federal Bureau of Investi- 
gation. Shortly thereafter, during a recess, an F. B. I. agent called on Smith 
at his place of business. Smith testified that the agent explained the purpose 
of this visit as follows: "He told me that he had been instructed to come and 
interview me relative to this conversation I had with Satterly. To check and 
see if there was anything to this or not. " On direct examination the agent 
testified: "I told him I had been requested to conduct an investigation relating 
to his talk with Mr. Satterly and the possibility of an improper approach. " In 
reply to questions put by the District Court, the agent testified that he had ex- 
plained to Smith that the purpose of his investigation was to examine Satterly's 
conduct. Satterly was never interviewed by the F. B. I. during its investigation. 
It was not until- a month after the trial had ended that the Government deter- 
mined that further investigation or criminal prosecution was unwarranted. 

Driving home after the trial with two other jurors, Smith mentioned that there 
was some question as to whether he had been approached during the trial and 
that he had reported the incident to the trial judge. He thanked one of the 
jurors on dropping her at her home, "because I have been under teriffic prcs- 
sure. . . sometime I will discuss it. " 

We think this evidence, covering the total picture, reveals such a state of 
facts that Mr. Smith or no one else could say that he was not affected in his 
freedom of action as a juror. From Smith's testimony it is quite evident that 
he was a disturbed and troubled man from the date of the Satterly contact until 
after the trial. Proper concern for protecting and preserving the integrity of 
our jury system dictates against our speculating that the F. B. I, agent's inter- 
view with Smith, whatever the Government may have understood its purpose 
to be, dispersed the cloud created by Satterly's communication. As he sat on the 
jury for the remainder of the long trial and as he cast his ballot, Smith was 
never aware of the Government's interpretation of the events to which he, 
however unwillinglly, had become a party. He had been subjected to extraneous 
infiuences to which no juror should be subjected, for it is the law's objective 
to guard jealously the sanctity of the jury's right to operate as freely as l&ossible 
from outside unauthorized intrusions purposefully made. 

The unduly restrictive interpretation of the question by the District Court 
had the effect of diluting the force of all the other facts and circumstances in 
the case that may have iniiuenced and disturbed Smith in the untrammeled 
exercise of his judgment as a juror. We hold that on a consideration of all the 
evidence uninfluenced by the District Court's narrow construction of the incident 
complained of, petitioner is entitled to a new trial. 

The Court of Appeals' judgment is vacated and the case is remanded to the 
Distr'ict Court with directions to grant a new trial, 

It is so ordered. 
Mr. Chief Justice Warren and Mr. Justice Harlan took no part in the considera- 

tion or decision of this case. 
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(Also Section 8616. ) Ct. D. 179"( 

CRIMINAL LIABILITY AND PROCEDURE — INTERNAL REVENUE CODE OF 1989— 
DECISION OF SUPREME COURT 

1, TAX EvAsIGN — FILING FALsE RETURN, CGNDUGT INGLUDED IN BQTH 
FELGNY AND MIsDEMEANGR STATUTEs — REqUESTED INsTRUGTIGNs 
To JURY 

In a criminal prosecution for willful attempt to evade and defeat 
income tax, where the facts necessary to prove a Section 145(b) 
violation (Code of 1939) were identical with those required to prove 
the misdemeanor defined in Section 3616(a), defendant is not en- 
titled to a jury instruction that he could be found guilty of the 
misdemeanor. Where the facts necessary to prove one crime are 
identical vvith those required to prove another, the function of the 
jury is to decide only the issues of fact and determine guilt or 
innocence, taking the law as given by the Court. The jury does not 
determine punishment. 

2. JUDGMIEVT AFFIRIIED. 
Judgment of the United States Court of Appeals for the Eighth 

Circuit. , 221 F. 2d 590, aflirmed. 

SUPREME CoURT oF THE UNITED STATES 

I osis Berra, petitioner, V. United States of America 

On writ of certiorari to the United States Court of Appeals for the Eighth Circuit 

[April 30, 1956] 

OPINION 

Mr. Justice Harlan delivered the opinion of the Court. 
Petitioner was charged, in a three-count indictment, with wilfully attempting 

to evade federal income taxes for 1951, 19O2, and 1953 by filing with the Collector 
"false and fraudulent" tax returns, "in violation of section 145(b), title 26, 
United States Code. " ' That section of the Internal Revenue Code of 1939, 53 
Stat, 63, provided: 

"Any person s * * who willfully attempts in any manner to evade or defeat 
any tax imposed by this chapter or the payment thereof, shall, in addition to 
other penalties provided by law, be guilty of a felony and, upon conviction 
thereof, be fined not more than $10, 000, or imprisoned for not more than five 
years, or both, together with the costs of prosecution. " 

Section 3616(a) of the 1939 Code, 53 Stat. 440, also made it a crime for any 
person to deliver to the Collector "any false or fraudulent list, return, account, 
or statement, with intent to defeat or evade the valuation, enumeration, or assess- 
ment intended to be made * * *. " The penalty for violation of section 3616(a), 
however, was a fine of not more than $1, 000, or imprisonment not exceeding one 
vear, or both, together with the costs of prosecution. 

At the close of the trial judge's charge to the jury, petitioner asked that the 
jury be instructed with respect to each count that a verdict of guilty of the 
"lesser crime' under section 3616(a) would be permissible. ' No motions ad- 
dressed to the validity of the indictment, judgment of conviction, or sentence 
under section 145(b) were made before, during, or after trial, and we read the 
requested instruction as aimed at leaving to the jury the question of whether the 

' This cs. se arises under the Internal Revenue Code of 1989. The sections involved have 
been changed in the Iso% Code; sce sections 7201, 7207. 

s "Defendant's Requested Instruction No. 12. 
"I'ndcr the law you may find the defendant guilty of a lesser crime than the crime charged 

iu each count of the income tax iudictment. 
"The statute upon which the lesser crime is based, omitting that part of the act which 

cioes uot apply in this ease, reads as follows: 
"IVhcncver any person s s * delivers or discloses to a collector s s * any false or 

fraudulent * s s return s * * with intent to defeat or evade the s s * assessment in- 
tended to be made, shall be guilty 'of a misdemeanor. 

"Under Count I if you find and believe from the evidence that the defendant delivered, 
caused to be delivered or disclosed to the Collector of Internal Revenue for the First Colicc- 
tiou District of Missouri, a false income tax return with intent to defeat or evade the 
assessmeut intended to be made you will find him guilty of this lesser crime. " (This para- 
graph was repeated for Counts fl and III. ) 
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defendant should be convicted under section 145(b) or section 8616(a), if the 
jury found him guilty. The instruction was refused, and, aft. er conviction, peti- 
tioner was sentenced to four years' imprisonment on each count, the sentences 
to run concurrently. Thus petitioner has been sentenced to imprisonment greater 
than the maximum possible had the conviction been under section 8016(a) alone. 
The Court of Appeals affirmed, 221 F. 2d 500, and we granted certiorari, 850 U. S. 
310, limited to the question of whether it was error for the trial judge to refuse 
to give the requested instruction. 

The Court of Appeals, in affirming the conviction, held that section 8016(a) 
did not apply to income tax returns, and that any instruction relating to that 
section would therefore have been irrelevant under the evidence in this case. * 
Both parties agree, however, that section 3616(a) toas applicable to income tax 
returns, and we shall assume, arguendo, the correctness of that interpretation of 
the statute. 

Rule 81(c) of the Federal Rules of Criminal Procedure provides that a de- 
fendant may be found guilty of an ojTense "necessarily included in the offense 
charged. " ' In a case where some of the elements of the crime charged themselves 
constitute a lesser crime, the defendant, if the evidence justified it, would no 
doubt be entitled to an instruction which would permit a finding of guilt of the 
lesser offense. See Stevenson v. United States, 162 U. S. 318. But this is not 
such a case. For here the method of evasion charged was the filing of a false 
return, and it is apparent that the facts necessary to prove that petitioner "will- 
fully" attempted to evade taxes by filiug a false return (section 145(b) ) were 
identical with those required to prove that he delivered a false return with 
"intent" to evade taxes (section 3610(a) ). In this instance sections 145(b) 
and 3016(a) covered precisely the same ground. ' 

Petitioner contends that he rvas nevertheless entitled to the requested in- 
struction. He argues that since there was no difference in the proof required to 
establish violations of sections 145(b) and 8016(a), the indictment must be 
taken as charging violations of both sections, and in the jury under Rule 81(c) 
should have been permitted to make the choice between the two crimes. We do 
not agree. 

The role of' the jury in a federal criminal case is to decide only the issues of 
fact, taking the law as given by the Court. Sparf v. United States, 156 U. S. 
51, 102. Certainly Rule 81(c) was never intended to change this traditional 
function of the jury. ' Here, whether sectio~ 145(b) or section 8616(a) be 
deemed to govern, the factual issues to be submitted to the jury were the same; 
the instruction requested by petitioner would not have added any other such 
issue for the jury's determination. ' When the jury resolved those issues against 
petitioner, its function was exhausted, since there is here no statutory provision 
giving to the jury the right to determine the punishment to be imposed after the 
determination of guilt. ' Whatever other questions might have been raised 
as to the validity of petitioner's conviction and sentence, because of the assumed 
overlapping of sections 145(b) and 8616 (a), were questions of law for the court. 
No such questions are presented here. 

The' only question before us is whether the jury should have been allowed to 
decide whether it would apply section 8616(a) rather than section 145(b), and 
that we hold was not for the jury. It was, therefore, not error to refuse the 
requested instruction. 

Aiiirmed. 
Mr. Justice Black, joined by Mr. Justfce Douglas, dissenting in a separate 

opinion. 

'In so holding the Court of Appeals followed its earlier decision in Dillon v. United 
States, 218 F. 2d 97. ' "Rule 81. VERDICT e * * (c) Conviction of Less Offense. — The defendant may be 
found guilty of an offense necessarily included in the offense charged or of an attempt to 
commit either the otfense charged or an ofi'ense necessarily included therein if the attempt 
is an oifense. " 

s Compare section 7207 of the Internal Revenue Code of 1954, under which the wilful 
81ing of a false return no longer requires the element of an "intent to defeat or evade" 
taxes, as was so under the former section 3616(a). 

s The notes of the Advisory Committee state that Rule 31(c) "is a restatement of existing 
The preceding "lesser oifenseq statutes were Act of June 1, 1872, 17 Stat. 196; 

R. S. section 1035; 18 U. S. C. section 565. Cf. Stevenson v. United States supra, at 
Pages 315, 322, 328; Sparf v. United States, supra, at page 103; Ekberg v. United States, 
167 F. 2d 880, 385. 

r Indeed, had there been any separate factual issues under section 8616(a), it is plain 
thar the. requested instruction would have been inadequate to raise them for the jury. 

Cf. Andres v. United States, 338 U. S. 740. 
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SUPPLEMENT E. — ESTATES AND TRUSTS 

SECTION 162. — NET INCOME 

Rev. Rul. 56-80 REGULATIONS 118, SEUTioN 80. 169 — 1: Income of 
estates and trusts. 

(Also Sections 181(a), 148; Sections 
80. 181 (a) — 1, 89. 148 — 0. ) 

Treatment for Federal income tax purposes of income received by 
a citizen and resident of the United States who is the beneficiary of 
a trust created in a foreign country the assets of which are com- 
posed of Australian investments and American securities. 

Advice has been requested relative to the treatment of income re- 
ceived by a citizen and resident of the United States under the circum- 
stances set forth below. 

The trustees of an Australian trust are given the power in their sole 
and. unfettered discretion to pay the income therefrom to the bene- 
ficiary, a citizen and resident of the United States. The assets of the 
trust are composed of Australian investments and American securities; 
The beneficiary was taxed in Australia on the whole of the income 
earned on Australian investments although the full amount of income 
was not paid to him. Since he was a resident of the United States, 
Australia did not assess a tax on the dividends received on the Ameri- 
can stock owned by the trust. The tax on these dividends was de- 
ducted at the source and the net amount only was paid to the credit of 
the trustees and in turn to the beneficiary. 

AVhere the discretionary powers given to the trustee include, ex- 
pressly or by implication, the right to decide whether to pay or with- 
hold and accumulate the amount which he determines is income, the 
trust is a discretionary trust. 

The rules for determining the net income of the beneficiaries of a 
distributable trust are given in section 162 (b) of the Internal Revenue 
Code of. 1980. The trust is permitted to deduct the amount which is 
to be currently distributed under the same provision. In contrast, 
the discretionary trust is permitted to deduct only that portion. of the 
trust income which is properly paid or credited to the beneficiaries 
within their taxable year. The rules for determining the net income 
of the beneficiaries of a discretionary trust are given in section 169(c) 
of the Internal Revenue Code of 1089. 

The Commonwealth of Australia Income Tax Assessment Act, 
1086 — 1080, provides in part in Division 6 as follows: 

101. For the purposes of this Division, where a trustee has a discretion to 
pay or apply income of a trust estate to or for the benefit of specified bene- 
ficiaries, a beneficiary in whose favour the trustee exercises his discretion shall 
be deemed to be presently entitled to the amount paid to him or applied for his 
benefit by the trustee in the exercise of this discretion. 

In view of the foregoing, the beneficiary should report on his Fed- 
eral income tax return only the amount which equals the sum of the 
payments actually or constructively made by the trustees of the Aus- 
tralian trust to or for his benefit. He will not be liable for Federal 
income tax on income withheld by the trustees and added to the 
corpus of the trust. 
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$0, 000 
3, 000 
1, 000 

Total 810, 000 

From this income, the trust distributes $8, 000 to the beneficiary. 
Then 6, 000/10, 000X$8, 000, or $4, 800, is considered interest income 
from foreign country A; 3, 000/10, 000 X $8, 000, or $2, 400, is considered 
dividend income from foreign country B; and 1, 000/10, 000 X $8, 000, or 
$800, 'is considered dividend income from the United States. 

Assuming that foreign country A imposes a tax of $1, 000 on the 
$6;000 income of the trust from within that foreign country, the tax 
attributable to income from foreign country A to be considered in com- 

393474' — 36 — 42 

When income is received by a trust from several sources and only 
a part of such income is properly distributable to a beneficiary, the 
income of the beneficiary is considered to have been received propor- 
tionately from the several sources. See J. Cornelius Edathborne v. 
Comrn7'ssioner, 37 B. T. A. . 607, affirmed 103 Fed. (2d) 301. 

If the standard deduction is not claimed on the return, and if the 
income taxes paid to Australia are not deducted from adjusted gross 
income, the beneficiary is ent, itled to credit against his U'nited States 
income tax, under the conditions and with tlie limitations prescribed 
in section 131 of. the Internal Revenue Code of 1030, the income taxes 
paid or accrued to Australia, during the taxable year which are at- 
tributable to the trust income reported by him from sources within 
Australia. See Afnerican Chicle Co. v. United States, 316 U. S. 450, 
Ct. D. 1561, C. B. 1M2 — 1, 161. 

Section 39. 143 — 0 (b) o~f Regulations 118 provides that the tax with- 
held at the source upon fixed or determinable annual or periodical in- 
come paid to nonresident alien fiduciaries is deemed to have been paid 
[&y the persons ultimately liable for the tax upon such income. Ac- 
cordingly, if an individual is subject to the taxes imposed by sections 
11 and 12 of the Internal Revenue Code of 1030 upon any portion of 
the income of a foreign trust, the part of the tax withheld at the 
source from income of the trust which is allocable to the income so 
taxed to such individual shall be credited against the amount of' the 
income tax computed upon his return. Any excess shall be credited 
against the income tax then due from the taxpayer and any balance 
shall be refunded. 

In view of the foregoing, the gross amount of dividends received 
on American securities properly distributable by the trust to the bene- 
ficiary should be included in his gross income without the deduction 
of any amount for tax withheld at the source from such dividends 
when the dividends were paid to the trust. He may then credit the 
tax withheld-at the source (under the provisions of section 143(d) of 
the 1939 Code) which is attributable to such dividends reported in his 
United Sta, tes income tax return. 

The following example illustrates the treatment to be accorded in- 
come received by a beneficiary under similar conditions: 

A trust created in foreign country A receives the following income 
during the course of a year: 

Interest from foreign country 2 
Dividends from foreign country 8 
Dividends from the United States 
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puting the credit against the beneficiary's United States income tax 
will amount to $800 computed as follows: 

4, 800/6, 000 X $1, 000 = $800 
But note the conditions and limitations on the foreign tax credit in 
section 181 of the 1M9 Code. 

Assuming further that the amount of tax withheld from dividends 
received by the trust from sources within the United States amounts 
to $800, the portion of tax withheld attributable to the beneflciary's 
income from sources within the United States will amount to $240, 
computed as follows: 

800/1, 000 X $800=@40. 

Rev. Rul. 56 — 78 

Ordinary income or capital gain realized by a liquidating trust 
created under the authority of Chapter 745 of the Laws of 1933, 
New York (known as the Schackno Act), currently distributed to a 
beneficiary, is includible in the gross income of the recipient for his 
taxable year in which or with which the taxable year. of the trust 
ends. Capital gain realized by the trustee on sale of the trust 
property, which is distributed to the beneficiary would also be capital 
gain in, the hands of the certificate holders. Gain or loss is 'also 
realized, by the certificate holders with respect to distribution of 
trust principal other than proceeds of capital gain measured with 
respect to the certificate holder's basis in his trust certificates, and 
constitutes ordinary income or loss. 

Advice has been requested relative to the treatment to be accorded a 
distribution by a trust resulting from the sale of a parcel of real 
property under the circumstances described below. 

The business and assets of an insolvent New York title and mortgage 
company were taken over by the Superintendent of Insurance of New 
York as statutory receiver. A. plan for the reorganization of the 
rights of the holders of mortgage certificates and a trust indenture 
were promulgated by the Superintendent of Insurance as provided by 
the Laws of New York, Chapter 745, Laws of 1938, as amended by 
section 6, Chapter 19 of the Laws of 1985 (also known as the Schackno 
Act). The assets of the company were transferred to the trust and 
transferable certificates of beneficial interest issued to the holders of 
the mortgage certificates. The trust provides for the liquidation of 
the trust estate in an orderly and businesslike manner and that all 
liquidation proceeds and incoine collected by the trustee, after deduc- 
tion of expenses and sums required for the establishment of certain 
reserves, be paid over to the certificate holders, the beneficiaries of the 
trust. The trust is taxable as a strict trust and not as a receiver of 
the assets of an insolvent corporation under New E'orb Title if' 
iVortgage Oo: Oef'tzpcate TrtIstees v. Comm&'sioner, o T. C. 990& 
acquiescence, C. B. 1944, 98. During the course of liquidation, the 
trustee sold a parcel of real property forming one of the assets of the 
trust and made distributions of both income and principal to the 
certificate holders in substantially the full amount received on the sale 
of the property. 

Since the trust agreement provides for the current distribution of all 
trust income collected and moneys derived from liquidation of the trust 
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estate, the amount of income or capitol gain realized by the trust and 
curreiitly distributed to the beneficiary constitutes distributable income 
which is deductible by the trust under the provisions of section 162 (b) 
of the Infernal Revenue Code of 1030. That amount is includible in 
the gross income of the recipient for his taxable year in which or with 
which the taxable year of the trust ends. Capital gains, realized by 
the trustee on sale of the trust property, whi~ li are distributed to the 
beneficiary under the provisions of section 162(b) of the 1930 Code 
would also be capital gains in the hands of the certificate holclers. 

Distributions of principal of the trust, other than capital gains, 
are includible in the income of the beneficiary to the extent that the 
proceeds exceed the basis of the beneficial interest in the hands of the 
benefiiciary. Benjamin L. A/len v. Comneissioner, 40 Fed. 716, Ct. 
D. 417, C. B, X — 2, 315 (1081), certiorari denied, 284 U. S. 655. 

The distribution of trust principal by a trust to a beneficiary cannot, 
however, be considered a sale or exchange under section 117(a, ) of the 
Internal Revenue Code of 1030, and is, therefore, not a transaction 
from which capital gain or loss can arise. See Adolph Elein v. Com- 
missioner, 15 T. C. 26, acquiescence, C. B. 1050 — 2, 3; Joseph W. Jr'easer 
v. Commissioner, 4 T. C. 1152, afiirmed 157 Fed. (2d) 282, certiorari 
denied 320 U. S. 807. Accordingly, any gain or loss, realized by the 
certificate holders with respect to a distribution of trust principal, 
measured with respect to the certificate holder's basis in his trust 
certificates, would. constitute ordinary income or loss. 

SECTION 165. — EMPLOYEES' TRUSTS 
REGULATIGNs 118, SEcTIoN 30. 165 — 1: Employees' 

trusts. 

Qualifyino' years of service foi the purpose of a pension trust 
established by an association of cloctors. See Rev. Rul. 56 — 23, 
page 508. 

REGULATIONs 118, SEcTIGN 80. 165 — 6: Ttixa- 
bility of a beneficiary under a trust which 
meets the requirements of section 165 (a) . 
Determination of amounts distributed, under a trusteed employees' 

pension plan for services rendered as a bona fide resident of a foreign 
country, which are includible in gross income of the recipient. See 
Rev. Rul. 56 — 123, pa. ge 60. 

SUPPLEMENT F. — PARTNERSHIPS 

SECTION 182. — TAX OF PARTNERS 

REGvLATioNS 118, SEcTIGN 80. 182 — 1: Distrib- Rev. Rul. 56 — 1M 
utive shares of partners. 

(Also Section 188, Section 80. 183 — 1. ) 
Where a domestic partnership is engaged in business in the 

United States aml a foreign country and the arrangement with 
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respect to the drawing accounts of the partners results in a different 
distributive share of the partnership income with respect to the 
domestic and foreign branch, there are in each of such eases two 
common funds shared by the identical partners in different ratios 
and, therefore, two partnerships rather than one for Federal income 
tax purposes. 

O. I). 140, C. B. 1, 174 (1919), affirmed; G. C. N. 13771, C. B. 
XIII — 2, 229 (1934), and G. C. M. 17255, C. B. XV — 2, 243 (193()), 
modified. 

Advice has been requested whether O. D. 140, C. B. 1, 174 (1919), 
has been overruled or modified by 6. C. M. 13771, C. B. XIII — 2, 229 
(1934), and 6. C. M. 17255, C. B. X. V — 2, 243 (1936) . 

O. D. 140, supra, holds that "income from a particular source can 
not be allocated to one partner of a partnership for income tax pur- 
poses, but must be divided pro rata among the several partners. " 

G. C. M. 13771, supra, holds in part that a nonresident alien partner's 
distributive share of' the partnership income arising from business 
attributable to the United States once is subject to Federal income 
tax, while income arising from business attributable to the foreign 
branch oflice is income from sources without the United States and is 
not subject to Federal income tax. 

6. C. M. 17255, supra, which modifie G. C. M. 13771, supra, holds 
that the so-called "salary" of a nonresident alien member of a do- 
mestic partnership operating in the United States and a foreign 
country, who devotes his time solely to the foreign branch, is part of 
his distributive share of partnership profits and constitutes income 
from sources without the United States to the extent the income of 
the foreign branch is available to make such distribution. 

O. D. 140, supra, merely states the fundamental proposition that the 
distributive share of. a partner in partnership income represents his 
pro rata share of each and every type of partnership income, s. e. , 'in 

dividing partnership income the partners will be considered as dividing 
all items of common income in the same proportion; For example, if 
one partner has a drawing account of $6, 000 and. the other partner 
a drawing account of $12, 000 and they are to divide all remaining 
income on a 50 — 50 basis, $18, 000 is divided between the partners 2 to 1, 
and any remaining income is divided between them 50 — 50 without 
regard to the source of. any item included in the partnership income. 
In this and similar situations, it would be immaterial what services 
were actually performed by each partner and to what extent the source 
of the income was from services and to what extent it. was from the 
employment of capital. 

The stated view reflects the basic proposition that partnership in- 
come, as well as partnership property, is a single fund to be divided 
between the partners in the agreed ratio. Di8erent items of income 
of a single partnership cannot be divided diRerently between the 
partners depending upon the source any more than can various items 
of property held by the partnership be conceived as being held in 
diR'erent ratios or being owned in diferent ratios by different partners. 
For examples if, in accordance with the partnership agreement, the 
partnership purchased certain assets at the direction of A from funds 
contributed by him to the partnership, and such assets were to be held 
for his account, it seems clear that the purchase money used to acquire 
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such assets was, in efFect, clistt'ibuted to 2 and the assets so purchasecl 
were assets ownecl by 2 and not the partnership, notwithstancling 
the partnersliip agreement providecl that such purchase money should 
be continuecl to be regarded as partnership capital. 

In view ot the above, if a partnership agreement purports to make 
the partnership hold and operate difierent assets for the benefit ol 
the partners in difFerent ratios, there is»ot just one partnership but 
two partnerships, each with a common fu»d in which the partners 
share in the agreed ratio. By treating what purports to be the foreign 
branch of a domestic partnership as a separate pac(»ership, the con- 
clusions reched in both O. C. M. 13771, supra, and (x. C. M. 17255, 8up~a, 
can be reconciled with O. D. 140, supra. In each of those i ases, a sepa- 
rate partnership could have been expressly formed to conduct, the 
foreign branch business with the results indicated consistent with 
those reached in the two cited opinions. In that case it woulcl have 
been plain that there were two common funds consistent with the basic 
proposition of O. D. 140, zwpta. 

Since the arrangement with respect to the clrawing accounts in 
each of the cited G. C. M. 's, supra, in effect results in a difFerent dis- 
tributive share of the partners as respects the domestic and foreig» 
branch, it becomes plain under the above discussion that there is not 
just one common fund shared identically by partners in agreed ratios 
but two common funds shared by identical partners m dilFerent 
ratios, thereby requiring the conclusion that there is in each of those 
cases in reality two partnerships rather than one for Federal income 
tax purposes. 

6. C. M. 13771 C, B. XIII — 2, 229 (1934), ancl 6. C. M. 17255 C. B, 
XV — 2, 243 (1936), are modified accordingly. 

The rulings referred to herein are applicable only to the years 
governed by the Internal Revenue Code of 1939. 

SECTION 183. — COMPUTATION OF INCOME 

REGULATIGNs: 118, SEOTIGN 39. 183 — 1: Computation 
of partnership income. 

Computation of income received by a domestic partiiership engaged 
in business in the United States and in a foreign country where ce~rtain 
adjustments afFect the distribution ratios of the partners. See Rev. 
Rul. 56 — 134, page 649. 

SUPPLEMENT G. — INSURANCE COMPANIES 

SECTION 201. — LIFE INSURANCE COMPANIES 

REGULATioNS 118, SEGTIoN 39. 201 — 3: Life 
insurance companies; definition. 

Disposition of its insurance business by a life insurance company 
under a reinsurance agreement with another insurance company. See 
Rev. Rul. 56 — 106, page 313. 
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SUPPLEMENT L. — ASSESSMENT AND COLLECTION OF DEFICIENCIES 

SECTION 274. — BANKRUPTCY AND RECEIVKRSHIPS 

REGIILATIONs 118, SEGTION 39. 274 — 1: Bankruptcy Rev. Rul. 56 — 162 
and receivership proceedings. 

Interest accrues on taxes due the United States during the period 
a taxpayer's affairs are being administered by a bankruptcy court 
and may be offset against a refund due the taxpayer. 

Advice has been requested whether interest accrues on a Federal tax 
claim after the filing of a petition in bankruptcy and whether such 
interest may be offset against an overassessment resulting from the 
allowance of a claim for refund. 

The taxpayer corporation was determined to be entitled to relief 
from excess profits tax under section 722 of the Internal Revenue Code 
of 1969. The resultant aggregate overassessment of excess profits tax 
was 90m dollars on which interest in the amount of 20m dollars was 
allowed. The concurrent resultant deficiency in income tax amounted 
to 40m dollars on which interest in the amount of 10m dollars was 
assessed. During a portion of the period for which interest on the 
overassessment of excess profits tax was allowed and interest on the 
deficiency in income tax was assessed, the affairs of the corporation 
were administered by a Federal court in connection with a petition 
for an arrangement under Chapter XI of the Bankruptcy. Act, 11 
U. S. C. 701 — 799. 

The taxpayer corporation takes the position that it is entitled to. a 
refund of 1a dollars representing the amount of the interest assessed 
on the deficiency in income tax applicable to the period of' bankruptcy 
administration. In support of, its position the taxpayer cites the cases 
of City of cVeui York v. Lee&is H. 8aper, Trustee et al. , 336 U. S. 328, 
Ct. D. 1715, C. B. 1949 — 1, 120, and United States v. Geriera/ Engineer- 
ing ck manufacturing Co. , 188 Fed. (2d) 80, affirmed per curiam 342 
U. S. 912. 

In the General Engineering case it was held that, 
All of the sections of the Bankruptcy Act upon which the Supreme Court relied 

in the Saper case in demonstrating that tax claims in bankruptcy proceedings 
are debts and that interest upon them is allowable only to the date of bankruptcV 
are equally applicable to proceedings for an arrangement under Chapter XI. 

In the Saper case, the Court held that interest accruing on Federal 
tax claims after the date of bankruptcy could not be allowed in, a 
bankruptcy proceeding. Some of the language of that decision may 
be taken to indicate that interest does not run on such claims during 
the period from the date of filing a petition in bankruptcy to the 
date of payment of the claims. The Revenue Service, however, does 
not believe that the holding of the Court is to that effect. From a 
careful analysis of the reasoning employed by the Court, it is be- 
lieved that the decision recognizes that the liability for interest con- 
tinues to the date of payment of the claims, but, as a matter involving 
equity of distribution of assets among creditors, forbids the collection 
of post-bankruptcy interest where the estate being administered is 
insufficient to meet all claims. 
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In the instant case, however, we are not concerned with an at- 
tempt to collect tax out of an estate being administered by a Federal 
court under the Bankruptcy Act. AVe are concerned with an adjust- 
ment of the taxpayer's liability for income and excess profits taxes, 
the net efi'ect of which has been to set up overassessments of excess 
profits tax. In such a situation the similar provisions for com- 
putation of interest on deficiencies in income tax and overassessments 
of excess profits tax, as contained in section BM(b) and section 
3771(g), respectively, of the Code, indicate very clearly that the 
computa~tion of interest on overassessments and complementary de- 
ficiencies is a necessary step in arriving at the correct net refund or 
credit due a taxpayer resulting from allowance of a claim under 
section 722 of the Code. 

It u ill be noted that in the Saper ca, se the Court cited with apparent 
approval the cases of American Iron and Steel . llanMfocturing Co. 
v. Seaboard Air Line Aoilwa j&', NS U. S. 961, and Sexton v. Dreyfuss, 
919 U. S. 360, as recognizing exceptions to the rule against allowance 
of postbankruptcy interest. In the Americin Iron and Steel Man- 
ufacturing Co. case the following language of the opinion is very 
significant: 

And it is true, as held in Trcdeyar Co. v. Seaboard Jfy. , 183 Fed. Bep. 
289, 290, that as a general rule, after property of an insolvent is in oa8todkt 
legis interest thereafter accruing is not allowed on debts payable out of the 
fund realized by a sale of the property. Hut that is not because the claims 
had lost their interest-bearing quality during that period, but is a necessary and 
enforced rule of distribution, due to the fact that in case of receiverships the 
assets are generally insuificient to pay debts in full. If all claims were of equal 
dignity and all bore the same rate of interest, from the date of receivorship to 
the date of final distribution, it would be immaterial whether the dividend was 
calculated on the basis of the principal alone or of principal and interest com- 
bined. But some of the debts might carry a high rate and some a low rate, 
and hence inequalitv would result in the payment of interest which accrued 
during the delay incident to collecting and distributing the funds. As this 
delay was the act of the law, no one should thereby gain an advantage or suffer 
a loss. 

In Vanston Poxclholder8 Protectiee Coinmittee v. Green, et ol. , M9 
V. S. 156, it is stated that it is manifest that the touchstone of each 
decision on allowance of interest in bankruptcy, receivership, and 
reorganization has been a balance of equities betv. een creditor and 
creditor or between creditors and the debtor. Thus, it seems clear 
that the Government has the right to set ofi' interest, which becomes 
a part of and is collectible as a tax liability, due it on a tax claim, 
against any refund v hich a taxpayer may become entitled to receive 
as a result of allowance of a claim under section 722 of the Code. 
In this connection it should be noted that section 6770(a) (4) of the 
Code provides that in lieu of refunding an overpayment of tax, the 
Commissioner may credit such overpayment against any tax due 
from the taxpayer. 

Further support for the position that the Government may set o8 
debts due it against a refund due a taxpayer is found in the case of 
C'crman v. United Stotes, 21 Fed. Supp. ~289, wherein it was held that 
section 57(j) of the Bankruptcy Act does not provide that a claim for 
a penalty ls extinguished, but merely provides that a proof of claim 
may not be allowed in the case of a penalty or forfeiture with certain 
exceptions. It was further held that while the government might be 
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barred from filing a proof. of claim on account of the penalty assessed, 
section 57 (j) of the Act does not in any wise a8ect a penalty properly 
levied and retained by the United States out of funds held in its pos- 
session. The significance to the instant case is that it was a clear cut 
holding that the Government could set o8 an item which it could not 
collect in a bankruptcy proceeding against funds in its . possession. 

In view of the foregoing, it is held that interest which accrued on 
the deficiency in tax for the period during which the a8airs of the 
corporation were being administered by the bankruptcy court was 
properly o8set against the refund due the taxpayer. 

SUPPLEMENT M. — INTEREST AND ADDITIONS To THE TAX 

SECTION 293. — ADDITIONS TO THE TAX IN CASE OF 
DEFICIENCY 

Rev. Rul. 56-54 

Where delinquent returns are filed showing the correct tax lia- 
bility and it is found that it was the intent of the taxpayer to evade 
tax by fraudulent acts, the 50 percent fraud penatly under section 
298(b) of the Internal Revenue Code of 1989 shall be assessed and 
collected from the taxpayer. 

A. dvice has been requested whether the fraud. penalty under section 
293 (b) of the Internal Revenue Code of 1939 shou]d be assessed against 
a taxpayer who has filed a delinquent return shoiving the correct tax 
liability and it is found that he intended to evade tax by fraudulent 
acts. 

Section 293(b) of the Iilternal Revenue Code of 1939 provides: 
If any part of any deficiency is due to fraud with intent to evade tax, then 50 

per centum of the total amount of the deficiency (in addition to such deficiency) 
shall be so assessed, collected, and paid, in lieu of the 50 per centum addition to 
the tax provided in section 8612 (d) (2) . 

Section 39. 271 — 1(a) of Regulations 118 provides that the term 
"deficiency" means the excess of the tax imposed by chapter one over 
the sum of the amount shown as the tax by the taxpayer upon his return 
and the amounts previously assessed (or collected without assessment) 
as a deficiency; but such sum shall first be reduced by the amount of 
rebates made. If no return is made, or if the return (except a returii 
on Form 1040A. pursuant to section 51(f) of the Code) does not show 
any tax, for the purposes of the definition "the amount shown as the 
tax by the taxpayer upon his return" sh;ill be considered as zero. 

The Tax Court of the United States interpreted section' 271(a) of 
the Code, prior to its amendment by the Individual Income Tax Act of 
1944, in the case of cVait]and ri. ]Vilson, v. Commusgt'oner, 7 T. C. 395. 
In tliat case, the taxpayer had filed a return for 1936 and paid the tax 
disc]osed therein. Subsequently, tvo deficiencies were determined. 
The first deficiency was assessed aiid paid in 1939. In 1942, a deficiency 
notice for 1936 was mailed to the taxpayer determining a further 
deficiency and the fraud penalty. The penalty was based on the di8er- 
ence between the full tax liability for 1936 and the amount disclosed in 
the original return fi]ed for that year. For 1940, the taxpayer had 
filed a return and thereafter filed an amended return. In 1942, a defi- 
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ciency notice divas»»iiled determining a deficiency and the fraud pen- 
alty was computed in a manner simil~ar to that followed in connection 
with the ye;ir 1086. The taxp;iyer contended that the term "defici- 
ency, " as used in section 2i)8 (b) of the Cocle referreil to the t;ix ren»ain- 
jiig iinpaid as set forth in tlie notice of deficiency. The court stated: 

There is not the slightest indication in the histoi y of section 271(a) of the 1932 
and the 1984 Acts, in which the tei'm "deficiency" is defined, that it was intended 
to change the existing scheme for imposiiig a fraud penalty anil reduce the penalty 
imposed undei' pi'ioi' laws by, &() pei'cent, of the amouiif, of the understateineiit in 
tax which had been paid prior to the discovery of the fraud or the assertion of a 
penalty. The construction for which petitioner aigues ivould assume an intent 
on the part of Congress to relieve froin any penalty a taxpayer, guilty of fraud, 
who, finding the collector ha. d discovered his fraud, iluickly filed an amended 
return and paid the tiix before the clefiii. iency notice could be mailed. 

The above interpretation of "deficiency" was repeated in the cas'e of 
Aaron Hirschman et al. v. Commissioner, 12 T. C. 1228, in connection 
with section 271 (a) of the 1080 Code. 

Accordingly, it is helcl that the 50 percent fraud penalty should be 
assessed against a taxpayer if it is founcl that he intended to evade tax 
by fraudulent acts, even though he has filed delinquent returns showing 
the correct tax liability and paid the tax and interest. 

SUPPLEMENT O. — OVERPAYMENTS 

SECTION 822, — REFUNDS AND CREDITS 

REGULATIoNs 118' SEcrIoN 80. 822 — 7: Limita- Rev. Rul, 56 — 177 
tions upon crediting and refunding of 
taxes paid; general rule. 

O. C. M. 11650, C. B. XII — 1, 825 (1088), which holds that the In- 
ternal Revenue Service is without authority to exclude from computa- 
tion Sunday, the last day of the limitation period within which a 
claim for refund might have been filed, will continue to be followed 
with respect to claims for refund filed prior to August 17, 1054, not- 
withstanding the contrary decision in the case of United States v. 
Charles B. Peters et al. , 220 Feel. (2d) 544. Claims for refund filed 
after August 16, 105, come within the purview of section 7508 of the 
Internal Revenue Code of 1054 which provides, as far as is here perti- 
nent, that where the last day for filing a claim for refund falls on a 
Saturday, Sunday or legal holiday, the filing thereof on the next suc- 

ceeding day which is not a Saturda~y, Sunday or legal holiday shall be 
considered as timely. See Supplemental Opinion of The Tax Court 
of the United States in Clenshaio C~'lass Company, Inc. , v. Commis- 
sioner, 25T. C. No. 185. 

Rev, Rul. 56 — 106 (Also Section 181(a); 80. 181(a) — 1. ) 
The election of a taxpayer to claim credit, under section 131(a) 

of the Internal Revenue Code of 1939, for the amount of certain taxes 
paid to a foreign country or to any United States possessions must 
be made or changed prior to the expiration of the period prescribed 
under Code section 322(b) (1) or (3), as the case inay be, and not 
the special limitation period established by Code section 322(b) (6). 
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Advice has been requested whether the special limitation period 
under section M2(b) (6) of the Internal Revenue Code of 1989 may 
be used to determine the period within which an election may be made 
to claim credit for taxes paid to a foreign country under Code section 
181(a), or to change such an election previously made. 

Claims for refund were filed by the taxpayer for the years 1947, 
1948 and 1949. The 1949 claim was allowed resulting in a net operat- 
ing loss for that year, with a carryback to 1947. A credit for foreign 
taxes was claimed on the 1947 return but, in a claim for refund filed in 
1958, the taxpayer indicated his desire to change the credit to a 
deduction, thus increasing its carryback to 1948. 

The Internal Revenue Code of 1989 permits a taxpayer, who has 
paid income tax to a foreign country to deduct the tax so paid or 
accrued in accordance with section 28 (c) thereof, or to claim a foreign 
tax credit under section 181(a) . 

Section 181(a) of the Internal Revenue Code of 1989, as amended 
by section 158(a) of the Revenue Act of 1942, provides that if a tax- 
payer chooses the benefits of that section, the tax imposed by Chapter 1 
(with certain taxes excepted) shall be credited with the amount of any 
income, war profits, and excess profits taxes paid or accrued during 
the taxable year to any foreign country or to any possession of the 
United States, and further that "Such choice may be made or changed 
at any time prior to the expiration of the period prescribed for making 
a claim for credit or refund of the tax imposed bv this chapter. " 

Section 89. 181(a) — 1(d) of Regulations 118 reads in part as follows: 
The choice available to the taxpayer with respect to claiming such credit may 

be exercised (or changed if previously exercised) by the taxpayer at any time 
before the expiration of the period prescribed by statute for the making of a claim 
for credit or refund for the taxable year. 

Section M2 (b) (1) of the 1989 Code provides that a claim for credit 
or refund may be filed within three years from the time tlie return was 
filed by the taxpayer or within two years from the time the tax wa, s 
paid, whichever period expires later. A general extension of such 
period is provided for in section. M2 (b) (8), in cases involving waivers 
of the statute of limitations on assessment under section 276(b). 
Section M2(b) (8) was also added by the Revenue Act of 1942. See 
section 169 (a) of. such Act. 

Section M2(b) (6) provides a special period of limitations with 
respect to filing a claim for credit or refund which may be used in 
lieu of the three-year period of limitations prescribed in section 
M2(b) (1), if such claim relates to an overpayment attributable to a 
net operating loss carrybacl-. Such special period ends with the 
expiration of the fifteenth day of the thirty-ninth month following 
the end of the taxable year of the net operating loss or the unused 
excess profits credit which results in such carryback. 

It appears that at the time of the amendment of section 181(a) of 
the 1989 Code by section 158(a) of the Revenue Act of 1942, permit- 
ting a taxpayer to choose between using the foreign tax as a credit or 
as a deduction, and prescribing the proper period for the exercise of 
such choice, Congress could have had reference only to the periods of 
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limitations, then generally applicable or macle applicable by that Act, 
which, as indicated above, were those provided by Code section 
MB(b) (1) and (8). Section M2(b) (6), the special period of limita- 
tions, was not added to the Code until 1045, and then by section 5(b) 
of the Tax Adjustment Act of. 1045. 

Moreover, a ref und claim filed by a taxpayer under section 
892(b) (6) is allowable only to the extent such claim "relates to an 
overpayment attributable to a net operating loss carry-back. " An 
ovei payment. attributable to the exercise of an election, such as that 
provided in section 181(a), is not attributable to a net operating loss 
carry-back within the meaiiing of section 829(b) (6). In view of the 
special and limited relief which section 82o(b) (6) was designed to 
sword, it is the position of the Internal Revenue Service that section 
822(b) (6) does not apply for purposes of section 181(a, ) of the Code. 
See H. R. Report No. 840, 70th Cong. , C. 8, 1045, 566 at 585. 

Accordingly, it is held that the election of a taxpayer to claim credit, 
under section 181(a) of the Internal Revenue Code of 1080, for the 
amount of certain taxes paid to a foreign country or to any United 
States possession, must be made or changed prior to the expiration of 
the period prescribed under Code section 822(b) (1) or (8), as the 
case may be, and not by the special limitation period established by 
Code section Mo(b) (6). 

SUPPLEMENT Q. — REGULATED INVESTMENT COMPANIES 

SECTION 869. — TAX ON REGULATED INVESTMENT 
COMPANIES 

REGULATIONs 118, SECTION 80, 869 — 2: Method of 
taxation of regulated investment companies. 

Designation of a capital gain dividend in a multi-fund regulated 
investment company where such gain is the result of the transfer of 
securities. for cash, directly between one fund and another within the 
same inulti-fund company. See Rev. Rul. 56 — o46, page 816. 

SUBCHAPTER D. — EXCESS PROFITS TAX 

PART I. — RATE AND COMPUTATION OF TAX 

SECTION 487. — INVESTED CAPITAL CREDIT 

REGULATIONS 180, SEGTIoN 40. 487 — 8: Adjusted 
invested capital. 

Contributions of mutual savings and other banks to qualified pen- 
sion plans and trusts which are not deducted in the current year of 
payment but which are carried forward and deducted in a subsequent 
year or years. See Rev. Rul. 56 — 216, page 618. 
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PART IV. — EXCESS PROFITS CREDIT BASED ON INCOME IN CONNECTION WITH 
CERTAIN TAXABLE ACQUISITIONS OCCURRING PRIOR To DECEMBER 1, 1950 

SECTION 474. — EXCESS PROFITS CREDIT BASED ON IN- 
COME — CERTAIN TAXABLE ACQUISITIONS 

Rev. Rul. 56 — 163 REGULATIONS 180, SEcTIoN 40. 474-4: Rules for 
the prevention of duplication. 

The "deposit liabilities" of a selling bank, , assumed by the pur- 
chasing bank in a transaction described in section 474(a) (1) (A) 
of the Internal Revenue Code of 1989, do not constitute a bona Qde 
long-term increase in capital structure withiri the meaning of sec- 
tion 40. 474 — 4(a) (2) (ii) of Regulations 180. Accordingly, to the ex- 
tent that duplication of base period experience occurs, an adjustment 
is required, under the provisions of section 40. 474 — 4(a) (1) of Regu- 
lations 180, in determining the average base period net income of the 
purchasing bank upon which its excess prodts credit ia based. 

Advice has been requested whether an adjustment is required in 
determining the average base period net income of. a purchasing bank 
where the purchasing bank, in a taxable acquisition which occurred 
prior to December 1, 1950, assumed the "deposit liabilities" of the 
selling bank. 

The taxpayer corporation, a bank, purchased, in 1949, substan- 
tially a1l of the assets of another bank, in consideration of the assump- 
tion by the purchasing corporation of an equivalent amount of the 
deposit liabilities of the selling corporation. After completion of 
the necessary formalities involved in the transfer of the assets and 
liabilities to the purchasing corporation, the selling corporation im- 
mediately ceased all business activities and dissolved. The purchas- 
ing bank used the entire base period experience of the selling 
corporation in th. e computation of its excess profits credit based on 
income. The specific question is whether the purchasing corporation 
was correct in including the entire base period experience of the selling 
corporation in determining its average base period net income upon 
which its excess profits credit is based. 

Part IV of Subchapter D of Chapter 1 of the Internal Revenue Code 
of 1989 provides for the computation of the excess profits credit of a 
purchasing corporation in connection with certain taxable acquisitions 
occurring prior to December 1, 1950. 

Section 40. 474 — 4(a) (1) of Regulations 180 provides the rules to be 
followed in order to prevent certain duplications in base period income 
in cases where assets of the purchasing corporation are used to pur- 
chase properties of the selling corporation in a taxable acquisition oc- 
curring prior to December 1, 1950. 

Section 40. 474 — 4(a) (9) of Regulations 130 provides, in part, that, 
except to the extent that a duplication of base period experience occurs, 
no adjustment is necessary where stock of the purchasing corporation 
is issued directly to the selling corporation or the properties are ac- 
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quired through a boiia fide increase in long-teim capital structure of 
the purchasing corporation made in conjunction with and for the pur- 
pose of such acquisition. 

In the instant case, the facts disclose that the acquisition qualifies as 
a I art IV transaction within the meaning of section 474(a) (1) (A) 
of the Internal Revenue Code of 1939. Ikowever, the assumption by 
the purchasing corporation of the "deposit liabilities" of the selling 
corporation is tantamount to the payment thereof, by use of the pur- 
chaser's assets, in order to acquire the properties of the selling 
corporation. 

Accordingly, the "deposit liabilities" of the selling bank, a. ssumed 
by the purchasing bank, do not constitute a bona fide long-term in- 
crease in capital structure within the meaning of section 40. 474-4(a) 
(2) (ii) of Regulations 130 and, to the extent that cluplication of base 
period experience occurs, an adjustment is required under the provi- 
sions of section 40. 474 — 4(a) (1) of Regulations 130 in determining the 
average base period net income of the purchasing bank upon which its 
excess profits credit is based, 

CHAPTER E. — ESTATE TAX 

SUBCHAPTER A. — BASIC ESTATE TAX 

PART IL — ESTATES OF CITIZENS OR RESIDENTS OF THE UNITED STATES 

SECTION 811(g). — GROSS ESTATE: PROCEEDS OF 
LIFE INSURANCE 

Rev. Rul. 56 — 250 REGULATIQNs 105, SEGTIoN 81. 27: Insurance 
receivable by other beneficiaries. 

In Anne Haslet E'ohl and 8'illiam J. H'arley, Ezecatorg, E81'ate 

of F'illiam S. Hartley, v. United States, 226 Fed (2d) 381, the court 
held that to apply the provisions of section 811(g) of the Internal 
Revenue Code of 1939, as amended by section 404 of the Revenue 
Act of 1942, to the proceeds of the insurance policies involved in that 
case would result in a direct tax without the apportionment required 
by Article 1, Section 2, and Article 1, Section 9, of the Constitution 
of the United States, and would result in retroactive taxation in vio- 
lation of the Fifth Amendment to the Constitution. Although, due 
to certain procedural defects, review of the question by the Supreme 
Court of the United States was not sought, the decision will not be 
considered by the Internal Revenue Service as a precedent in the dis- 
position of other cases involving a similar factual situation. 
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SECTION 812(b). — NKT LiSTATE: EXPENSES, LOSSES, 
INDEBTEDNESS, AND TAXES 

REGULATIQNs 105, SEGTIGN 81, 87: Taxes. Rev. Rul. 56-6 

Deficiencies in Federal income taxes assessed against the decedent 
resulting from nonrecognition of his minor son as a member of a 
partnership are deductible from decedent's gross estate in the full 
amount paid by decedent's estate. 

Advice has been requested relative to the amount allowable as a 
deduction from the decedent's gross estate for deficiencies in Federal 
income taxes assessed against the decedent resulting from a determi- 
nation by the Internal Revenue Service that the decedent's minor son 
may not be recognized as a member of an alleged family partnership. 

The decedent made a purportedly absolute transfer of an interest In 
his business to his minor son. He filed a gift tax return for the year 
of the alleged transfer, reporting a gift to his son. Thereafter, the 
business was conducted in partnership form. However, for certain 
years decedent's minor son was not recognized as a member of apart- 
nership for Federal income tax purposes, but no action was taken in 
a State court to declare the partnership invalid as to the son. Defi- 
ciencies in Federal income taxes were assessed against the decedent's 
estate and overassessments of tax were credited to the son. It appears 
that the deficiencies are collectible in full from the estate, the son' s 
guardian not having consented to crediting the overassessments, which 
have been refunded to the guardian for the benefit of the son, and no 
part thereof was loaned or used for the benefit of the decedent's estate. 
No transferee liability of the son for the deficiencies was asserted. 

Section 812 (b) of the Internal Revenue Code of 1939 authorizes the 
allowance of deductions for claims against the estate, but such deduc- 
tions do not include any income taxes upon income received after the 
death of the decedent. Section 81. 37 of Estate Tax Regulations 105 
provides that unpaid taxes upon income received during the decedent's 
lifetime are deductible but taxes upon income received after death are 
not deductible. The value of the gross estate includes the value of all 
property to the extent of the interest therein of the decedent at the 
time of his death and encompasses any valid claims against, others, 
but in the circumstances of the present case it appears that no claim 
of the estate against the son or his guardian exists or is asserted. 

Accordingly, it is held that the estate is entitled to a deduction 
under section 812(b) of the Internal Revenue Code of 1939 for the 
full amount of the income taxes of the decedent assessed against the 
estate and paid out of the assets of the estate. 

SECTION 813(b). — CREDITS AGAINST TAX: ESTATE, 
SUCCESSION) LEGACY, AND INHERITANCE TAXES 

REGULATIoNs 105, SEUTIoN 81. 9: Credit for Rev. Rul. 56-2M 
death taxes. 

A nonresident not a citizen of the United States at the time of his 
death owned real property in State A and intangible personal prop- 
erty situated in State B, all of which was included in his gross estate 
and subjected to the Federal estate tax. Both States specifically ex- 
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empt from death taxes intangibles in the estate of a decedent who 
ivas not domiciled in the State at the tinie of his death. The ap- 
plicable statute of State A iinposes an estate tax plus an additional 
estate tax which is intended to take aclvanta«e of the maximum credit 
a]lowable against the Federal estate tax under section 818(b) of the 
Internal Revenue Code of 1989. State A has interpreted its aclcli- 
tional estate tax statute in the instant case to require the estate to 
pay the entire'clifl'erence between the estate tax and the full Federal 
credit allowable under section 818(b). The estate has expressed its 
willingness to pay the tax assessed by State A if it will receive a 
credit under section 818(b). 

State A has no power to tax the transfer of intangible personal 
roperty of the decedent's estate which lies outside its jurisdiction. 
rick, et aZ. v. Penn, sf lvania, 268 U. S. 478; Curry v. i1lcCanZess, 807 

U. S. 357; C~r aves v. FZZi ott, 807 U. S. 888; Utah v. Aldrich, 816 U. S. 
174. Furthermore, a State being Ivithout the power to tax directly 
the transfer of property outside its jurisdiction, it cannot accomplish 
the same thing indirectly by taking the Ivhole of. the decedent's estate 
as the basis for measuring the tax on the transfer of that part of the 
estate which lies within its jurisdiction. Treichler, Executor v. Wis- 
consin, 888 U. S. 251. It will be the policy of the Internal Revenue 
Service to disallow as a credit the full amount of the additional estate 
tax which State A has asserted in the instant case and in all other 
cases where the State is asserting a tax not in consonance with the deci- 
sion in Treichler, Executor v. Wisconsin, supra, except in any case 
where payments were made before November 7, 1949, the date of the 
decision in the Treichler case, and it ivas impossible thereafter to ob- 
tain a refund of the tax. Accordingly, the allowance of credit under 
section 818 (b) of the 1989 Code is limited in the instant case and will 
be limited in all other similar cases to the proportion of the full Fed- 
eral credit allowable to the estate which Is attributable to that part 
of the gross estate situated in State A. 

CHAPTER 9. — EMPLOYMENT TAXES 

SUBCHAPTER A. — EMPLOYMENT BY OTHERS THAN CARRIERS 

PART III. — GENERAL PROVISIONS 

SECTION 1426 (b) . — DEFINITIONS: EMPLOYMENT 

T. D. 6176 REGULATIONS 128, SEOTIoN 408. 216: Religious, 
charitable, educational, or other organiza- 
tions exempt from income tax under section 
101(6) of the Internal Revenue Code. 

TITLE 26 — INTERNAL REVENUE, 1939. — CHAPTER I, SUBCHAPTER D, PART 408. — 
EMPLOYEE TAX AND EMPLOYER TAX UNDER THE FEDERAL INSURANCE CON- 
TRIBUTIONS ACT; APPLICABLE ON AND AFTER JANUARY 1, 1951 

Regulations 128 amended to conform to section 403 of the Social 
Security Amendments of 1954, approved September 1, 19o4, relating 
to services for certain tax-exempt organizations. 

421 F. R. 3641. 
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DEPARTMENT OF THE TREASURY' ) 
OFFICE OF COMMISSIONER OF INTERNAL REvENUE, 

Washington 85, D. C. 
To Offtcere and Ernptoyeee of the Interna/ Rezenvje Sertizce and Otherg 

Concerned: 
On March 14, 1956, notice of proposed rulemaking regarding amend- 

ments to conform Regulations 128 (26 CFR (1939) part 408), as 
amended, relating to the employee tax and the employer tax under 
the Federal Insurance Contributions Act (subchapter A, chapter 9, 
Internal Revenue Code of 1939), to the provisions of section 403 of 
the Social Security Amendments of 1954 (68 Stat. 1098), approved 
September 1, 1954, was published in the Federal Register (91 F. R. 
1598). No objection to the rules proposed having been received 
during the 30-day period prescribed in the notice, the following amend- 
ments to such regulations are hereby adopted: 

PARAORAPH 1. Section 408. 201 is amended by inserting after para- 
graph (q) the following new paragraph: 

(r) "Social Security Amendments of 1954" means the Act approved 
September 1, 1954 (68 Stat. 1059) . 

PAR. 2. There is inserted immediately preceding $408. o16 the 

following: 
SECTION 408 OF THE SOCIAL SECURITY AMENDMENTS OF 1954, 

APPROVED SEPTEMBER I, 1954 

Service for Certain Tax-Exempt Organizations Prior to Enactment of This Act 

(a) In any case in which— 
(1) an individual has been employed, at any time subsequent to 1950 

and prior to the enactinent of this Act, by an organization which is exempt. 
from income tax under section 101(6) of the Internal Revenue Code of 
1989 but which has failed to file prior to the enactment of this Act a waiver 
certificate under section 1426(l) (1) of the Inteimal Revenue Code of 1989; 

(2) the service performed bv such individual as an employee of such 
organization during the period subsequent to 1960 and prior to 1966 would 
have constituted employment (as defined in section 210 of the Social Secu- 
rity Act and section 1426(b) of the Internal Revenue Code of 1989) if such 
organization had filed prior to the performance of such service such a 
certificate accompanied by a list of the signatures of employees who con- 
curred in the filing of such certificate and such individual's signature had 
appeared on such list; 

(8) the taxes imposed by sections 1400 and 1410 of the Internal Revenue 
Code of 1989 have been paid with respect to any part of the remuneration 
paid to such individual by such organization for such service; 

(4) part of such taxes have been paid prior to the enactment of this Act; 
(6) so much of such taxes as have been paid prior to the enactment of 

this Act have been paid by such organization in good faith and upon the 
assumpiion that a waiver certificate had been filed by it under section 
1426(l) (1) of the Internal Revenue Code of 2989; and 

(6) no refund of such taxes has been obtained, 
the amount of such remuneration with respect to which such taxes have been 
paid shall, upon the request of such individual (filed in such form and manner, 
and with such oflicial, as inay be prescribed by regulations made under subchapter 
A of Chapter 9 of the Internal Revenue Code of 1989), be deemed to constitute 
remuneration for employment as defined in section 210 of the Social Security 
Act and section 1426 (b) of the Internal Revenue Code of 1989. 

(b) In any case in which— 
(1) an individual has been employed, at any time subsequent to 1960 and 

prior to the enactment of this Act, by an organization which has filed a 
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waiver certificate under section 1426(l) (1) of the Internal Revenue code 
of 1080; 

1. 2) the service performed by such individual during the time he was so 
eniployed would have constituted employment (as defined in section 210 of 
the Social Security Act and section 1426(b) of the Internal Revenue Code 
of 1080) if such individual's signature had appeared on the list of signa- 
tures of employees who coucurred in the filing of such certificate; 

(8) the taxes imposed by sections 1400 and 1410 of the Internal Revenue 
Code of 1089 have been paid prior to the enactment of this Act with respect 
to any part of the remuneration paid to such individual by such organiza- 
tion for such service; and 

(4) no refund of such taxes has been obtained, 

the amount of such reinuneration with respect to which such taxes have been paid 
shall, upon the request of such individual (tiled on or before January 1, 1067, 
and in such forni and manner, and with such offieial, as may be prescribed by 
regulations made under subchapter A of chapter 0 of the Internal Revenue Code 
of 1980), be deemed to constitute remuneration for employment as defined in 
section 210 of the Social Security Act and section 1426(b) of the Internal Revenue 
Code of 1989, and such individual shall be deemed to have concurred in the filing 
of the waiver certificat filed by such organization under section 1426(l, ) (1) of 
the Internal Revenue Code of 1080. 

PAR. 8. Section 408. 916 is amended as follows: 
(ii. ) By revising the first paragraph of $408. 216(a) (96 CFR 

408. 916(a) (1) ) to read as follows: 
Services performed by an employee in the employ of a religious, charitable, 

educational, or other organization exempt from income tax under section 101(6) 
of the Internal Revenue Code are excepted from einployment. However, this 
exception does not apply to services (1) performed during the period for which 
a certificate, filed pursuant to section 1426(l) of the Act, is in effect if such serv- 
ices are performed by an employee (i) whose signature appears, or is deemed 
pursuant to section 408(b) of the Social Security Amendments of 1964 and para- 
graph (d) of this section to appear, on the list filed by such organization under 
section 1426(l) of the Act, or (ii) who became an employee of such organiza- 
tion after the calendar quarter in which the certificat was filed; or (2) with 
respect to which the employee and employer taxes have been paid and a request 
is thereafter filed under the conditions stated in paragraph (c) (1) and (2) of 
this section. 

(B) By revising the first and second sentences of the last undesig- 
nated paragraph of $ 408. 916(b) (9) (96 CFR 408. 216(h) (9) (v) ) to 
read as follows: 

Services performed in the employ of an organization which has duly fiied a 
certificat are not excepted from employment under section 1426(b) (0) (B) of 
the Act, during the period for which the certificat is in effect, if such services 
are performed by an employee (i) whose signature appears, or is deemed pur- 
suant to section 408 (b) of the Social Security Amendments of 1064 and paragraph 
Id) of this section to appear, on the list filed by the organization on Form SS — lfia, 
or on Form SS — 16a Supplement, or (ii) who becomes an employee of the organiza- 
tion after the calendar quarter in which the certificate is filed. Consequently, 
the taxes imposed under the Act will apply to the organization and to each 
employee whose services constitute employment and whose signature appears, 
or is deemed pursuant to section 408(b) of the Social Security Amendments of 
1064 and paragraph (d) of this section to appear, on the accompanying list or 
on any supplemental list or lists filed within the prescribed time, commencing 
ivith the first day following the close of the calendar quarter in which the 
certificate is filed. 

(C) By adding at the end thereof the following new paragraphs: 

(c) Special procednre for coccrage of certain scrcices tn cases icherc matcer 
tsas not pled prior to September 1, IN'. — (1) In, general. — Pursuant to section 
468(a) of the Social Security Amendments of 1964, any individual who, as an 
employee, performed services after December 81, 1060, and prior to September 1, 
1964, for an organization exempt from income tax under section 101(6) of the 

393474' — 56 — 43 
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Internal Revenue C, ode wlii«h had failed to file, prior to S& pt&. mber 1, 10. &4, a valid 
certiiicaie under s& «!inn 142&i(l) of the Act, n)ay requ&. !. that the remuneratiou 
received hy liim for services perfnriued in the employ of the organization after 
1%&0 aii&l before I!)5&5& be deenied to coustitute remuneration for employment for 
purpnses of the taxes iinpose&1 under the Act mid for purposes of title II of 
the Social Security Act, if- 

(i) Any of the, i& rvices perfoimed l)y the individual after December 81, 
105&0, and prior tn J;&nu;&ry 1, 10»5, ivould have constituted employment, as 
&i«fined in section 142&i(b) of the Act, if a certiiic. :)! e nn Form SS — 15 fiied by 
the organization under sc«tion 1420(1) of the A& t lied been in eirect for the 
peri&el durin" )vl&i«h the services )vere performed and the indiviclcml's si- 
nature had appeared on the accompanying list on Icnrm SS — 15a; 

(ii) The emplnyee and empb&yer taxes have been p;iid with r&. pect to any 
port, of ihe reniuneration re& eiv d by the individual from the organization 
for such services; 

(iii) A part of su«h taxes was paid prior to September 1, 1954; 
(iv) Su«h t. :ixes as )vere paid before September I, 1054, were paid by the 

organization in good faith and upon the assumption that it had filed a valid 
certificate under s& & 

i. inn 1420&1) of the Act: and 
(v) Xo refund (or «refit) of such taxes has l)een obtaiued eitlier by the 

employee or the employer, exclusive of any refund (or credit) which )vould 
be allowable if the services performed bv the indiri&lual had constituted 
employment. 

Thc provisions of section 408(a) of tlie Social Security Aroendmeuts of 1054 
have no appli& ation to reniuncration for servic&s performed after 1054. 

(2) EL&i««tioa aml fili»g nf rc&1&«'s(. — (i) Exc el)t &vhere the alternative pro- 
«edure set forth in subdivision (ii) of this subpara raph is folio)ved, the re- 
quest of an in&liri&lual uuder section 408(a) of the Sn«ial 8&'& arity Amendments 
of 1054 shall be macle aud filecl as provided in this subdiriSoo. The request shall 
be in )vriting, shall be signed and dated by the indiviclual, and shall include- 

(a) Tlie name and address of the or anization for which the services 
were perforn)ed; 

(b) The uame, address, and social security account number of the in- 
dividual; 

(c) A st:itement that the individual has not obtained refund or credit 
(other than a refund or credit rvhich would be allowable if the s& rvices had 
constituted employment) from the district clirector of any part of the em- 
ployee tax paid )vith respect io reinuneratiou re& «ived by him from tlie or- 
g;inizatinn for services perfornied after 1050 an&i before 10o5; and 

(d) A request that all remuneration received by him from the organiza- 
tion for sucli sc&'vices with respect to which einplnyee and eiuplover taxes 
hare been lraid slmll be deenied tn constitute remuneration for employment 
to the extent autliorized by section 408(a) of the Sncial Security Ameud- 
ments of 1054. 

The request of an individual shall be accouipanied by a stateuient of the or- 
gauizati&&n iucorporating the substance of each of the five cnnditions listed in 
subpara, iaph (1) of this»:ira 'raph. The statement of the or;inizatiou should 
also show th:it the individual performed services for the organization at'ter 
December 81, Ifi. &&), :ind prior to Septeinlier 1, 10, &4; that the organization was 
exempt from income tax under section 101(0) of the Internal Revenue Code and 
failed to file, prior to Scptenibcr 1, 1054, a vilid certifi&:&ie uucler sectiou 1420&(l) 
of tlie Act; and the District Director with ivhnm returns ou Form 041 are filed. 
Such statenieut must be si ued by the president or otlier principal officer of the 
organization )vho shall certify that the statement is correct to the best of his 
knowledge and belief. If tlic . tatnuent of the nrganiza! i&&n i. . uot subuiitted )rith 
the individual's request, the iudivi&lu il sli:ill include in his request an explana- 
tion of his inability to submit such statement. Other information may be re- 
quirecl, lait should be subniittecl only upon receipt of a speciiic request therefor 
No particular forni is prescribed for the request of the inclivi&lual or the state- 
uient of the organization requirecl to be submitted with the request. The in- 
dividual's request sli&u)ld be filed with the District Director rvith whom the 
or 'anization files returns on Form 041. If tlie im!ividual is deceased or mentally 
incompetent and the request tile&1 pursuant to section 408(a) of the Social Se- 
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curity Amendments of 1954 is made by the legal representative of the individual 
or other person authorized to act on his behalf, the request niust be accompanied 
by evidence shoiving such person's a&ithority to make the request. 

(ii) An organization which has or had in its employ individuals with respect 
to whom' section 408(a) of the Social Security Amendments of 1&954 is applicable 
may, if it so desires, prepare a form or forms for use by any such individual or 
individuals in making requests under such section, Any such form shall provide 
space for the signature of the individual or individuals and shall contain such 
information as is required by subdivision (i) of iliis subparagraph to be in- 
cluded in a request. Any such form used by more than one individual, and any 
such form used by one individual which is signed and returned to the organiza- 
tion, shall be submitted by the organization, together with its statement (as 
required in subdivision (i) of this subparagraph), to the district director with 
whom the organization files returns on I&'orm 941. An imlividual is not required 
to use a form prepared by the organization but may, at his election, file his re- 
quest in accordance with the provisions of subdivision '(i) of this subparagraph. 

(8) Optional taa payments by organization. — An organization which, prior to 
September 1, 1054, has reported and paid taxes under the Act with respect to any 
portion of the remuneration paid to an individual, v ho is eligible to file a request 
under section 408(a) of the Social Security Amendinents of 1954, for services 
performed by him subsequent to 1950 and prior to 1955, may report and pay 
taxes under the Act on or after September 1, 1954, with respect to any remaining 
portion of such remuneration which would have constituted wages if a certificate 
had been in effect with respect to such services. Such taxes may be reported 
as an adjustment without interest in the manner prescribed in subpart 6 of the 
regulations in this part. The statement in explanation of such adjustment should 
include a reference to section 408 (a) of the Social Security Amendments of 1954. 

(4) Effect of request. — If a request is made and filed under the conditions 
stated in subparagraphs (1) and (2) of this paragraph with respect to one or 
more individuals, remuneration for services performed by each such individual 
subsequent to 1950 and prior to 1955, with respect to which the employee and 
employer taxes are paid on or before the date on which the request is filed with 
the District Director, will be deemed to constitute remuneration for employment 
to the extent that such services would have constituted employment as defined 
in section 1426(b) of the Act if a certificate had been in et'feet with respect to 
such services. However, the provisions of section 1426(a) of the Act and 
1&[& 408. 226 and 408. 227 of the regulations in this part are applicable in deter- 
mining the extent to which such remuneration for employment constitutes wages 
for purposes of the employee and employer taxes. 

(d) Special procedure for coverage of certain s&rcices i» cases icliere individual 
failed to sign list of concurring e»iployees. — (1) In general. — Pursuant to sec- 
tion 408(b) of the Social Security Amendments of 1954, any individual who, as 
an employee, performed services after December 81, 1950, and prior to September 
1, 1954, for an organization which filed a valid certificate under section 1426(1) 
of the Act, but who failed to sign the list of employees concurring in the filing 
of such certificate, may request that the remuneration received by him for such 
services be deemed to constitute remuneration for employment for purposes of 
the taxes imposed under the Act and for purposes of title II of the Social Se- 
curity Act, if- 

(i) Any of the services performed by the individual after December 81, 
1950, and prior to September 1, 1954, v. &iuld have constituted employment, 
as defined i i section 1426(b) of the Act, if his signature had appeared on the 
list of employees who concurred in the filing of the certifi& ate; 

(ii) The employee and employer taxes were paid prior to September 1, 
1954, with respect to any part of the remuneration received by the individual 
from the organization for such services; and 

(ii') No refund (or credit) of such taxes has been obtained either by the 
emplovee or the employer, exclusive of any refund (or credit) which would 
be allowable if the services performed liy the individual had constituted 
employment. 

(2) Effect of request. — An individual who makes and files a request under the 
conditions stated in subparagraphs (1) and (8) of this paragraph with respect 
to services performed as an employee of an organization exempt from income 
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tax under section 101(6) of the Internal Revenue Code will be deeined to have 
signed the list acconipanying the certificate filed by the organization under sec- 
tii&n 1420(1) of the Act. A&«i&rdin ly, all services performed by the individual 
for the organization on an&1 af!er ihe effective date of the certificate mill con- 
stitute employment to the same extent as if he had, in fact, signed the list. The 
employee tax and employer tax are applicable with respect to any remuneration 
paid to the employee by the organization which constitutes wages. If less than 
tlie correct ai~ount of such taxes has been paid, the additional amount due should 
be reported as an adjustment without interest within the time spe& ified in sub- 
part &' of the regulations in this part. The statement in explanation of such 
adjustment should include a refe&ence to section 409(b) of the Social Security 
Amendments of 10»4. 

(9) Exec»tin&& anil pli»ry of ni ilnr nt. — (i) Except where the alternative proce- 
&lure set forth in subdivi, i»n (ii) of this subparagraph is followed, the request 
of an individual under section 40, (b) of the Social Security Aniendments of 1954 
shiill be n&ad» and filed as provided in this subdivision. The request shall be 
fi)ed on or before January I, 1!&5&&, shall l&e in writing, shall be signed and dated 
by the individual, and shall inclmle- 

(a) The name and address of the o&g:inization for which the services 
were performed; 

(l&) The name, address, and social security account number of the 
individual; 

(c) A statement that the individual has not obtained a refund or credit 
(other than a refund or credit which would be allowable if the services had 
constituted employnient) from the District Director of any part of the em- 
ployee tax paid before September 1, 1954, &vith respect to remuneration re- 
ceived by him from the organization; 

(d) A request that all rennineration received by the individual from the 
or nnization for services performed after 10&0 and before September 1, 
1054, ivith respect to which employee and eniploycr taxes were paid before 
September 1, 1954, shall be deemed to constitute reniuneration for em- 
ployment to the extent authorized by section 403(b) of the Social Security 
Amendments of 1954; and 

(e) A statement that the individual understands that, upon the filing 
of such request with the district director, (I) he mill be deemed to have 
concurred in the certificate which was previously filed by the organization, 
and (2) the employee and employer taxes mill be applicable to all wages 
received, and to be received, by him for services performed for the organi- 
zation on or after the effective date of such certifiicate to the extent that 
such taxes would have been appli«able if he had signed the list on Form 
SS — 15a submitted with the certificate. 

The request of an individual shall be accompanied by a statement of the organi- 
zation incorporating the substance of each of the three conditions listed in 
subparagraph (1) of this paragraph. The staten&cut of the organization should 
also show that the individual performed services for the organization after 
December Bl, 1050, and prior to Septeniber 1, 19, &4; that the organization filed 
a valid certificate under section 1426(1) of the Act; and the district director 
with whom returns on Form 941 are filed. Such statenient must be signed bV 
the president or other principal officer of the organization ivho shall certify 
that the statement is correct to the hest of his knowledge and belief. If the 
statement of the organization is uot, submitted with the individual's request, the 
individual shall include in his request an explanation of his inability to submit 
such statement. Other information may be required, but should be submitted 
only upon receipt of a specific request therefor. No particular form is pre- 
scribed for the request of the individual or the statement of the organization 
required to be submitted with the request. The individual's request should 
be filed with the district director ivith whom the organization files returns on 
Form 941. If the iridividual is deceased or mentally incompetent and the 
request filed pursuant to sectiou 408(b) of the Social Security Amendments 
of 19&4 is made by the legal representative of the individual or other person 
authorized to act on his behalf, the request must be accompanied by evidence 
showing such person's authority to make the request. 

(ii) An organization which has or had in its employ individuals with respect 
to whom section 406 (b) of the Social Security Amendments of 19»4 is applicable, 
may, if it so desires, prepare a form or forms for use by any such individual or 
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individuals in making requests under such section. Any such form shall provide 
space for the signature of the individual or individuals and shall c&&stain such information as is required by subdivision (i ) oi' this subparagraph to bc included 
jn a request. Any such form used by ruore than one individual, and any such 
form used by one individual which is signed and returned to the organization, 
shall be submitted by the organization, together with its statement (as re- 
quired in subdivision (i) of this subparagraph), to the District Director with 
whom the organization files returns on Form 941. An individual is not required 
to use a forin prepared bv the organization but may, at his election, file his 
request in accordance with the provisions of subtlivision (i) of this subparagraph. 

(This Treasury Decision is issued uncler the authority contained in 
sections 1429 and:5791 of the Internal Revenue Code of 1939 (56 Stat. 
178, 467; 26 U. S. C. 1429, 8791) and section 408 of the Social Security 
Amendments of 1954 (68 Stat. 1098), approved September 1, 1954. ) 

RTJSSELL C. HARIIIÃGTON& 
Commi8ei oner of Internal Bet&enne. 

Approved &&lay 24, 1956. 
DAN THROOP SDIITH, 

Special A8si8tant to the Secretary in Charge of Tax Policy. 
(Filed by the Division of the Federal Register May 28, 1956, 8: 40 a. m. ) 

SECTION 1426 (l) . — DEFINITIONS: EXE. 'IIPTION OF RE- 
LIGIOUS, CHARITABLE, ETC. , ORGANIZATIONS 

REGI&LATIGNs 128& SEGTIQN 408. 216: Religious, 
charitable, educational, or other organiza- 
tions exempt from income tax under section 
101(6) of the Internal Revenue Code. 

Rev. Rul. 56 — 121 

Circumstances involving a change in entity under which all the 
conditions prescribed by section 408 (a) of the Social Security 
Amendments of 1954 are not present, thereby excluding the em- 
ployees of an organization from benefiting under the provisions of 
that section. 

The Internal Revenue Service has been requested to determine 
whether, under the circumstances stated below, remuneration paid to 
employees of an organization exempt from Federal income tax under 
section 101(6) of the 1989 Code, for certain services performed after 
1950 and prior to 1955, may, pursuant to the provisions of section 
408(a) of the Social Security Amendments of 1954, C. B. 1954 — 2, 608, 
be deemed to constitute remuneration for employment for purposes of 
the Federal Insurance Contributions Act (subchapter A, chapter 9, 
Internal Revenue Code of 1939). 

The 3f hospital, originally organized as a community-sponsored 
corporation, was granted exemption from Federal income tax under 
section 101(6) of the Internal Revenue Code of 1939. Its employees 
became eligtble for social security coverage as of January 1, 1951, upon 
compliance by the hospital with the provisions of section 1426(l) (1) 
of the Federal Insurance Contributions Act. On July 1, 1953, the 
directors of the hospital turned over its assets, operation, and manage- 
ment to the E corporation. The transfer ii. as made subject to the 
conditions that the hospital properties should remain under the control 
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of a iionpiolit organization and tliat such properties should always be 
operated as a community hospital. In the event these conditions 
should not be carried out, provision w;is made for the hospital to revert 
to the grantor corporatio». The hospital continued to be operated 
under the same manage»ient as formerly, and continued to withhold 
a»el report the Icederal Insurance Co»tributions Act taxes on its 
employees under the belief that the waiver certificate filed by it, pur- 
suant to sectioii 14 i0 (1) (1), s&(pre a, was still in & 0'e«t. 

In December 10:&'), the. )l hospit;(1 fiI& d a new ivaiver after receipt of 
a&lvice from the Distri& t Diie& tor of Internal Revenue that. in view 
of the cliange in entity, the oi iginal ivaiver ivas»o longer eA'ective. 
This neiv waiver ivas also Iield to be inefFective since the hospital was 
considere&l to have become an»nin«orporated activity of the E corpo- 
ration, which corporation had not waived its exeiiiption from the 
Federal Insurance Contributions Act taxes accorded by section 1406 
(b) (0) (I1) of such A& t. The . )l hospital was i»«irp&irated on De- 
cember 1, 1!)54, as a sepai ate organization ii»d siibsequently filed a new 
waiver ivhich becanie efi'ectiv« m J;(»nary 1, 1055. 

Section 40'3 (a) of the Social Security Amendments of 1054 provide. -. , 
in general, that an individual, ivho as an employee performed services 
after December 'il, 1050, and»rior to September 1, 1054. for an organ- 
ization exempt, froni Fe~deial i»&o»ie tax»»der s&'&tion 101(0) of the 
Internal Revenue Code of. 1080, which had failed to file, prior to 
Septe»iber 1, 1054. 0 valid Cei tificate AV»iving I" xeiiilition From Taxes 
under the k'ederal Insurance Co»trib»tions A&t, Form SS — 15, may 
request that the rem»»eration i eceived by him for sei vi& es performed 
for the organization after 1050 and before 1055 be dee»ied to consti- 
tute remuiieration for employment for purposes of the taxes imposed 
under tjie, Feebler;il I»s»rance Contributions Act. In order that the 
remuneration may be deemed to be remuneration for employnient, it 
is necessary that the following reqnireinent, among the others enumer- 
ate&1 in section 40'3 (a), ~~ipra, be met. : 

So much of such taxes as h:ive been paid prior to the e»acti»ent of this Act 
have been paid liy su«h orga»is:ition i» goo&1 faith an&i upo» the ass»i»ption that a 
vvaivcr e&. rtihcate had bee» filed by it under section 14"(i(1) (I) of the Inter»ai 
Reve»ue Code of 108(); 

Inasmuch as the E corpor;ition was the actual employing entity of 
the inclivid»als who performed services for tlie 11 hospital durin~ the 
period from July 1, 1058 to December 1, 1054, and si»&. e such corpora- 
tion had not waive&1 its exeniption fro»i the Federal Insurance Con- 
tributions Act taxes, it cannot be said that t]ie taxes paid in the name 
of the 3I hospital were p;iicl under the assumption that a valid waiver 
certificate had been filed liy the, 'V corporatioii u»der section 1420(1) 
(1), st&pea. Therefor&, it is held tliat in the instant case all tlie re- 
quirements prescribed by section 400(a), v«pre, liave not been met 
and, consequently, the iemu»eration received by the employees for 
services performed in connection with the operation and management 
of the . 1I hospital cluri»« the period in q»estio»»i;iy not be cleemed 
to constitute re»i»»er;ition for employ»ie»t for purposes of the taxes 
imposed under the Fedei"iil Insurance Contributions A. ct. 
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SUBCHAPTER B. — EMPLOYMENT BY CARRIERS 

PART I. — TAX ON EMPLOYEES 

SECTIOX 1500. — P. VTE OF TAX 
REGULATICNs 114& SEGTIQN 411. 801: Aleasut'e of T. D. 6168' 

enIployees' tax. 
(Also Sections 1501, 1510, 1520; Sections 

411. 808, 411. 501, 411. 401. ) 
TITLE 2G — INTERNAL REYEXI'E. 1SGO. — CHAPTrR I, SUBCHAPTER D, P. KRT 411. — 

KIIPLOYERS' TAX, KiiIPLOYKKS' TAX, AiND EIIPLOYEE REPRESENTATIVES' 
TAX I. XDER THE RAILROAD RETIREMI. XT TAX . FACT 

Regulations 114 amended to confornI to sections 201, 202, 203, 204, 
205, and 402 of the Act of August 31, 1054, and to the decision in 
Shat tach v. Gallagher, 218 F. Sd 428. 

DEPART31EXT OF THE TREASURY) 
OFFICE OF COXIBIISSIOXER OF IXTERNAL REYENUE& 

lVa8hington o~, D. C. 
To Officers and Employees of the l'nternal Eevenue Service and Other8 

Concerned: 
In order to conform Regulations 114 (26 CFR (1080) Part 411), re- 

lating to the employers' tax, employees' tax, and employee representa- 
tives' tax under the Railroad Retirement Tax Act (subchapter B, 
chapter 9, Internal Revenue Code of 1930), to sections 201, 202, 203, 
204, 205, and 402 of the Act of August 31, 1954 (68 Stat. 1040, 1042) 
[C. B. 1954 — 2, 602] and to the decision in Shattuc1c v. Gallagher (C. A. 
6th 1955) 218 F. 2d 428, relating to the measure of the employee 
representatives' tax, such regulations are amended as follows: 

PARAGRAPH 1. Immediately preceding the caption "SEGTIoN 3707 
(a) AxD (b) oF THE IxTERxAL REYExUE CoDE as set forth precedin 
section 411. 201, the following is inserted: 

SECTION 205 OF THE ACT OF Al'GUST 31, 1054 (68 STAT. 1040) 
Subsection (e) of section 1532 of the Railroad Retirement Tax Act is 

hereby amended by inserting at the end thereof the following sentence: 
"Corapensation for service as a delegate to a national or international 
convention of a railway labor organization defined as an 'employer' in 
subsection (a) of this section shall be disregarded for purposes of de- 
termining the amount of taxes due pursuant to this subchapter if the 
individual rendering such service has not previously rendered service, 
other than as such a delegate, which may be included in his 'years of 
service' for purposes of the Railroad Retirement Act. " 
SECTION 402 OF THE ACT OF AUGUST 31, 1054 (68 STAT. 1042) 

The provisions of sections "' " * 205 * " ~ of this Act 
shall be effective with respect to compensation paid on and after 
April 1, 1054. 

PAR. 2. Immediately preceding the caption "SEcTIoN 1511 oF TIIE 
AGT" as set forth preceding section 411. 205, the following is inserted: 

SECTION 205 OF THE ACT OF AUGUST 31, 1054 (68 STAT. 1040) 
Subsection (e) of section 1, &22 of the Railroad Retirement Tax Act is 

hereby amended by inserting at the end thereof the following sentence: 
"C Pe ali'0 fo Bevxc as a dig t t a iyo al 

' t t' al 

'21 F. R. 2227. 
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convention of a railway labor organization deli»ed as an 'employer' in 
subsection (a) of !bis section shall be disregarded f&&r lmrposes of de- 
teriuining the amount of taxes due pursuant to this subchapter if the 
irulividual ren&leriiig such service has not previously rendered service, 
other than as s»ch a &1& legate, ivhi&h may be i»el»&l«l in his 'years of 
service' for purposes of the Railroad Retirement Act. " 
Sl:CTIOV 402 OF THE ACT OI' AUGUST 31, 19i4 (08 STAT. 1042) 

The provisions of sections &' ~ * 20& ~ * * of this Act shall be eifective 
with respect to compensati&m paid on and after April 1, I'!&. &4. 

PAR. 3. Immediately preceding the caption "SECTiov 153M (e) oF THF. 

AcT" as set forth precedi»&r section 411. '&01, the followi»g is inserted: 
SECTION 201 OF THE ACT OF AUGUST 81, 19. 4 (08 STAT. 1040) 

Section 1000 of the Railroad Retirenient Tax Act is hereby amended 
by inserting after the ivord "month" the folloiviug: "before July 1, 
198&4, and as is not in excess of '$88&0 for any calendar month after June 
30, 1934". 

PAR. 4. Immediately preceding section 411. 801, the folloiving is 
inserted: 

SECTIOV& 200 OF THE ACT OF AUGUST 81, 1984 (08 STAT. 1040) 
Subsection (e) of section Io82 of the Railroad Retireuieut Tax Act is 

hereby anieuded by inserting at the end thereof the f&&llowing sentence: 
"Compensation for servi&e as a delegate to a uational or iuternational 
convention of a railivay labor organizatiou defined as an 'employer' in 
subsection (a) of this section shall be disregarded for purposes of 
deterinining the amount of taxes due lmrsuaut to this subchapter 
if the individual renderiug such service has uot previously ren&lered 
service, other than as such a delegate, ivhi&. h may be included in his 
'vears of service' for purposes of the Railroad Retiremeut Act. " 
SECTION 402 OF THE ACT OF AUGl;ST 31, 19r4 (0S STAT. 1042) 

The provisi&ms of sectious ' * *203* ' * of this Act shall be effective 
witli respect to compensation paid on aud after April 1, 1984. 

PAR. 5. Section 411. 801 is amended as folloivs: 
(A) By strikin "paragraph (b)" in the first sentence of para- 

graph (a) and inserting in lieu thereof "paragraphs (b) and (c)". 
(B) By striking "1946. " at the end of the first sentence of para- 

graph (a) and inserting in lieu thereof "December 81, 1946, and be- 
tore July 1, 1954, and excluding the amount of compensation in ex- 
cess of $350 ivhich is paid after~December 61, 1946, to the employee 
for services rendered during any one calendat' month after June 80, 
1954. " 

(C) By adding at the end thereof the following new paragraph: 
(c) Exception; delegate to national or international conrention of raii&eay- 

labo&-organi. :ation employer. — Compensation paid on aml after April 1, 19&4, for 
service as a delegate to a uational or international convention of a raibvaV- 
labor-organization employer shall be disre arded for the purpose of determining 
the employees' tax if the individual renderiug such service lias not previously 
rendered service, other than as such a delegate, which may be iucluded in i&is 

"years of service" for purposes of the Railroad Retiremeut Act of 1987. 

PAR. 6. Immediately preceding the caption "SEcrloN 3661 oF THE 
INTERNAL PiFVENUE CoDE as set forth preceding section 411. 306& the 
following is inserted: 

SECTION 202 OF THE ACT OF AUGUST 31, 1954 (0S STAT. 1040) 
Section 1501 of the Railroad Retirement Tax Act is hereby amended 

by inserting after the figure "800" where it first appears the following: 
"for any month before July 1, 1904, or in excess of $800 for any mouth 
after June 80, 1&F4"; and by inserting after the figure "800" ivhere it 
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appears the second time, the following: "if such month is before July 
1, 1954, or is less than $850 if such month is after June 80, 1954". 

PAR. V. Section 411. 808 (b) is amended as follows: 
(A) By revisinjo' the heading to read "Collection; aggregate 

monthly compensation paid by tv&o or mo~e employers exceeds maxi- 
ntum taxable compensation. " 

(B) By striking "after 1946" in that part of section 411. 808 (b) 
which precedes subparagraph (1) and inserting in lieu thereoi "after 
December 81, 1946, and before July 1, 1954". 

(( ) By striking the parenthetical sentence appearing immediately 
after subparagraph (6) . 

(D) By adding at the end thereof the following: 
If an employee is paid compensation after December 81, 1946, by two or more 

employers for services rendered during any one calendar month after June 30, 
1954, and. if the aggregate compensation paid to such employee after Decem- 
ber 31, 1946, by all emplovers for services rendered during such month is in 
excess of $850, the employees' tax to be deducted by each employer from the 
compensation as and when pa. id by him to the employee shall be deternfined 
in accordance with the provisions of subparagraphs (1) through (6) above, 
except that the determination shall be ruade with reference to $850 raiher 
than $800. 

(Ivor provisions relating to the circumst. ances under which certain compen- 
sation is to be disregarded for the purpose of determining the employees' tax, 
see section 411. 801(b) and (c). ) 

PAR. 8. Section 411. 808(e) is amended by inserting the following 
immediately after the second sentence: 
With respect to that part of the compensation earned by any employee for the 
month of July 1954 or for the period August 1 through August 80, 1954, which is 
in excess of $800 but not more than $850, the employer shall be liable for the 
employees' tax only to the extent that the employer has under his control at 
any time subsequent to August 80, 1954, amounts of compensation earned at any 
time by the employee. 

PAR. 9. Immediately preceding the caption SEcTloN 15M(e) oF 
THE AcT" as set forth preceding section 411. 401, the following is 
inserted: 

SECTION 204 OF THE ACT OF AUGUST 31, 19o4 
(68 STAT. 1040) 

Section lo20 of the Railroad Retirement Tax Act is hereby amended 
by inserting after the word "month" where it first appears the phrase: 
"before July 1, 1954"; by inserting after the figure "$800" chere it first 
appears the following: ", and for any calendar month after June 80, 
1954, not in excess of $850"; by inserting after the phrase "shall apply" 
where it first appears the phrase: ", with respect to any calendar month 
before July 1, 1954, "; by inserting after the figure "800" where it appears 
the second time, the phrase: ", and with respect to any calendar month 
after June 80, 1954, to not more than $850, "; and by inserting after the 
figure "800" where it appears the third time the phrase: "if the month 
is before July 1, 1954, or is less than $850 if the month is after June 
80, 1954". 

PAR. 10. Immediately preceding section 411. 401, the following is 
Inserted: 

SECTION 205 OY THE ACT OF AUGUST 81, 1954 
(68 STAT. 1040) 

Subsection (e) of section 1582 of the Railroad Retirement Tax Act 
is hereby amended by inserting at the end thereof the following sentence: 
"Compensation for service as a delegate to a national or international 
convention of a railway labor organization defined as an 'employer' in 
subsection (a) of this section shall be disregarded for purposes of de- 
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icrmining the amount of taxes due pursuant to this subchapter if the 
inrlivi«lual remlering su«h service has not p&'eviously rendered service, 
other than as such a dele ate, which mav be included in his 'years of 
service' for purposes of the Railroad Retirement Act. " 
SEC TIOV 402 Ol' THE ACT OF AUGUST 31, 1954 

(08 STAT. 1042) 
The provisions of se«lions ~ * " 205 * * * of this Act shall be ef- 

fective with respect to cou&pensation paid on and after April 1, 1954. 

PAII. 11. Section 411. 401 is amended as follows: 
(A) By striking "1M6. " at the end of the first sentence of para- 

graph (a) and inserting in lieu thereof "December 81, 1046, and be- 
fore July 1, 1954& and ex~cluding the amount of compens~ation in excess 
of &8&5i) wlrich is paid after Dec~ember 81, 1946, by the employer to any 
nnployee for services rendered during any one calendar month after 
June 80, 1054. » 

(B) By revising the heading of paragraph (b) to read nAggregate 
monthly compensatio~ paid by two or more employers exceeds mar&- 
&num taxable compensation. " 

(C) By striking "after 1046" in that part of paragraph (b) which 
precedes subparagiaph (1) and inserting in lieu thereof "after De- 
cember 81, 1046& a, ncl before. , July 1, 1054". 

(D) By striking the parenthetical sentence appearing immecliately 
after subparagraph (6) of lraragraph (b). 

(K) By adding at the end of paragraph (b) the following: 
If an en&ployee is paid compensation after December 31, 1940, by two or more 

employers for services rendered during any one calendar u&outh after June 80, 
1954, and if the ag regate compens;&tiou paid to such en&ployee after December 
81, 1940, by all employers for services rendered rluriug su«h &uonth is in ex«ess 
of $850, the n&easure of the e&npb&yers' tax of each employer with respect to the 
con&pensation paid by him after Decen&ber 81, 1940, to the employee for the &uonth 
shall be detern&ined in a««ordance &vith the provisions of subparagraphs (1) 
throu h (0) above, except tl&at the detern&inatiou shall be suade vvith reference 
to $8»0 rather than $800. 

(For provisions relatin to the circumstances under which certain compensa- 
tion is to be disregarded for tl&e purpose of determining the employers' tax, see 
paragraph (c) of this section. ) 

(F) By revising the heading of para raph (c) to read "('ertain 
compensation to be disregarded. — (1) Nor&linal monthly compensation 
earned by employee of local lodge or division of &ailu, ay-labor- 
organization employer. " 

(G) By adding at the end of paragraph (c) the following new 
subparagraph: 

(2) Co»&t&cusation for sr&vice as delegate to r&otionnl or i»tc&»otio»ol con- 
vc»tio» of rail&oag-labor-orga»irutio» employer. — Cou&peusatiou paid on and 
after April 1, 195&4, for service as a delegate to a national or international con- 
vention of a raihvay-labor-o&ganization employer shall be disregardecl for the 
»u&pose of deteru&inin the employers' tax if the inrlividual rendering such 
s«& vice has uot previously reudered service, other than as such a dele, ate, 
which &nay i&e inclurled in bis "years of service' for purposes of the Railroad 
Retireu&ent Act of 1987. 

Par. lo. Immediately preceding section 411. 501, the following is 
inserted: 

SECTION 208 OF THE ACT OF AUGUST 31, 1954 (08 STAT. 1040) 
Section 15&10 of the Railroad Retirement Tax Act is hereby amended 

by insertin, after the vvord "month" the folio&ving; "before July 1, 
1'i &4, aml as is not in excess of $850 for any calendar u&onth after June 
80, 1954". 
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PAIt. 18. Section 411. 501 is amended to read as follows: 
Sec. 411. 501 i&&IEAsURK oF EMP&. OYEE RKPBEsKNTATIvKs TAx. — (a) General 

rale. — Except as provided in paragraph (b) of this section, the employee rep- 
resentatives' tax with respe«t to coun&ensation paid after Decen&ber 81, 1948, 
for services reudercd after Dece&uber 31, 1946, is measured by the amouut of su«h 
compensation paid to an individual for services rendered as an employee rep- 
resentative, excluding, however, the amount of compensation in excess of $800 
which is paid after December 31, 1946, to the employee representative for serv- 
ices reudered duriug auy one calendar mouth after Dece&aber 81, 1946, and 
before July 1, 19o4, and excluding the amount of compensatiou in excess of $850 
which is paid after December 81, 1946, to the employee representative for services 
rendered &luriug auy one calendar month after June 80, 1954. (See sections 
411. 205 to 411. 208, iuclusive, relatin to con&pensation. ) 

(b) Agg& conte &»o»thlp cor»pe»satin & as «n&plopee & «prese»in f &ee and employee 
egeeeds &»nadm»»& ta&rnble compensation. — (1) If during any one calendar month 
after December 81, 1946, and before July 1, 1(h&4, an individual renders services 
as au en&ployee represeutative and as an employee and the total compensation 
paid after Decen&ber 81, 1946, to the individual for services reudered during such 
month as an employee representative and as an employee exceeds $800, the meas- 
ure of the employee representatives' tax for such month shall be $800 minus the 
compensation paid after December 81, 1946, to such individual for services ren- 
dered by him during the mouth as an employee. 

(2) If during any oue calendar month after June 80, 1954, an individual 
renders services as an employee representative and as an employee and the 
total compensation paid after Decerober 31, 1946, to the individual for services 
rendered during such month as an employee representative and as an employee 
exceeds $850, the measure of the employee represeutatives' tax for such month 
shall be 88. &0 minus the compensation paid after December 81, 1946, to such indi- 
vidual for services rendered by him during the month as an employee. 

(8) The application of subparagraphs (1) and (2) may be illustrated by the 
following example: 

Ezn»&pie. A renders services as an employee representative during a particu- 
lar calendar month before July 1, 1954, for whi&h he is paid in the mouth or 
thereafter $100. During the san&e calendar month A also renders services as an 
employee for one or more e&»plovers and receives during the n&onth or thereafter 
compensation of 3275. Inasmuch as A's total con&pensation for services ren- 
dered during the month as an employee representative and as an employee 
exceeds $800 (3275 plus 8100), the measure of the employee represeutatives' tax 
is $800 minus 8275 (A's compensation fur services rendered as an eu&ployee), 
or l)25&. (If the particular calendar month were a month after June 80, 19O4, the 
measure of the employee representatives' tax would be 38OO minus $275, or $75. ) 

Because this Treasury Decision merely conforms the regulations to 
the provisions of sections 201, 202, 203, 204, 205, and 402 of the Act of 
August 31, 1954 (68 Stat. 1040, 1042), and is liberalizing in nature to 
the extent that it gives e8ect to the decision in Shattuck v. Gallagher 
(C. A. 6th 1955) 218 F. 2d 428, it is found that it is unnecessary to 
issue this Treasury Decision xvith notice and public procedure thereon 
under section 4(a) of the Administrative Procedure Act, approved 
June 11, 1946, or subject to the eQ'ective date limitation of section 4(c) 
of said Act. . 

(This Treasury Decision is issued under the authority contained in 
sections 1585 and 8791 of the Internal Revenue Code of 1939 (53 Stat. 
183, 467; 26 U. S. C. 1585, 3791). ) 

RL sSELL C. HARRINGTON& 

Commissioner of Internal Revenue 
Approved A. pril 6, 1956. 

DAl&l TnRoor SllTll& 
Specia/ Assistant to the Secretaryin Charge of Tax Policy. 

(Filed by the Division of the Federal Register April 10, 19, &G, 8: 52 a. m. ) 
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SLCTION 1501. — DEDUCTION OF TAN FROM 
COM I'ENSA TION 

REGNI. ATIONS 114, SI'. ~:rIoN 411. 606: Collection 
of, and liability for, employees' tax. 

Regulations 114 amended. See T. D. 0108, page 669. 

PART II. — TAX ON EMPLOYEE REPRESENTATIVES 

SECTION 151ii. — P, ~TE OF r ~~ 

RFGULATIONs 114& SFcTION 411. 501: pleasure of 
eInployee repIresentati res' tax. 

Regulations 114 amended. See T. D. 6108, page 069. 

PART III. — TAX ON EMPLOYERS 

SECTION 1520. — R VTE OF TAX 

RKGvLATIONs 114, SFGTIoN 411. 401: Measure of 
employers' tax. 

Regulations 114 amended. See T. D. 0108, page 609. 

PART IV. — GENERAL PROVISIONS 

SECTION 1%2. — DEFINITIONS 

REGULATIONS 114 SEGTIoN 411. 202: Who are 
employers. 

A controlled railway association engaged in the performance of 
services incidental to railroad transportation. See Rev. Rul. 56 — 27, 
page 487. 

SUBCHAPTER D. — COLLECTION OF INCOME TAX AT SOURCE ON 
WAGES 

SECTION 1621(b). — DEI&'INITIONS: PAYROLL PERIOD 

RzrvLATIONS 120, SKGTIoN 406. 801: Payroll 
period. 

Payroll period of employee Ivho is occasionally paid at irregular in- 
tervals. See Rev. Rul. 56 — 272, page 498. 
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CHAPTER 10. — ADMISSIONS AND DUES 

SUBCHAPTER A. — ADMISSIONS 

SECTION 1700. — TAX 

REGLTLATIONs 48, SECTIoN 101. 4: Basis, rate, 
and computation of tax. 

Applicability of the tax on admissions to an amount paid for a re- 
served seat or simihtr «ccommodation in addition to a general ad- 
mission charge. See Rev. Rul. 56 — 111, page 513. 

SECTION 1701. — EXEMPTlONS FROM TAX 

REGI LOTIONS 43) SECTION 101. 15: Exemptions 
from tax. 

Rev. Rul. 56 — 7 

Dancing facilities operated and maintained by a city as part of its 
regular recreational program constitute facilities for physical exer- 
cise vvithin the meaning of section 1701 (d) of the Internal Revenue 
Code of 1939, and charges for admission thereto are exempt from 
admissions tax if the proceeds therefrom inure exclusively to the 
city. 

Advice has been requested whether dancing facilities operated and 
maintained by a city as part of its recreationa~l program constitute fa- 
cilities for physical exercise within the meaning of section 1701(d) 
of the Internal Revenue Code of 1M9. 

The city sponsors weekly community dances in its local civic audi- 
torium for the purpose of providing a ivho[esome environment for 
dancing for its young people. The dances are supervised by of[icers 
appointed by the city~oScials and are supported, in part, by the tax- 
payers of the city. Charges for admission to the dances are held to a 
minimum in order to encourage the young people to attend. All pro- 
ceeds from such affairs inure exclusively to the city. 

Under the provisions of section 1701 (d) of the Code no tax attaches 
to any admission to swimming pools, bathing beaches, skating rinks, 
or other places providing facilities for physical exercise, operated by 
any State or political subdivision thereof or by the United States or 
any agency or instrumentality thereof if the proceeds therefrom inure 
exclusively to the benefit of the State, political subdivision, United 
States, agency, or instrumentality. 

Senate Report No. 781, Eighty-second Congress, C. B. 1951 — o, 458, 
at 538, indicates that Congress intended to limit the benefit of section 
1701 (d) of the Code to activities which are appropriate for the Gov- 
ernlnent to encourage, especially if those activities are Government 
supported. Further, the Report states, at page 5M, that the exemption 
provided by section 1701 (d) of the Code is intended to apply to 
"admissions to facilities for physical recreation. " 

In view of the provisions of law and the expressions of intent found 
in the Senate Report concerning the exemption provided by section 
1701 (d) of the Code, it is held that dancing facilities operated and 
Inaintained by a city as a part of its recreational program for the 
purpose and in the manner described above constitute facilities for 
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physical exercise within the meaning of section 1701 (d) of the Code, 
ard charges for admission thereto are exempt from admissions tax if 
the proceeds therefrom inure exclusively to the city. 

Rev. Rul. 56 — 178 

The exemption provided by section 1701(b) of the Internal Reve- 
nue (. 'ode of 1030 does not apply to charges made for seating ac- 
conuuodations to ivitness grandstand events at an agricultural fair, 
such as rodeos or races, ivhere free standing room accommodations 
are provided for a corn»sr;&tively limited number. of persons xvho 
secure only a limited view of the events. 

Ilcveuue Ruling 101, (. '. B. , 10&~2, 334, amplified. 

Advice has been requested ivhether the exemption provided by sec- 
tion 1701(b) of the Internal Revenue Code of 1060, with respect to 
admissions to agricultural fairs, applies to charges made for grand- 
stand accommodations under the circumstances described below. 

In the insta. nt case, a no»protit agricultural fair association makes 
no charge for adniission to the fair ivhich it conducts. The only reve- 
nue producing events co»ducted by it are rodeos and automobile races 
to which graiidstand a(hnissions are sold. The association provides 
free standing room accommodations for a comparatively limited num- 
ber of persons. Such accommodations aA'ord standees only a liniited 
view of the events. 

Section 1701 (b) of the Code provides tliat the tax imposed on admis- 
sions by section 1700(a) of the Code shall not apply to any admissions 
to agricultural fairs, if no part of the net earnings thereof inures 
to tlie benefit of any stockholder or member of the association con- 
ducting the fair and if the proceeds therefrom are used exclusively 
for the improvement, maintenance, and operation of such agricul- 
tiiral f airs. 

Revenue Ruling 161, C. B. 1958 — 2, 3M-, holds that the exemption 
provided by section 1701(b) of the Code applies to a separate charge, 
made in addition to the gener;il admission charge, for admission to 
grandstand events which q»alify in their own light as agricultural 
fairs. It holds further that if all persons who have liaid the general 
admission charge niay view grandstand events which do not qualify 
in their own right as agricultural fairs, such as rodeos or races, with- 
out, payment of an additional charge, any additional payment for 
seating accomniodations (e. g. grandst~and seats) provided in con»ec- 
tion with the free events is considered an extension of the general ad- 
mission charge to the fair and is exempt from tax under section 
1701(b) of the Code. 

The basis for the exemption in the foregoing ruling, with respect 
to the cliarge for grandstand accommodations to view events which 
do not qualify in their own right as agricultural fairs, is that all 
persons having paid the genera~l admission charge are permitted to 
view the events ivithout liayment of any additional charge. 

It is held that since the association in the present case piovides free 
standing room accommodations for a comparatively limited number 
of persons ivho secure only a, limited view of the event, the charge niade 
for a grandstand seat constitutes, in efFect, a charge for admission to 
the event. Accordingly, charges ma, de for such a~dmissions are sub- 

ject to the tax imposed by section 1700(a) of the Code. Revenue Rul- 
ing 161, supra, is hereby amplified. 
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Rev. Rul. 56 — 197 

As a clarification of. Revenue Rulings 945 and 946, C. B. 1953 — o, 
6oo7 and 868, respectively, it is held that the tern1 "concerts" as used in 
section 1701(c) of the Internal Reve»ue Code of 1969 includes ballet 
and classical dance perforn1ances Ivhich require musical accompani- 
nlent, . 

Taxability of charges for admission to homes and gardens Ivhich 
are not of a historic;11 nature. See Rev. Rul. 56 — 190, pa~ge 517. 

CHAPTER 11. — DOCUMENTS, OTHER INSTRUMENTS, AND 
PLAYING CARDS 

SUBCHAPTER A. — RATE AND PAYMENT OF TAX 

SECTIOX 1801. — CORPORATE SECURITIES 

REGULATIovs 71 SEcTIQN 113, 55: Issues sub- 
ject to tax. 

Ct. D. 1799 

STAIIP TAXIES — INTERNAL REVEXUE CODE OF 19 9 — DECISION OF SUPREME 
COURT 

1. CORPORATE SECT RITIES — PROMISSORY NOTES — DEBENTURES — CER- 
TIFICATES OF INDEBTEDNESS. 

Corporation's nonnegotiable 3I/~ percent promissiorv notes evi- 
dencing a $4, 000, 000 loan from two insurance companies, maturing 
over a fifteen year period, containing no interest coupons, not en- 
graved or issued in registered form, and executed simultaneously 
with loan agreements imposing restrictions upon the corporation for 
the lenders' protection, are not subject to the documentary stamp 
tax on "debentures" or "certificates of indebtedness. " The unex- 
ercised provision in the underlyin loan agreements for substitution 
of instruments that might qualify as debentures does not render 
them taxable, for until debentures are in existence the "debenture" 
tax cannot be imposed. 

2. DEcIsIUN AFFIRMED. 

Decision of the United States Court of Appeals for the Ninth 
Circuit, 218 F. 2d 91, affirmed. 

SUPREIIE CQURT oF THE UNITED STATEs 

United States of An~erica, petitioner, v. Leslie Halt Co. 

On writ of certiorari to the United States Court of Appeals for the Ninth Circuit 

[Afarch 5, 1950] 

OPINION 

Mr. Justice HARLAN delivered the opinion of the Court. 
On February 1, 1949, Leslie Salt Company, being in need of funds to meet 

maturing bank loans and for v;orking capital, borrowed $3, 000, 000 from the 
Mutual Life Insurance Company of New York and $1, 000, 000 from the Pacific 
Mutual Life Insurance Company. As evidence of the indebtedness Leslie Salt 
delivered to each insurance company its "3It4 percent Sinking I&'und Pronffssory 
Note Due k'ebruary 1, 1964" in these amounts. The question presented is whether 
these instruments are subject to the documentary starup taxes laid on "all bonds, 
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debentures, or certificates of indebtedness issued by any c»rporation 
under sections 1800 an&1 1801 of the Internal Revenue Code of 1939. ' 

The Commissioner of Internal Revenue hekl the tax applicable, considering 
the two instruineuts to be "debentures" within the meauing of section 1801. IIow- 
ever, in a tax recovery suit instituted by Leslie Salt, follovving payment of the 
tax under protest and the Coinuiissioner's denial of a refutal, the 1)istrict C&&urt ' 
aml the Court of Appeals ' hei&1 the instruuients not to be "debentures" or other- 
vvise subject to stamp taxes. IVe brought the case here, 349 U. S. 9&1, to resolve 
the uncertainty left by loiver court decisions as to vvhether section 1801 applies 
to corporate notes of this type. ' 

Except as to aniounts an&1 payees, the two instruuients in question were in 
identi«al terms, having these principal features: (1) ea«h instruuient carried the 
promissory note des& ription already indicated; (2) each ha&1 a maturity of 1& 
vears; (3) each carried interest of 3+4 percent pavable August 1 and February 
1 of each year on the unpaid balance, and (4) each was subject to the teruis of 
an underlying agreeuient contfiiniug elaborate provisions. for the protection of the 
note holders. Amon ~ those provisions ivas one under which each insurance «&sue 

pauy could require I. eslie Salt to convert its note, which was typewritten ou 
orrlinary white paper, into a series of new notes in denominations of eg1, 000 nr 
inultiples thereof, "«ither in registered form without coupons or in coupon forni, 
and in printed or in fully eiigraved foruiin' This optio~ has uot been exercised 
by either note holder. 

These transa&. tions with the two insurance companies crmstituted a varietv of 
"private placement, " a uiethod of corporate financiug which, because of its 
economies and conveniences, has becoiue popular since the enactment of the 
Securities Act of 1933. The forerun&ent claims that these notes are taxable-under 
section 1801 either as "debeiitures' or "ceritficates of imlebtedness. " The tax- 

x SEC. 1800. "There shall be levied, collected, and paid, for nnd in respect of the sev- 
eral bonds, debentures, or &ertificstes nf stock and of indebtedness. nnd other documents, 
instruments, m»tters, &&nd things mentioned and described in sections 1801 to 1807, inclu- 
sive, or for or in respect of the vellum, parchment, or paper upon which such inctruments, 
matters, or things, or any of them, are written or printed, the several 'taxes specified in 
such sections. " 

SEC. 1801. "On «11 bonds, dei&entures, or certificates of inde)&tedness issued by any 
corporation, and all instruments, however termed, issued bv any cot)&oration with interest 
coupons or in registererl form, hnown generally ss corporate securities, on each $100 of 
face value or fraction thereof, 11 cents: Provided, That every renewal of the foregoing 
shall be taxed as a new issue 

& 110 F. Supp. 680. 
& 218 F. 2d 91. ' Decisions in the Courts of Appeals pointing toward the taxpayer's view are Curtis 

Publishtng Co. v. Smith, 220 I'. 2rl 748 (('. . A. 3d Cir. ); &Vttrs-Br mont-Pond Co. v. Fitz- 
patrick, 213 F. 2d 30. & (C. A. 2d Cir. ); United States v. Ety and Walker Dry Goorls Co. , 
201 F. 2d 684 (C. A. 8th Cir. ); Allen v. Atlanta Afetalhc Casket &. 'n. , 197 F. 2d 460 (C. A. 
6th Cir. ); Belden &)lfg. C. v. Ja&ecki, 192 I. 2d 211 (C. A. 7th Cir. ), and in the District 
Courts are Bijou Theatriea! Enterprise Co. v, f&fcnningcr, 127 I'. Supp. 16 (D. C. E. D. 
Mich. ); Kn«dson Crea&aery Co. of California v. United States, 121 F. Supp. 860 (D. C. 
S. D. Calif. ): Shamror k Oil rt Oar& Co. v. Cau&pbelt, 107 F. Supl&. 764 (D. C. N. D. Tex. ); 
Pollanshee Steel Crorp. v. t. nitrd States, 4 P — H 1955 Fed. Tax Serv. '„72, &15& (D, C W. D. 
Pa. ); United A&r Lines Inc. v. United States, 4 P — H 195o Fed. Tax Serv. ', [72, 567 (D. C. N. D. 
Ill. ): f&fotor Finance Corp. v'. &i sited Stater&, 4 p — H 1954 I&ed. Tsx Serv. c&72. 706 (D. C. 
D. N. J. ). Decisions in the Court of Appeals pointing the other mav are Gc»eral lfotore Acv 
ceptance Corp. v. Higgtne, 161 F. '&rl 593 &C. A. 2d Cir. ), [Ct. D. 1&08, C. B. 1948 — 2 1571] 
and Commercial Credit Co. v. Hoffe& t&crt, 188 F. 2d 574 (C. A. 4th Cir. ), nnd in the District 
Courts are S. S. Pierce Co. v. United States, 127 F. Supp. 3l)6 (D. C. D. I&lass. ); H, Kohncker' 
d Sane Co. v. United States, 124 F. Supp. 211 (D. C. N. D, Ohio); General t)toto&s A«oct&t- 
unes Corp. v. Htgg(ns, 120 F. Supp. 737 (D. C. S. D. N. Y. ); United States v. General Shoe 
Corp. , 117 F. Supp. 668 (D. C. M. D. Tenn. ); Gamble-Skag&no, Inc. v. Kelm, 112 F. SupP- 
872 (D. C. hiinn. ); Shor&»& Steel Corp. v. U»&tert States, 4 P — H 1955 ed. Tax Serv. 
$72, 716 (D. C. W. D. Pn. ); and Stuyvesant Town Corp. v. United States, 111 F. Supp. 243 
( C t. Cl. ) . 

'Other provisions of these agreements msy be summarized as follows: (1) The basic 
terms under which the insurance companies agreed to "purchase" the Leslie Salt notes. 
(2) Rrpresentations by Leclie Salt that financial ctstements and lists of propertv holrlings 
submitted by it mere complete anil accurate. (3) Various conditions precedent to the 
purchase of the notes, including: opinion by connsel that the transaction was authorized 
unrler the applicable state law; that the balance of the $4, 000, 000 loan mas subscribed: snd 
that the loan dn&uments mould i&e in form satisfactory to counsel. (4) A representatiou 
hy the lender that it was not acquiring the note for the purpose of sale. (5) A provision for 
i&repal ment by Leslie Salt of $285, 000 principal amount for each year, without premium 
snd of an additional $285, 000 annually at the option of Leslie Salt, oleo without premium, 
ns long as the prepayment came from earnings or liquidation of assets. Leslie Salt h&&d 
the right to make further prepayments, but subject to n premium of 3 percent, which after 
the iirst three years of the note rlescended in amount at the rate of &/4 percent each year. 
(6) Leslie Salt promiserl to pay all its taxes, keep its property in repair, keep accurate 
records, insure its properties, and make regular financinl statements to the holders of tbe 
notes. (7) Leslie Salt promised not to become indebted, not to pny dividends or retire stock, 
except ss provi&led in the agreement; and not to change' the nature of its business or let its 
working capital decline beneath n specified amount. 
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paver, ou the other hami, & ontends tliat these tern&a, u»&1efiu& d iu the statute, &h& 

not inclmle iiutes uf the type h«r« iu issn&. Tal(en i» light of the legislative;in&1 
adniinistra!iv« liistory ui the stiitute, we agree &vith the taxp;iycr's contenti&&u. 

"Debentures" and "c«rtiii&;ites &&f indebtedness, " along with other 1-imls of 
(oi'pc&ate s««urities, have beeii snbj«ct !o stanip taxes siii««1'!08, exc(pt for tlie 
periud between 1002 aud 1014. & '1'ruiuissory notes" vvere also subject to st»nip 
&luties froui 1808 to 1001:i&id fi. 'oiu 1014 uutil 10"4, ivlien the tax &vas repeal«d; ' 

it has never beeii re-enacted. The tax on "proiiiissury notes, " lioivev&r, ivas 
ahv;iys carried in a section s&1&nrat« froui tlmt &untainiu ~ the tax on "born!&h 
&lebeutures, or certiiicates of iu&lebte&luce&h ':»ul iv&is ahvays at a rate . luiver 
thau the tax ou those instruments. Since pr&»nissory uotcs, debentures, aml 
«ertificates of indebt«incan all serve the same basic lnirpusc — that is, as evi- 
&l«ace of a debt — tliis furuier le islativ«distinction betwecu pruuiissury notes au&1 
tbe other iustruuieuts assuuies siguifi&auce in detcruiiuing wlietlier the present 
in&tes are taxable. For uul«ss the e:irlier st;&tnt«s werc iuteu&1«d to iiupuse t&v&& 

tax«s on tile. saiiie iustrniiieut, &vhi«h ive should not assunie, or the present tax 
on debentures aud «ertih«at«s of imlebtedness is br&&ader in s&ope than that iu 
effect in 102&4, of ivhi«h tliere is no indi«:itiou, it ivould see»i to folloiv that these 
notes slu&uld uot iu&w l&e taxed if they cau be said to fall &vithin the class ot 
"proniissury uut«s" &&u which tlie tax &vas repealed. 

The Covermuent argues that the repealed promissory note provision related 
only to ordiuary short-term paper custoiuarily used iu d;iy-to-day comniercial 
transactions, and that it did uot eiubrace uotes, lil(e those i&ere involved, of large 
anionuts, long uiaturity, and secured by an elaborate niulerlyiug agreemeut. 
S«e G«»eral l)Iotors . 4& c&I&tan«« Co& p. v. IIiggi »s, 101 F. 2d u03, 505& [Ct. D. 1708, 
C. B. 1048 — 2, 15&7]. The existence of these features, however, does not render 
either of the Leslie Salt instrnuieiits auy the less a promissory uote, as each divas 
captioned. Nor do &ve fiud auythiug iu the earlier legislatiou or in its history 
&vhich satisfies ns that tliis type of note ivouhl not have beeii taxable at the 
loiver rate provided in the prouiissory note section of the foriuer statute. See 
Xiles-Bc»&e&&t-Po&«f Co. v. Fit. =patrirl;, 213 F. 2&1 30, &, 308 — 310. &&Ioreover, the 
administrative iuterpr«tatioiis of the Treasury, dis«ussed belo&v, affir&natively 
indicate that they ivoul&1 have been coiisidere&1 taxable nmler that section. 

But even assuniiug that these notes could not fairly be called "proniissory 
notes, " it does uot f&&lh&w that they uiust therefore be regarded as "debentures. " 
or "«ertificates of imlebteduess. " That depeuds upou the meauing of those 
terms in the statute, and npun ivhether these uotes, regardless of their descriptive 
caption, have the essential characteristi(s of "debentures" or "certificates of 
indebtedness, " as th&&se teruis are &is«&1 in tlie statute. Gc»&'ral !Iotors Acccpta&&ce 
Corp. v. Higgi»s, supra; Xiles-Hc»&e»t-Pon&f Co. v. Fit"i&at&i(i, s»pra. And iu 
determining the scope of the statute, ivhi(h has remained substautially unchanged 
since its first enactuient, the Treasury's interpretations uf it are entitled to 
great weight. 1pl&ile v. 1! i»chest«r Cl»b, 315 U. S. 3'2, 41 [Ct. D. 1, &38, C. B. 1042- 
1, '&7'&j. 

The aduiinistrative history of the statute establislies tliat until 1047, wheu 
the General Ilotors case, supra, ivas decided, ouly those iustrumeuts were con- 
sidered subject to the "debenture" tax which avere issue&l (1) iii series, (2) under 
a trust indenture, aml (3) in registered forui or ivith &unpuns attached. In 
other &vords, that tax was considered to apply only to uiarl «table corporate secu- 
rities, as that terui is generally uuderstood. C&niversely, «urporate promissory 
notes lacl-ing any of those features, such as those issued by respondent, were 
taxed at the loiver promissory note rate until that tax avas repealed in 1024, 
and were uot taxed thereafter until the Goveruu&eut'8 success in tlie General 
IIotors ease in 1047. 

As early as 1018 the Treasury, iu distiuguishing instruuients taxable at the 
"bond" and "debenture" rate from those taxable at the louver "prouiissory note" 
rate, then still in force, dreiv the line as follows: 

"(3) Instrnuients containing the essential features of a proinissory note, 
but issued by corporations in nuuibers under a trust imleuture, either iu 
registered furm or ivith coupons attached, euibodying provisions for accelera- 
tion of niatnrity in the event of any default by tlie obligor, for optional 

'Act of June 13, 1898, 30 Stat. 448, 451, 458: Act of 5farch 2, 1901, 31 Stat. 938, 940, 
942; repealed by the Act of April 12. 1902, 3'& Stat. 90, 97; re-enacted in the Act of 
October '&2, 1914, 38 Stat. 745, 753, 759, and carr!id forward in subsequent Revenue Acts. 

'Act of June 13, 1898, 30 Stat. 448, 4, &1, 45&8; repeale&l by th& Act of 5larch 2, 1901, 
31 Stat. 942; re-enacted in the Act of October 22, 1914, 88 Stat. 74'&, 753, 700; carried over 
!n the Revenue Acts of 1. &17, 1918, and 1921, 40 Stat. 300, 319, 323: 40 Stat. 1057, 1133, 
1137; 42 Stat. 227, 301, 305, and repealed by the Revenue Act of 1924, 43 Stat. 253, 352. 

393474' — 56 — 44 
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registration in the case of bearer bonds, for authentication by the trustee, 
and sometinles for redemption before maturity, or similar provisions, are 
bonds within the nleauing of the statute, whether called bonds, debentures, 
or notes. However, a short-term instrument, although issued by a corpora- 
tion under a trust indenture, may be regarded as a note if every instrument 
of such issue both (a) is»ayable to bearer and incapable of registration and 
(b) lacks interest coupons and so requires presentation u»on each payment 
of interest. " T. D. 2713, May 14, 1918, 20 Treas. Dec. Int. Rev. 358 (1918). ' 

iVhen Congress in 1918 amended the existing statute by adding the language 
"and all instruments, however terlned, issued bv any corporation with interest 
coupons or in registered fornl, known generally as corporate securities 
still found in section 1801, the Treasury recognized that this was in effect an 
enactment of its prior restrictive interpretation. ' The regulations which fol- 
lowed the repeal in 1924 of the tax on promissory notes did not purport to 
enlarge the scope of the tax on "bonds" or "debentures"; the Treasury adhered 
to the same interpretation issued under the previous statute. " The regulations 
were anfended in 1941 to the less specific, but not inconsistent fornf under which 
the present notes lvere taxed. Finally, explicit recognition that the attempt to 
tax notes not having the features of marketable corporate securities was a 
departure from prior Treasury practice is found in a ruling bv the Commissioner 
of Internal Revenue that General jifotors would not be applied retroactively: 

"The Bureau has for a considerable period of tinfe held that an instrument 
ternfed "note, " not in registered form and issued rvithout interest coupons, 
is not subject to the stamp tax upon issuance or transfer. Because of this 
long and uniform holding of the Bureau and the consequent reliance of 
corporations on these rulin" s, it has been concluded that, under the authority 
contained in section 3791(b) of the Internal Revenue Code, the decision in 
General 3lotors Acceptance Corporation v. Higgifis, sfrpra, will not be ap- 

' In the same Treasury Decision "promissory note' was defined as "An instrument not 
under seal containing a simple promise to pay a sum of ruoney at a specified time, such as 
fs common In everyday commercial use, is a promissorv note within the meaning of the 
statute. " It should be noted that the qualification which we have italicized was omitted 
from the definition of "promissory note" in the Regulation promulgated one year later. 
See note 10, post. '. The then Solicitor of Internal Revenue, Mr. Robert N. Miller, expressed this view: 

"The words 'all instruments, however termed, issued by any corporation with interest 
coupons or in registered form, known generally as corporate securities, ' were clearly added 
in recognition of the varied forms in which corporate securities are issued, and to defeat any 
attempt to avoid the tax by issuing instruments of the general character of bonds, deben- 
tures, or certificates of indebtedness under a different name. " L. O. 909, Sales Tax Rulings, 
December, 1920 ST. 1 — 20 — 85. 

»ART. 8. Instruments issued in numbers, under a trust indenture, are bonds. — Instru- 
nrents containing the essential features of a pronrissory note, but issued in series. secured 
by a trust indenture, either in registered form or with coupons attached, embodying 
provisions for acceleration of maturity in the event of anv default by the obligor, for 
optional registration in the case of bearer. bonds, for authentication by the trustee, and in 
Come instances for redemption before maturity, or sinrilar provisions, are bonds within 
the meaning of the statute, whether called bouds, debentures, or notes. " Treasury Regu- 
lations 55, September 18, 1924. 

The regulations preceding the repeal of the tax on promissorv notes provided: 
"ART. 8. Instruments issued by corporations in numbers, under a trust indenture, are 

bonds. — Instruments containing the essential features of a promissory note, but issued 
by corporations in series, secured bv a trust indenture, either in re "istered form or with 
coupons attached, ernbodi. ing g&revisions for acceleration of maturity in the event of anv 
default by the obligor, for optional regisfration in the case of besrir bonds. for authenti- 
cation by the trustee, and in some instances for redemption before maturitv, or similar 
provisions, are bonds within the meauing of the statute, whether called bonds, debentures, 
or uotes. 

a 
"Anr. 48. 'promissory note' defined. — A promissory note is an unconditional promise in 

writing made by one pei son to another signed by the maker engaging to pay on demand or 
at a fixed or determiuable future time, a sum certain in money to such otlier person or to 
order or to bearer, free from restrictions as to registration or transfer and usually without 
coupons. " Trcasi&ry Regulations 55, , 7une 11, Ifil™9. 

The 1920 revision of Regulations 55 was substantially identical, as were the Regula- 
tions issued under the Revenue Act of 1921 (Regulations 55, Articles 8 and 85). » SEc. 118. 50. "Scope of Tax. — Section 1801 imposes a tax upon the issue by anv 
corporation of bonds, debentures, certificates of indebtedness, and all instruments, however 
termed, with interest coupons or in registered form and known generally as corporate 
securities. Lcvery renewal of the above described instruments is taxable as a new issue. " 

Ssc. 118. 55. "Issues Subject to Tax. — Ordinarilv, a corporate instrument stvled a bond, 
debenture, or certificate of indebtedness is subject to tax. However, the taxabilitv of an 
instrument is not determined by the name aloue but depends upon all the circumstances, 
such as the name, fomn, and terms of the instrument, etc. Hence, an instrument, however, 
designated, having all the essential characteristics of a bond, debenture, or certificate of 
injlebtedness is taxable as such. Similarly, an instrument issried with interest coupons, or 
with provision for registration, aml coming withiu the class known generally as corporate 
securities will be held subject to the tax regardless of the name by which it may be called. " 
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plied retroactivelv, except that auy talc which has beeu pai&1 on thc i»»uaii«e 
or transfer of instrun&ents falling &vithiu the scope of the &le«i»ion v& ill not be 
refuuded. " l]. T. 3'&, (. 'niuulative Bulletin IMS-'&, pa "e 1&i0. 

The teru& "certiii«ate of iudebte&lnc»»' has a similar ailn&ini»trative ba«l-ground. 
Since I!)o0 the Treasury lias «onsiilered certificates of in&lebteiliic»s as al-iu to 
builds arid debeiitur«s, including "ouly iu»trumcuts bavin" tlie general cha. ra&ter 
of i&&vestment se«u& iti('s, as ili»tingnisl&ed fro&u iu»tru&uent~» eviden& in, ' debts aris- 
ing iu ordiuary transa«tion bet&veen iniliviiluals a a " L. O. 00!), Sales 
&far Rnliu "s, 1&c&euiber 1!)20 ST: 1 — "0 — 8 &; Ile». , ». (Art. 14), October 2(&, 10'0, 
2& T. D. Iiit. 13ev. &0" (1!&'0). " The c»»ence of an "investment se&urity" is, of 
course, iuarltet:ibility, aud this ba»i« feat&ire tire I. e»]le «&lt ]rot('» di&l not lmve. 
The Tre»sury itself ha» a«i&no&vie&1'e&l that proiui»»i&ry notes la& 1'in this quality 
liave never beeu tarred as -ccrtiii(sit«» of iudebtedn&'»», " . 'd. T. 3'&, Cnuinlative 
Bulletin 1048 — ', pa, e 100 (ai&tc, lm "es 3 — 9), aud none of the Io&vcr court & a»i », 
including Gc»c&n] jloto&a, s»]»u, have re'iirded i»»truniciits such as the Leslie 
Salt mites as beiug certiii«ates of iiulebte&lness. 1Ioreover, it &uay be observed 
that in the stan&p taz se& tii&us of !lie Interiml Ifeveuuc Code of 1051 the words 
"certificates of indebtedue»», " «&msistently &vith this a&1&uiuistrative history, have 
been eliuiiuateil a» a sep:&rate taxable c;itegi&ry of. &i&r]ior»te iustruu&cuts, aiul is 
employed»iu&ply as a. !erui &&f:irt e&ubr&i«ing all the iustrun&cuts tazed, that i», 
'bouds, " "debeiitnres" aml oilier iii»trnmeuts in re . i»tered foriu or with coupons. 
Interual 13eveuue C&&&le &&f 1!), &4, , ei. i ion» 4311, 43S1. 

In coutra»t to the position it ha&1 con»i»icutly tal&eu througlniut tlie many years 
precediug the decision iu the G&'»rru] Uoto&'a case, tl&e Treasury now ar ues 
"that Cougress inteuded iu section 1801 to «over all long-teriu debt obli" ations 
supported by eh&borate prote& tive covenant» anil tliat this i» so regardless of 
details of the papers used, the hin uage by &vhich the transa«tiou was consum- 
mated or the uatnre of the pnr«baser's business. " This couteutiou seems to sten& 
from the belief that hail tire "private placeu&ent" uiethod of finai&«iug been as 
widely kuown iu 1!)"4 as it i» uiuv, C&&ug're»s would uot have repealed the prouiis- 
sory note taz iu its entirety, a» it &lirl. But if that be so it is uevertheless for 
Cougress, aud uot the courts, to «hauge the statute. IVe must deal &vith tlie 
statute as &ve find it, and if the»e iu»truu&eut» are &&either "deb«i&tares" nor "cer- 
tificates of ifidebteduess" they uiay uot be taze&1 under the present statute. The»e 
taxes are based uot upou the nature of the transaction inv»iver, but upou the 
character of the iustrniueuts eiuployed. As long ago as 1873, this Court sai&l: 
'The liability of au iustrmuent to a stamp duty, as &veil:&s tlie amount of su«h 
dutv, is deteruiiued by the forui aud face of tl&e instrunient, aud cannot be 
afi'ected by proof of facts outside of the iustruu&eut itself. " I;»it«&] States v. 
Iafia»&, 17 IYalh 400, 501. 

"The ruling by the So]icitor of Iuternal Rev&nue said: 
"The Century Dictionary defines 'dehentnre' aa 'A. wc!tin acknowleilging a &leht; 

fpecifiiallv, an (natrument, geuerallv uni]& r. seal, for tl&c repayment ot' moue] lent; usua]]v, 
if aot exclusively, u»ed as obligations of corporations or large uu&ncyed &. opartner»hipc, 
i. sued in a fornf convenient to be bought and sold as iuvestn&ents. ' &ibis definition was 
adopted by the court in Barton Nat. Bank v. Atkins; 72 &'t. 08; 47 Atl. 176, 180. The 
term '&s. rtificates of iudebteduess' has also come to have in comuier&ial uae a s]n&i]»r 
meaning. In Denver v. Houie Savin» Ban]-, 2&GG U. S. 101, li&8, the court said: " '&Vhat is tru&' about born]a i» true about certificates of indebtedue»s. Indeed it is 
difi]cu]t to see any distinction between them as they are co&un&only known to tl&e bnaiue»» 
&vorid. The ecaeuce of each i» that they contain a promise uu&ler seal of the corporation 
to pay a certaiu sum to order or bearer. ' 

"It the term 'certifieates of iudebtedness' standing by itself be susceptible of a broader 
meaning than tlmt given to it above, ita association here &v!th bouds and &lebeutures ezcludes 
such broader &ueauiug. The maxim iioecit»r && aociia applies. 

"A consideration of Titl~ XI a» a»bole supports the conclusion above arrived at. 
Three classes of paper issued by indivii&uals, partner»hips, and corporations are subject 
thereuni&er to staiup tax: Bonds oi ind&bte&lneas (sub&livisiou 1), eertificatcs of stock 
("ul&di&. iaiou 8 &, and drafts or checks and promissory notes (sufi!vie]on 0); i. e. , iustru- 
»e»t» pnaeaein- to a greater or less ezteut tlie attribntea of co&umercial piper. 

"The preii&i. e» ]cad inevitably to the conclusion that it waa uot the intention of Congress 
to taz under sub&livia&on 1 of thc said Schedule A every eviilcnce of indebtedness other 
tlian those inclniled under the head» of shares or certificates of stocl-, proniiacory notes, or 
]&ills of exchange, hut only those eviilences of in&lehte&lneas which have the general character 
of inveatn&ent cecuriti&» and &vl&ich ma] properly be included under the term 'bonds of 
indebtedness. ' The definition of 'certificate of indebtedness' as 'primarily any inatrmneut 
ackuowledgin liability for the paynieut of money, not in the recognized form of a 
promiacorv note or bill of & xchange, ' contained iu T. D. "718, is too iuclusive and does not 
&ufhciently delimit the instruments iucluil&sl iu the tenn. "It is therefore Iield that the term 'certifiicate of iudebte&lnea»' as used in subdivia!on I 
of Scl&eilule A, Title XI, Revenue Aet of 1018, inclu&les onlv inatrun&ents having the 
general character of lnveatnient securities, as &1&»t!nguisl&ed froui instruments evi&lenclng 
debts arising in ordinary tran»action bet&veen individuals; aud that conditional bills of 
salt. ' are not certificate» nf indebtedness. 

"T. D. 2718 shou]i] be moil&fie to confor&u with this holding. 
RoBRRT N. ](]rr. r. au, 

Sn]ie]tor of Inter&ia] I]eec»&&e. " 
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There are persuasive reasons for construing "debentures" and "eertifieates 
of indebtedness" in accordance with the Treasury's original interpretation of 
those terms in this statute's altogether comparable predecessors. In Noru egian 
Nitrogen Prod. Co. v. United States, 288 U. S. 294, 815, ilr. Justice Cardozo said: 

"administrative practice, consistent and generally unchallenged, will riot be 
overturned except for very cogent reasons if the scope of the command is 
indefinite and doubtful. United States v. Iifoore, 95 U. S. 760, 768; Logan v, 
Dani s, 288 U. S. 618, 627; Breu:ster v. Gage, 280 U. S. 827, 886 [Ct. D. 148, 
C, ' B. IX — 1, 274 (1980) ]; Faiccus itIachine Co. v. United States, 282 U, S. 
875 [Ct. D. 278, C. B. X — 1, 424 (1981) ]; Interstate Commerce Comnu v. N. Ir. , 
N. H. c6 H. R. Co, , 287 U. S. 178. The practice has peculiar weight when it 
involves a contemporaneous construction of a statute by the men charged 
with the responsibility of setting its machinery in motion, of making the 
parts work e@eiently and smoothly while they are yet untried and new. " 

Against the Treasury's prior longstanding and consistent administrative inter- 
pretation its more recent ad hoc contention as to how the statute should be 
construed cannot stand. Moreover, that original interpretation has had both 
express and implied congressional acquiescence, through the 1918 amendment 
to the statute (ante, page 7), which has ever since continued in effect, and 
through Congress having let the administrative interpretation remain undis- 
turbed for so many years. See i'orn Products Re/ning Co. v. Commissioner, 
850 U. S, 46, 58; Nortcegian Nttrogen Prod. Co. v. Untied States, supra, at page 
818. " Still further, it is an interpretation which is in accord with the generally 
understood meaning of the term "debentures. " Cf. First Nat. Bank v. Flershem, 
290 U. S. 504, 508. " 'The words of the statute [a stamp tax statute] are to be 
tal-en in the sense in which they will be understood by that public in which they 
are to take effect. " United States v. Isham, supra, at page 504. 

Construing the statute as we hare, we conclude that the I. eslie Salt notes are 
. neither "debentures" nor "certificates of indebtedness" within its meaning. . The 
fact that the agreement underlying these notes provides for the substitution of 
instrunzents which might qualify as debentures does not render these notes 
taxable, for until debentures are in existence the "debenture" tax cannot be 
iniposed. 

%ye hold these notes are not subject to stamp taxes under the statute. 
Afilrmed. 

SECTION 1802(b). — CAPITAL STOCIZ (AND SIMILAR 
INTERESTS): SALES AND TRANSFERS 

REGULATIGNs 71, SEGTIoN 118. 88: Sales and Rev. Rul. 56 — 55 
transfers subject to tax. 

Applicability of the documentary stamp tax to the transfer of 
stock pursuant to the terms of a California decedent's will vrhere 
stock was acquired after July 28, 1927, and during the existence of 
the marital relationship. 

Advice has been requested concerning the applicability of the docu- 
mentary stamp tax, imposed by sectioII 1802(b) of the Internal Rev- 

"It should be said that the administrative practice, which we consider as crucial here, 
was not brought to the attention of the Court of Appeals in igiles-Bemont-pond v. Fitz- 
patrick, supra. Nor do General 31otors Acceptance Corp. V. Efiggins, supra, or any of the 
cases cited in note 4, supra, advert to that practice. 

z4 As long ago as 1916, no less an authority in corporate finance than the late Mr. F. L. 
Stetson described debentures in the following terms: "In the United States, as already mentioned, the term 'debenture' is understood to mean 
serial obligations of a corporation not secured by a specific mort a e, pledge or assignment 
of property. Of course a series of debentures may be issued without the execution of any 
indenture relating thereto. I'rior to 1900 the few issues that had been made of such 
debentures were not accontpanied by a trust agreement. In such case the right and priv- 
ileges given to bondholders were set forth at length in the obligation, thus making a 
somewhat lengthy instrument. Since an issue of debentures under trust agreements by the Lake Shore R. R. Co. and by the New York Central, the custom of adopting such agree. 
ments has become general. Originally in 1899 the General Electric Company made a large issue of debentures without an agreenzent, but at the time of the refunding in 1912 a trust 
agreement was executed. " "preparation o, Corporate Bonds, Xiortgages. Collateral Trusts 
and Debenture Indentures, " in Some Legal phases of Corporate Financing, Reorganization 
and Regulations, page 66 (Assn. of the Bar of the City of New York, 1917). 
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e»ue Cocle of 1030, to the transfer of sliares of stock, acquired after 
July "8, 10'7, pursua»t to the will of a dece&lciit who had been domi- 
ciled in C:ilifornia, a co»&»&unity property state. 

A California resident, who is survived by his widow, died testate in 
105o leaving his part of the coniniuiiity property to his heirs. In- 
cluded in the corpus of the estate were shares of stock which were 
acquired during the existe»ce of the»i:irital relationship and after 
July 28, 1M7, the eA'ective date of sectin» 161a, of the Civil Code of 
California, . That section provides that the respective i»terests of the 
husband and wife in community property cl»ii»g co»ti»ua»ce of the 
mairiage relationship are present, existi»g, a»d eq»al i»terests uncler 
the management ancl control of the husba»cl. Section 161a, gave the 
wife a vested interest in her one-lialf share of any community p~roperty 
acquired after July '~8, 10'i7. 

Section 180'i(b) of tlie Code imposes a stamp tax on all sales and 
transfers of legal title to a»y shares or certificates of corporate stock. 

Section 110. :38 of Regulatlo»s 71 provicles tliat transfers of stock 
from perso»s holding legal title as tenants in co»imon to the same 
persons separately to effect a partition are subject to tax. 

Accordin& ly, where a C;ilifornia'resideiit dies testate leaving his 
part of the community property (acquired after July 28, 1M7) to his 
heirs, the wife's undivicled interest in hei shaie of the community 
property is vested during coverture a»d is not disturbed by the death 
of the husband. Iiowe~er, the heirs, being vestecl inimediately upon 
the cleath of the testator ~i. ith the latter's uncliviclecl interest in the 
co»»iiunity property, hold their unclivided interest as tena»ts in com- 
mon with the sui viving wicloiv. The transfer of the decedent's un- 
dividecl interest to his heirs is taxable and, since such interest is a» 
undivided one in each share of stock included in the conununity prop- 
erty, the tax on the transfer is based on the entire number of shares 
involved. If the shares thus held by the widow and the heirs as ten- 
ants in common are divided;i»iong such persons, a further transfer tax 
will be incurred basecl on the number of sha~res transferred to the 
ividow ancl to each of the several heirs. 

See Revenue Ruling 55 — 080, C. B. 1955 — 9, 044, dealing with the 
transfer of stock under the will of a decedent wliere the stock was 
acquired prior to July 20, 1&7. 

CHAPTER 15. — TOBACCO, SNUFF, CIGARS, AND 
CIGARETTES 

SUBCHAPTER F. — MISCELLANEOUS PROVISIOVS 

SECTION 2108. — REDEMPTION OF STAMPS ON PACKAGES 
AVITHDRAAVN FROM MARKET 

Claiins filed by a manufacturer or importer of tobacco products, 
after expiration of the period of lin»tation, as a result of such tobacco 
products being held in custody by a United States marshal. See Rev. 
Rul. 56 — 150, page 586. 
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CHAPTER 19. — RETAILERS' EXCISE TAXES 

SECTION 2406. — TAX-I'REE SALES 

REGULATIGNs 51) SEOTIGN 820, 20: Sales to 
States or political subdivisions there- 
of and to the United States. 

Exemption from the tax with respect to sales to a redevelopment 
agency. See Rev. Rul. 56 — 4, page 687. 

CHAPTER 29. — MANUFACTURERS' EXCISE AND IMPORT 
TAXES 

SUBCHAPTER A. — MANUFACTURERS' EXCISE TAXES 

SECTION 8408. — TAX OX AUTOMOBILES) ETC. 
REGULATIGNs 46) SEcTIQN 316. 4: who Is a 

manu f acturer. 

Applicability of the manufacturers excise tax to the rebuilder's sale 
of a reassembled generator containing an armature rewound by the 
reassembler and to a rebuilt clutch assembly. See Rev. Rul. 56 — 189, 
page 508. 

SECTION 8404. — TAX ON RA. DIO RECEIVING SETS, TELE- 
VISION RECEIVIXG SETS, PIIOXOGRAPHS, PHONO- 
GRAPH RECORDS, AND MUSICAL IXSTRUMEXTS 

REGULATIQNs 46 SEOTIGN 816. 68: Musical 
instruments. 

Assignment to a successor of the right to file claims for refund or 
credit of manufacturers excise tax paid by the predecessor. See Rev. 
Rul. 56 — 8, page 685. 

SUBCHAPTER C. — GENERAL ADMINISTRATIVE PROVISIONS 

SECTION 8442. — TAX-FREE SALES 
REGULATIGNs 46 SEGTIoN 816. 24: Sales to 

States or political subdivisions there- 
of and to the United States. 

Exemption from the tax with respect to sales to a redevelopment 
agency. See Rev. Rul. 56 — 4) page 687. 
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SECTION 3443. — CREDITS XND REFUNDS 

Rxuur, xTxoxs 46, SzcTzo~ 316. 204: Creclits and. Rev. Rul. 56-3 
refunds. 

(A. ]so Section 3404. ) 
Under the provisions of section 3477 of the Revised Statutes, a 

voluntarr assignment of a right to file a claim for credit or refund 
of manufacturers excise tax is not recognised, 

Aclvice has been requestecl ivhether a successor by purchase may 
file claims for refuncl or ciedit of manufacturers excise tax which 
has been paid by a predecessor. 

;4 company purchasecl the plant ancl manufacturing activities of 
tuiother company ivhicli was engagecl in manufacturiiig musical in- 
struments. Many of the musical instruments on which the predeces- 
sor liad paid the manufacturers excise taz were still in the hands 
of dealers at the time the business ivas purchased by the successor. 
Subsequently, a number of those musical instruments were sold to 
religious or nonprofit echicational institutions. The predecessor is 
now engaged in other business activity and wishes to avoid, in the 
case of such tax-exempt sales, the necessity for reimbursing the dealers 
and filing claims for refund. Therefore, the predecessor ezecuted, in 
favor of the successor, an assIgnment of its right to file any claims 
for refund or credit of the nianufacturers ezcise taz paid by it on such 
instruments and autliorized the successor to fiile such claims in its 
oivn name and to receive the payment or credit. 

Section 3404(d) of the Internal Revenue Code of 1M9 provides 
tliat musica. l instruments solcl to religious or nonprofit educational 
institutions for exclusively religious or educational purposes are 
exempt froni taz. Section 3343(a) (3) (A) (i) of the Code provides 
for the allowance of a credit or refund on taz-paid musical instru- 
ments sold to either of tlie foregoing classes of institutions exclusively 
for the purposes statecl. 

Section 3477 of the Revisecl Statutes 31 U. S. C. 203 provicles for 
the general rule that all transfers and assignnients niade of any claim 
upon the United States, or any part or share thereof, or interest 
therein, whether absolute or conditional, and whatever may be the 
consideration therefor, ancl all powers of attorney, orclers, or other 
authorities for receiviiig payment of any such claim, or of any part 
or share thereof, shall, with certain exceptions not here material, be 
absolutely null and void, unless they are freely made and executed in 
the presence of at least two attesting witnesses, after the allowance 
of such a claim, the ascertainment of the amount due and the issuing 
of a, warrant for the payment thereof. 

Despite the broad sweep of the language of section 3477 of the 
Revised Statutes, some exceptions to the above general rule have 
become well recognized. Thus, it has been held that involuntary 
assignments, that is, transfers by operation of law, are not within 
the statute. Furthermore, some types of voluntary assigninents, such 
as transfers by will and general assignments for the benefit of 
creditors, have been recognized as exceptions to section 3477. Simi- 
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larly, the statute does not apply to a transfer resulting from a statutory 
merger or consolidation of two corporations. 

In the instant case, the transfer of the assets was by purchase 
and the assignment was a voluntary act of the parties. Accordingly, 
it is held that, under these circumstances, only the predecessor has 
a right to file a claim for refund or credit of manufacturers excise tax 
paid by it, and that the assignment which has been executed in this 
case may not be recognized. Therefore, credit or refund will be 
allowed only to predecessor who actually paid the tax. 

Rev. Rul. 56 — 231 

Revenue Ruling 55 — 763, C. B. 19o5 — 2, 657, is based upon facts 
which are different from those upon which the United States Court 
of Claims rendered a decision in the case of General 3fofors Corpor- 
atiow, Eripidaire Division v. baited. States, 121 Fed. Supp. 932, cer- 
tiorari denied, 348 U. S. 942. Therefore, that Revenue Ruling was 
not intended to, and in fact does not, indicate a concurrence by the 
Internal Revenue Service in that decision. 

The Internal Revenue Service has been asked whether Revenue 
Ruling 55 — 763, C. B. 1955 — 9, 657, is based upon the decision of the 
United States Court of Claims in the case of Genct"al 3Xotors Corpot a- 
tion, Frigidaire Division v. United States, 191 Fed. Supp 9M, certi- 
orari denied, 348 U. S. 942, and. is, therefore, an indication that the 
Service now concurs in that decision. 

The question evidently is attributable to the fact that the Revenue 
Ruling involves a case in which defective articles are replaced within 
the warranty period and thus seems to be the same situation that was 
present in the Frigidaire case. The Service desires to stress that, 
notwithstanding such apparent resemblance, the situation in the Reve- 
nue Ruling is in fact difFerent and should not be confused with that 
present in the Frigidaire case. 

In the Frigidaire case, the court held, in substance, that the expense 
of the manufacturer in fulfilling its warranty on a taxable item is in 
e8ect an "allowance" given the ultimate purchaser, that is, a read- 
justment of the price paid. 'for the refrigerator, for which "allow- 
ance" a credit or refund of the tax paid with respect to the refrigera- 
tor is authorized by law. However, the manufacturer in fulfilling 
its warranty did not reduce the price collected froni the buyers of its 
refrigerators. 

In the situation described in Revenue Ruling 55 — 763, the tube manu- 
facturer actually gave the television set ma~nufactu~rer a rebate or 
credit against the price of the tubes which the latter had purchased 
for resale as replacement tubes. This credit or rebate constituted an 
adjustment of the selling price within the purview of section 3443- 
(a) (2) of the Internal Revenue Code of 1939 and entitled the tube 
manufacturer to a refund or credit of the tax paid on these replace- 
ment tubes. Although the price readjustment was given by the tube 
manufacturer because of warranty considerations, the reason for the 
price readjustment is immaterial for tax purposes. Such tax refund 
or credit would be allowable for any adjustment in the selling price 
of the tax-paid replacement tubes. 
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Accordi»gly, the Service states that Revenue Ruling 55 — 768 is not 
based upo» the clecision rendered in the f rigidaire case llncl was not, 
intended to, al&d in fact does not, indicate a concurre»ce by the Service 
in that decision. 

SECTIOX 3444. — I SE aV MAWUI ACTURER, PPODUCEI:, 
OR 1311'OP, TIi:P, 

Rzor»AT»&x, 46, Sv&"rlov 816. 7: Tax 
on use by manufacturer, producer, 
or i&»porter. 

Applicability of the. »lanufacturers excise tax to the i ebuilder's sale 
of a reassen&bled generator containing a» ari»at»re rewou»d by the 
reassembler a»d to a rebuilt cl»tch assembly. See Rev. Rul. 56 — 189, 
page 508. 

CHAPTER 30. — TRANSPORTATION AND COMMUNICATION 

SUBCHAPTER B TELEGRAPH TELEPHONE RADIO A1XD CABLE 
FACILITIES 

SECTION- 6465. — IMPOSITIOX AND RATE OE TAX 

REGIJLATIoxs 4'&, +l:. cT»)x 130. '38: Rate and 
application of tax. 

Application of the tax on communications to amounts paid for the 
lease of wire and equipment utilized for the closed-circuit television 
transmission of events or activities for private screen for limited 
audiences. See Rev. Rul. 56 — 00, page 520. 

SUBCHAPTER C. — TRANSPORTATION OF PERSONS 

SECTIOX 3469. — TAX OX TRAWL'SPORTATION 
OE PERSOXS, ETC. 

Rev. Rul. 56 — 4 REov&. ~Tlovs 42 SEcTIov 130. 61: Tra, nsporta- 
tion and facilities furnished to the United 
States, to States, or political subdivisions 
thereof. 

(Also Sections 2406 and 3442; Regulations 51, 
Section 820. 20, and Regulations 46, Section 
316. 24. ) 

A redevelopment agency, which is an instrumentality of a political 
subdivision of a state, is entitled to (1) exemption fro&n the tax 
on the transportation of persons on amounts paid for transportation 
and facilities furnished to the agency, and (2) exemption from 
manufacturers and retailers excise taxes with respect to taxable 
articles sold to the a ency, even though its funds are furnished by 
the Federal Government. 
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Advice has been requested whether a redevelopment agency, which 
is an instrumentality of a political subdivision of a state, is entitled 
to (1) exemption from the tax on the transportation of persons on 
amounts paid for transportation and facilities furnished to the agency 
and (2) exemption from the manufacturers and retailers excise taxes 
with respect to taxable articles sold to the agency, where its funds are 
f'urnished by the I&'edera] Gov" rninent. 

A redevelopment agency, which pursuant to state law is an instru- 
mentality of the municipality creating it, is permitted under the pro- 
visions of the Housing Act of 1949, as amended, 68 Stat. 624, 42 
U, S. C. 1452, 1458, to borrow money from the Federal Government 
to conduct certain surveys and make certain plans in connection with 
the redevelopment program of the agency. This program consists of 
three general phases, namely, the preliminary planning stage, the 
final planning stage, and the loan and grant stage. At any time dur 
ing the preliminary or final planning stage, the redevelopment agency 
has the right, on behalf of' the municipality, to terminate its program 
without committing the municipality to any financial responsibility 
for the repayment of money advanced during such stages. However, 
once the agency enters into the loan and grant stage, which is actu- 
ally the termination stage of the program, the municipality is respon- 
sible for the repayment of one-third of the amount of all funds 
advanced by the Federal Government to the redevelopment agency 
during all three stages, plus accrued interest. 

Section 8469(f) (1) of the Internal Revenue Code of 1989 provides 
that the tax on the transportation of persons shall not apply to the 
payment for transportation or facilities furnished to any State, Terri- 
tory of the United States, or political subdivision thereof, or the 
District of Columbia. 

Sections 8442(8) and 2406(a) of the Code allow exemptions from 
the Federal manufacturers and retailers excise taxes in the case of 
articles and products sold for the exclusive use of any State, Terri- 
tory of the United States, or any political subdivision of the fore- 
going, or the District of Columbia. 

It is held that, since the redevelopment agency is an instrumentality 
of a political subdivision of the state, the exemptions from Federal 
excise taxes provided (1) ivith respect to taxable transportation and 
facilities furnished to a state or political subdivision thereof and. (2) 
with respect to taxable articles sold to a state or political subdivision 
thereof are applicable ivhere taxable transportation or facilities are 
furnished to such a redevelopment agency and where taxable articles 
are sold to the agency for its exclusive use, provided the requirements 
of the law and applicable regulations with respect to the particular 
exemption are met. The exemptions apply even though the purchase 
of the taxable transportation or facilities or the purchase of the tax- 
able articles is made by the agency from funds furnished to it by the 
Federal Government during the preliminary or final planning stage 
of its redevelopment program, and even though the agency does not 
enter into the loan and gr~ant stage of such program. 



[Regs. 113, f 143. 24. 

SUBCHAPTER E. — TRANSPORTATION OF PROPERTY 

SECTIOX %75. — THAXSPOHTATIOX OI' PHOPEHTY 

HE&:c. r. »Tzoys 113, SncTzow 1-1:&. 1: lien»i»g of 
tel'»is. 

Applicability of the tnx on the transportation of property to 
charges macle by a carrier to n customer, pursua»t to n» average cle- 
nmurtage ngreenlent, for &lcm»rrage on cars of coal and oiher-corn 
moclities. See Hev. Piul. , &0 — 10, pa~&~e 5'&4. 

Pay&»e»ts to a. cnrrier in co»»ectio» ivith »rain cloors or &1oorwny 
barricacles installed on box cnl's use&1 for the tra»sportation of grain. 

Hev Pink;&0 — 0' 
& pa '&'&' 

~ »', &. 

Hr&;cu. iTzoxs 11:&, Svcr&&&x 14:&. '& l-: States, 
Territories, etc. 

Piev. Hul. 50 — 1» 

A bill of ladiu on which a shipment destined for a state or politi- 
cal subdivision thereof mov& s, cannot be accepted by the carrier as 
proof of ere&uptiou fro&u the tax ou the trausportatiou of property, 
irhere the bill of indi» ' sho&vs the property is consi ued to the order 
of the shipper, &vith;& statement to notify the parti«un&r state or sub- 
division to &vhi«h it i. desti»ed. 

Mvice has been requested ivhether the shipping papers described 
below may be accepte&1 by a carrier as proof that a. shipment destined 
for a state or politi&", &1 subdivision thereof is i» fact being transported 
to such state or subdivision, aml the charges for transportation are 
therefore exempt from tax. 

A. manufacturer sells large quantities of his proclucts to states ancl 
political subclivisions thereof. Uncler tbe tern&s of the sale, the pur- 
chaser is required to pay for the ooods upon clelivery. To ouar;»&tee 
pnyme»t at the tinge of delivery the goods ivhe» shipped to the pur- 
chaser move on an orcler bill of indi»o showing them consigned to the 
orcler of the»ln»ufn«turer n»d containing a staten&ent to notify the 
particular state or subclivisio» for ivhom they are intended. A sight 
draft drawn upon the purchaser is attnched to the bill of indi»&r. 
)Vhen the shipment arrives nt the point of destination, the bill of 
lncling is properly e»clorsed a»d forwarded to a bank ivhich delivers 
it to the p&u chaser npon payl»ent of the sight draft. The transporta- 
tion charges are paid to the carrier. by the shipper. 

Section M&o(a) of the Cocle imposes a, tax upon the amount paicl 
for tra»sportation of property from one point in the IJ»ited States 
to a. nother. The tnx is payable by the person making the taxable 
transportation pay»lent ancl is collectible by the person receiving such 
payment. 

Section, '3475(b) of the Cocle provicles for exeml&tio» from tax of 
amounts lraid for transportation of property to or fro»& a Sinte, Ter- 
ritory& or political subdivision thereof, or the District of Columbia. 
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Under the provisions of section 148. 24 of Regulations 113, where the 
shipping papers show the consignor or consignee to be a State, Terri- 
tory, or political subdivision thereof or the District of Columbia, or 
any agency or instrumentality of any of the foregoing, such papers 
may be accepted by the carrier as proof of the exempt character of the 
sill iment. 

ince the person receiving a payment for taxable transportation 
is the person required to collect the tax and pay it over to the Govern- 
ment, such person must be in a position to readily determine at the 
time the transportation charges are paid whether the charges come 
within an exempt category or ivhether the tax should be collected. 

Tlierefore, where a shipper claims exemption from the payment 
of the tax on the basis that the shipment is being transported to a 
state or political subdivision thereof, the responsibility rests upon the 
shipper to consign the shipment in such a manner that the shipping 
papers clearly show that the consignee is a state or political sub- 
division thereof, in order that the carrier may accept such papers as 
proof of the exeiiipt character of the shipment. 

It is held that ivhere a shipment destined for a, state or political 
subdivision thereof moves on an order bill of lading, which shows 
the property consigned to the order of the shipper and contains a 
statement to notify the particular state or subdivision thereof for 
which the property is intended, such shipping papers do not constitute 
sufhcient evidence that the property is in f~act being transported to 
the state or political subdivision within the meaning of section 
8475(b) of the Code, and cannot be accepted by the carrier as proof 
of the exempt character of the shipment. Accordingly, in such a case 
where the transportation charges are paid by the shipper, the tax is 
properly collectible from the shipper by the carrier. No exemption 
certificate has been prescribed or may be accepted by the carrier in lieu 
of the tax. 

However, where a shipper has paid the transportation charges and 
tax to the c~arrier with respect to a shipment made pursuant to a pur- 
chase order issued by a state or political subdivision thereof, and such 
shipment was actually delivered to the state or political subdivision, 
even though the shipping papers did not show that the shipment was 
consigned directly thereto, the shipper may file Form 843, Claim, for 
refund of the tax paid ivith the District Director of Internal Revenue 
for the district in whicli is located the shipper's principal place of 
business. There should be attached to the claim (1) the original re- 
ceipts issued by the carrier shov. ing payment of the tax involved, (~) 
a copy of the purchase order issued by the state or political subdivision 
thereof, pursuant to wliich the property was shipped from the place 
of origin, and (3) documentary evidence su%cient to establish that 
the shipment was actually delivered to the state or political subdivision 
thereof. 
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REm I ATIoxs 113 SEcTIQN 143. 30: Transport;1- Rev. Rul. 56 — 210 
tion of property beyond tile boundaries of the 
United States. 

Where gl'aill pill'chaseC1 by a col&11&aiiy is shipped to its cl&'vator 
an&1 the detern&i»ation &vheiher the grain is to be rcshippe&1 for 
e&&port or for domestic use is n&&t n&ade until after the "rain has been 
placed in the co&npany's elevator, the inoveinerit of the gr:iin from the 
point of origin to the elevator is don&estic in cl&ar, &cter and subject to 
tax 011 the il'&lilspoi'tat&oil of property. 

Advice has been requested whether the tax on tlie traiisportation of 
property, imposed by section 3&475 of the 1»ter»iil Reve»ue Code ot 
1080& applies to amounts paid for ihe traiisportation of grain under 
the circumstances described belovv. 

In the instant case, the conipany purchases gr;iin f1 o»i farmers for 
delivery to its elevator located at a» interior point, . The company h;is 
export orders antedating the delivery of grain to the carriers at points 
of origin and tlie grades of grain specified in the orders are grades 
common for either export or domestic use. At the tii»e the grain is 
delivered to carriers at the points of origin, it is not known by the 
shippers or by the company which shipmeiits are to be exported. The 
shipments when received by the company are commingled and stored 
in its elevator with other Orain awaiti»g&. shipment tor export and 
for domestic use. The niajority of the giain in the elevator is used 
to fill domestic orders. 

Section 8470 of the Cocle imposes a tax upon the amount paid for 
the transportation of property by rail& ino'tol vehicle, water or air 
from one point in the United States to another. In accordance v ith 
Subpart E of Regulations 113, tlie tax does not apply to an amount 
paid for the transportation of property in the course of exportation 
to a foreign destination, or shipment to a possession of the United 
States. E~xportation does not begin until (a) a definite intention to 
export property is formed and (b) the property is actually put into 
motion for a foreign destination, or is delivered to a carrier for such 
transportation. Property is not considered to be in the course of 
exportation when it is being assembled for shipment, or is being moved 
to a place to be shipped, if a foreign destination is undetermined and 
the property has not been actually and definitely started for some 
foreign destination. Reshipment for export of a domestic shipment 
does not change the domestic shipment to foreign commerce: 

Section 143. 30 of Regulations 118 provides that property will be 
considered to be in the course of exportation from the time of. delivery 
to a carrier in the United States for transportation by continuous 
movement to a point beyond the boundaries of the United States. 
The export character of a shipment shall be evidenced by a contract, 
order, proposal of purchase or other written evidence of the intention 
to export, antedating the delivery of the shipment to the carrier. 

In view of the foregoing, in order for a shipment of grain to an ele- 
vator to be considered as being in the cours'e of exportation, it must be 
shown (1) that prior to comniencement of the movement, the shipper 
had in his possession (a) a contract or order calling for delivery of the 
grain beyond the boundaries of the United States or, (b) if the shipper 
is not the actual exporter, written evidence that the exporter had such 
a contract or order, and (2) that subsequently there was delivered at a 
point or points of origin in the United States the quantity and quality 
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of grain covered by the contract, or order, to be transported by a con- 
tinuous movement to the destination beyond the boundaries of the 
United States. 

It is held that since, under the circumstances described above, the 
grain is not purchased by the grain company specifically to fill the 
export orders held by it and the determination of whether the grain is 
to be reshipped for export is not made until after the grain has' been 
placed in the company's elevator, the grain when delivered by the 
shippeis to a carrier had not actually and definitely started for some 
foreign destination and is not in the course of exportation. There- 
fore, the movement of the grain from the points of origin to the grain 
company's elevator is domestic in character and amounts paid for such 
transportation are subject to tax on the transportation of property im- 
posed by section 3475 of the Code. 

Applicability of the transportation of property tax to the delivery 
by a truck oivner to his customers of commodities purchased by him 
where his sole remuneration is based on a charge for transportation. 
See Rev. Rul. 56 — 218, page 527. 

REGvLATIONs 113, SEGTIQN 143. 31: Continuity 
of movement. 

The stoppage of an export shipment of grain for inspection by 
Federal officials for the purpose of determining its grade and charac- 
ter. See Rev. Rul. 56 — 229, page 528. 

CHAPTER 34. — INFORMATION AND RETURNS 

SUBCHAPTER B. — DETERMINATION OF TAX LIABILITY 

SECTIOX 3612(d). — RETURXS EXECUTED BY COMMIS- 
SIONER OR COLLECTOR: ADDITIONS TO TAX 

Rxorn. ~rzoxs 128, SzorzoN 408. 909: Additions to 
tax for delinquent or false returns. 

The assessment of:i delinquency penalty where assignee fails to file 
timely return. See Rev. Rul. 56 — 168, page 596. 

SECTION 3616. — PENALTIES 

Jury instruction ~vhere the facts necessary to prove both a felony 
and misdemeanor are identical. See Ct. D. 1797, page 644. 
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CHAPTER 86. — COLLE CTION 

SUBCHAPTER B. — LIEN FOR TAXES 

SECTIOX 36(2. — YAI. IDITY AGAII& ST !&IORTGAGEES, 
PLEDGFES& PI FCH &t+ER. '& AND JUDGIIL'XT CREDITORS 

Ct. D. 1(SJ 
FEDERAL TAXES — IXTEIIXAL I'EVEXUE CODE OF' 1080 — DECISIOX OF COL RT 

1. I'EDERAL TAI& LIE&v — I ILILVG oF XOTIcE — I'RGPL'I'TY S& llJEGT 'I'0 

DI ST RA I&s T. 
A d«bt oivin ' to a &lelinqucnt taspaver is propertv subje«t to dis- 

traint and by a levy ou the debtor the 1'. nited States obtains pos- 
e«»Sion of that property. ivhich possession is not atfected by the taR- 
payer's banl-iupi«y after the levy. The Federal and State statutes 
pertaining to filing noti««s of lien relate to tangible property and 
not to debts. Also. rights of tbe I. nited States uu&ler its levy were 
not postponed to the aduiinistratiou and wage claims by the Bank- 
I'Upicy Act. 
2. JUDGIIE&VT REvERsED. 

. Iudgment of the I:nited States District Court for the Southern 
District of West Virgiuia (12, & I. Supp. 617) reversed. 

1. &FITED STATEs CGURT oI' APPEALs FoR TIIE I oi. RTH CII'cUIT 

U»(ted States of . 4»(erica, appella»t, v. Ed&ra&&l L Eiland, (r»slee l«bankr(&ptcy 
of Sport Coal Co»l pang, I»c. , a corporation, banl rapt, nl&p«llee 

Appeal from the United states District court for the southern District of west virginia, 
at Charleston 

Before PsREER, Chief Judge, aml SoPEP and Do»IE, Circuit Judges 

[Argue&1 April '&1, IOSJ. De& i&Ied Jlav 28, 10'. ] 
OPIXIOX( 

PARRER, Chief Judge: This i. au appeal in the haul-ruptcy proceedings of 
the Sport Coal Coiupany, Inc. , a corporation which had its office and principal 
Place of business in Logan County, %Vest Virginia, and which was adjudicated 
a bankrupt on a voluutary petitio~ in banl-ruptcv filed June 29, 1966. On 
June 26, 19, &3, before the institution of the banl-ruptcy proceedin, s, a levy was 
issued by the District Director of Internal Reveuue ou Form 66S — A directed 
to the Boone County Coal Corporation, levying upon any indebtedness owing 
bv the Booue County Coal Corporation to the Sport Coal ('&unpany, Inc. , up 
to the sum of SI&, 172. 42 and demanding that the Boone County Coal Corpora- 
tion pay same to the Director from the amount so owing. The Boone County 
Coal Corporatiou, which owed the Sport Coal Company, II&c. the sum of $1, SSJ&. &4 

at that tinle, accepted service of this notice of levy and demand. After the 
adjudication of bankruptcy it paid this sum into tlie hands of the Trustee in 
Bankruptcy pursuant to an order of the referee. The Inited States claims a 
Ben on this aniount for the tastes for which its levy and demand were made upon 
the Boone County Coal Company. 

The Referee in Banlrrupt«y held that the United States was uot entitled to 
Prevail against the trustee in bankruptcy with respect to its claim on this fund 
because no lien was filed in tile office of the Clerk of the County Court of Logan 
County, West Virginia. Iie held, also, that, even if this position were not 
sustained, the claiin of the United States should be postponed to administration 
»d wage claims under section 67(c) of the Banl-ruptcy Act and that, as these 
«ceeded the total of the assets of the baiil-rupt estate, the Uuited States would 
»ot be entitled to receive anything on its claim, in any event. The District 
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Judge sustained the referee on the first of these holdings and found it un- 
necessary to pass upon the second. Two questions are presented by the appeal: 
(1) Did the failure to file notice in the office of the Clerk of the Court of 
Logan County defeat the rights of the United States under the levy and notice 
served upon the Boone County Coal Corporation? (2) If not, is the right of 
the United States under such levy and notice postponed to the administration 
and wage claims? We think that both of these questions should be answered 
in the negative. 

It should be noted in the first place, that what we are dealing with here is, 
not a levy upon corporeal property, where tbe property is left in the possession 
of the bankrupt to serve as a basis for credit, but a levy upon an indebtedness 
with service of notice upon tbe debtor, the effect of which is to transfer to the 
United States the right to receive payment of the indebtedness up to the amount 
of the tax. A lien for taxes upon failure to pay on demand is provided for by 
26 USC 8670; and this lien arises upon deposit of the assessment list with the 
Director, 26 USC 8671. Where taxpayer neglects or refuses to pay the taxes 
due, assertion of this lien is authorized by 26 I. SC 3692 by levy upon all 
property and rights to property of taxpayer except such as is specifically 
exempted by 26 USC 8691, which has no application here. Upon such levy, it 
becomes the duty of the debtor to pay the in&lebtedness levied upon, up to the 
amount of the tax, to the Director, 26 USC 8710. Levy here was made under 
section 8692 on form 668 — A, which notified the Boone County Coal Corporation: 
"That all property, rights to property, moneys, credits and/or bank deposits now 
in your possession and belonging to the aforesaid taxpayer and all sums of 
money owing from you to the said taxpayer are hereby seized and levied upon 
for the pavment of the aforesaid tax, together with penalties and interest, and 
demand is hereby made upon you for the amount necessary to satisfy the liability 
set forth above from the amount now owing from you to the said taxpayer, or 
for such lesser sum as you may be indebted to him, to be applied in payment of 
the said tax liability. " 

There can be no question, we think, but that the lien for taxes provided by 
the statute can be asserted against intangible property such as a debt. United 
States v. Liver pool, London d. Globe Ins. Co. , 848 U. S. 215 [Ct. D. 1780, C. B. 195r— 
1, 540];Cannon v, Kicbolas, 10 Cir. 80 F. 2d 984 [Ct. D. 1118, C. B. XV — 1, 818 
(1986)]; Kyle v. McGuirk, 8 Cir. 82 F. 2d 212; United States v. First Sat. 
Bank", 8 Cir. 89 F. 2d 116; McKenzie v. United States, 9 Cir. 109 F. 2d 540; 
United States v. Long Island Drug Co. , 2 Cir. 115 F. 2d 988, 985 — 986; United 
States v. Warren R. Co. , 2 Cir. 127 F. 2d 184, 187 — 188; Investment d Securities 
Co. v. United States, 9 Cir. 140 F. 2d 804; United States v. Manufacturers Trust 
Co. , 2 Cir. 108 F. 2d 866; United States v. Ocean Accident d Guarantee Corpora- 
tion, 76 F. Supp. 277. And we think it equally clear that the proper way to 
assert the lien is by levy and notice such as was served here. There is apparent 
holding to the contrary in such cases as United States v. O'Dell, 6 Cir. 160 F. 2d 
304 and Givan v. Cripe, 7 Cir. 187 I»'. 2d 225, to the effect that a "warrant of 
distraint" is necessary in addition to the notice to the debtor; but where, as here, 
the Director serves notice upon the debtor stating that the money owing "is 
seized and levied upon" for the payment of the tax and that demand is made 
upon the debtor for the amount necessary to satisfy the tax, he is serving a 
"warrant of distraint". No peculiar virtue inheres in the name ascribed to the 
notice. As said in Raffaele v. Granger, 8 Cir. 196 F. 2d 620, 628: "Distraint is a 
summary, extra-judicial remedy having its origin in the common law. There, a 
form of self-help, it consisted of seizure and holding of personal property by 
individual action without intervention of legal process for the purpose of 
compelling payment of debt. " 

A creditor ordinarily perfects a lien upon a debt by attachment and garnish- 
ment with service of notice thereof upon the debtor. See Miller v. United States 
11 Wall. 268, 207; Kennedy v. Brent 6 Cranch 187; Rickman v. Riel'man 180 
hIich. 224, 146 N. W. 609, Ann. Cas. 1915C 1287, :1248; Stratcberry Growers' 
Selling Co. v. Letcellyn 158 La. 808, 108 So. 828, 39 A. L. R. lo02; 4 Am. Jur. p. 
896; 5 Am. Jur. p. 94; 7 C. J. S. p. 408. When this has been properly done, the 
effect thereof is to give to the attaching creditor a lien upon the indebtedness for 
the amount necessary to satisfy the judgment rendered in the proc'eedings in 
his favor. The eftect of the Federal taxing statutes to which we have referred 
is to create a statutory attachment and garnishment in which the service of 
notice provided bv statute takes the place of the court process in the ordinary 
garnishment proceeding. There is no necessity for adjudicating the amount of 
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the tax under the statutory proceeding (United States v. Morris &4 Essea R. Co. 
2 Cir. 185 F. 2d 711, cert. den. 8"0 U. S. 754); and, consequently, the service 
pf such notice results in what is virtually a transfer to the government of the 
indebtedness, or the amount thereof necessary to pay the tax, so that payment 
to the government pursuant to the levy and notice is a complete defense to the 
debtor against any action brought against him on account of the debt. Co(an&- 
gian &Vat. Ins. Co. v. Il etch 1 Cir. 88 F. 2d 888; United States v. Ocean Acct&tent 
&t guarantee Corp. 76 F. Supp. 277, 278; Un(ted States v. Marine Ilidland Trust 
Co, 46 F. Supp. 88. When bankruptcy occurs after the levy and notice have 
been served upon a debtor of the banlrrupt, the trustee in bankruptcy cannot 
interfere with the rights of the United States thereby perfected before bank- 
ruptcy. 

There is nothing in 26 USC 8072(a) (1) which invalidates as a"ainst a trustee 
in bankruptcy rights acquired under such a levy upon a debt. That section has 
reference to liens upon tangible personal property having a situs, not to the levy 
upon or the transfer of debts, as to which no recording of lien could be of any 
advantage to creditors. The section is as follows: 

"(a) Invalidity of Lien IT'ithont iVotice. — Such lien shall not be valid as 
against any' mortgagee, pledgee, purchaser, or judgment creditor until notice 
thereof has been filed by the collector— 
"(1) Under state or territorial laws. — In the oflice in which the filing of 
such notice is authorized by the law of the State or Territory in which the 
property subject to the lien is situated, whenever the State or Territory has 
by law authorized the filing of such notice in an office within the State or 
Territory ' or * ~ + " 

For authorization of filing by State law reliance is placed upon West Virginia 
Code (1949) ch. 88 art. 10 sec. 1, which after providing for the filing of Federal 
tax liens in the offices of clerks of couniy courts provides: 

"No such tax shall be a valid lien as against any mortgagee, purchaser or 
judgment creditor, until such notice shall be filed in the oifice of the clerk 
of the county court of the county or counties in which the property subject 
to such lien is situated. " 

Both the Federal statute and the statute of West Virginia manifestly have 
reference to tangible property, vvhich left in the possession of taxpayer may 
serve as a basis of credit, and as to which the taking of possession by a lien 
claimant is generally held equivalent to the recording of lien. Etrestone Tire &f- 

Rubber Co. v. Cross 4 Cir. 17 F. 2d 417. Only tangible property can properly be 
said to be "situated" in a county within the meaning of the statutes quoted; and 
it would be unreasonable to apply their provisions to debts, since debtors could 
not be expected to search the clerk's office before paying a debt, to see whether 
or not tax liens had been filed against their creditors, nor could banks be ex- 
Pected to make such search before honoring checks drawn or deposits. With 
respect to such intangible property entirely different provisions are needed and 
have been made by the taxing statutes. Prior to levy and notice, the debtor 
may discharge his debt by payment to the creditor, whatever may have been 
filed in the clerk's office; thereafter it may be discharged as to the amount of 
the tax, only by payment to the Director, 20 USC 8710(b) . 

There can be no question, of course, but that a trustee in bankruptcy is vested 
bV law with all the rights which a creditor could have obtained by legal or 
equitable proceedings at the time of the bankruptcy. Under the banl'ruptcy 
act of 1898, 80 Stat. 544, 565 — 566, as originally enacted, the trustee was vested 
with no greater rights in the property of the bankrupt than the bankrupt himself 
had, with the result that unregistered chattel mortgages and other se&ret liens 
could be asserted against the trustee after adjudication, although by adjudica- 
tion creditors were prevented from attaching a lien to the property by legal 
process. Bailey v. Baker Ice Machine Co. , 289 U. S. 208; Caret& v. Donahae, 240 
U. S. 480; Hartin v. Commercial BanA;, 245 U. S. 518. Subsequent amendments 
to the bankruptcy act were designed to remedy the evils which had arisen 
fro m this situation. See House Report No. 1298, 81st Congress 2d Session; 
United States Congressional Service 81 Congress 2d Session vol. 2 pp. 1985- 
1990. The Amendment of 1952, 06 Stat, 420, 480, finally put section 70(c) in its 
Present form providing: "The trustee, as to all property, whether or not coming 
into possession or control of the court, upon which a creditor of the bankrupt 

393474' — 56 — 45 
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could have obtained a lien by legal or equitable proceedings at the date of 
liankruptcy, sh;ill be &leenIed vested as if such date with the rights, remedies, 
aiid powers of a creditor then holding a lieu theveon 1&y such pi'oceedin s, 
whether or not such a «re&litor actually exists. " 

Tlie effect of the section as amended is to vest the trustee, not only with 
ri hts with respect to the baukvupt's property Ivhi«h &reditors had acquired 
at the date of bankruptcy, liut also with all ri hts which creditors might have 
acquired by legal or equitable process on that date; but this does not help 
the trustee here, since no cveditor could have acquired any rights on that 
date with respect to a de)it on which the United States had already made 
:i levy and served a notice, the effect of whi«h was to transfer the right to 
receive payment of the debt to the United States. IVe need not concern our- 
selves here with what the rights of the United States would be had there 
been no levy and its riglits vvere dependent upon the iuchoate lieu on all property 
created 1&y sections 3070 and 3072 of Title 20 of the Code. In such «ase, 
questions of a very difteieut nature would be presented. What we have is 
a perfe«t&'d lien «reated by levy with respect to a specific indebtedness. See 
(lra&H&ti», 'I'&»»t«'' v. Di&'is(&u&, of I»i&or H&&f&ir&'&«»«'&&t of Culifo&'»iu, 330 L. S. 113 
[('t. D. 1713, ('. I'. 1949 — I, 204]; H»it«l Stol& s v. Sa»&ls, " Cir. 171 F. 2d 334. 

We thinl. -, also, that the ri hts of the United States are not postponed to 
administration aud Ivage clainis by section (&7(c) of the Bankruptcy Act Ivhich 
pr&ivid«s: 

"c. Where . not enforced by sale liefoie the filin ~ of a petition initiating a 
proceeding under this Act, and except Ivhere the estate of the bankrupt is 
solveut: (1) though valid against the trustee under subdivision b of this 
sec(ion, statutoiy liens, includiug liens for taxes or debts owing to the I:uit«1 
States or to any State or any subdivision thereof, on personal property not 
ac«ompauied by possession of such property, and liens, whether statutory or 
uot, of 

disci�«ss 

for i«ut shall be postponed in p:iyment to the debts specihed 
in clauses (I) and (2) of subdivision a of section G4 of this Act and such 
lie»s fov wages or for rent shall be restricted in the amount of their payment 
to the same extent as provided for wages and rent respectively in subdivision 
a of section M of this Act. 

That section also iiiauifestly has reference to taiigible property which cau 
l&e taken into poss&ssion, not to indebtedness which lias been levied upon with 
notice to the debtor so that it is to all intents and purposes assigned to the 
United States, City of iV««: Yorl; v. Hall I Cir. 139 P. 2d 93;i, upon which the 
trustee relies, dealt with tangible property. If the statute be construed to 
apply to in&lelitedness, however, then what was done by the 1 uited States here 
must lie constvued as takin, into possession within meauin of the statute. 
The l. uitcd States bad done everytliing that it could do to assert dominion ovev 
the indebtedness aud by the levy aud notice had made it impossible for the 
debtor to secure a discharge thereof by pavment to any one other tlian the 
Uni(ed States. We may say of the action taken by the United States here what 
was said by the Supreme Court of ordiuary garnishiuent in 1fille& v. Unite&i Stat«e, 
supra, 11 Walk 203, 279, vix: "It arrests the property iu the hands of the gar- 
nishee, interferes with the owner's or «reditor's «ontrol over it, subjects it to 
the judgment of the court (liere the lrayinent of tlie tax), a«d tlierefore I&us tl&« 

&'ff«t &&f a set««rc". (Itali«s supplied). 
For the reasons stated, tlie judgment appealed fiom will be reversed and the 

&:ise will be remanded with direction to enter an order that the amount received 
liy tlie Trustee in Banl&ruptcy fr«ni the 11&ione County Coal ( orporation be paid 
over to t1ie Director of Internal llevenue. 

Rev&ii s«1. 

Ct. D. 1700 
EEDI:I(AI, TAXES — IXTJ'. RXAL REVI'. XI:E CODE Oir 1999 — DECISION OE COURT 

1. Fgnziixr. Tax LIEN — I'vrontrx — Fu. ixc or XOTICR. 
The terui "judgment creditor" as used in Section 3072 of the 1939 

Code hiis veference ouly to a creditor holdin a judgnient obtained 
bv ju&licial pro«eedings, and a trustee in bankruptcy does uot come 
withi&( that d«finitiou. Consequently, where prior to bankruptcy 
assessuieut lists were received by tlie Collec(or aud demaud duly 
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made on the taxpayer (later banl-rupt) but no notice of lien was 
filed, the United States uas entitled to priority in payment as a 
lienholder and not merely as a tax claimant. 
2. ORDER REvERSED. 

Order of the United States District Court for the Northern District 
of California, Southern Division (not officially reported), ivhich con- 
firmed order of the Referee in Bankruptcy, reversed. 

UNITED STrvTES (. CURT OF APPEALS FOR THE NINTH CIRCUIT 

United States of Anrerica, appellant, vs. John O. England, trustee hi bankruptcy 
of the estate of Bi ndfo) d Iycleh, Inc. , a corpoi'ation bauf rupt, appeltee 

appeal from the United States District Court for the Northern District of California, 
Southern Division 

[October 5, 1955] 
OPINION 

ORR, Circuit Judge: The question here for solution is the status of a claim 
of the United States for taxes filed in a bankruptcy proceeding. Bradford 
Welch, Inc. , the taxpayer, was adjudicated a bankrupt on Julv 28, 1951. John 
O. England was thereafter appointed Trustee in Bankruptcy. 

On April 2S, 1952 the Collector of Internal Re'venue filed a claim with the 
Trustee in Bankruptcy for withholding aud insurance contributions taxes and 
interest thereon. An amended claim was filed August 22, 1952, claiming the 
sum of $2, 192. 64 in taxes and interest due. Of this amount the suin of $945. 87 
was asserted to be secured by liens on the property of Bradford AVelch, Inc. , by 
virtue of the provisious of sections 8670 and 8671 of the Internal Revenue 
Code of 1989' for the reason that on this ainount assessment lists had been 
received by the Collector and demand duly niade prior to the adjudication 
of bankruptcy. The Trustee objected. The Referee in Bankruptcy allowed 
the claim in its entirety as a priority claim, but disallowed any part thereof 
as a secured claim because "the I. 'nited States never has filed any notice of 
the aforesaid claimed statutory lien as provided in section 8672 of the Internal 
Revenue Code. " Section 8672(a) reads in part: "(a) INVALIDITY oF LIEN 
WITH0UT NCTIcE. — Such lien shall not be valid as against any mortgagee, 
pledgee, purchaser, or judgnient creditor until notice thereof has been filed by 
the collector * s 

On hlay 25, 1954, the District Court entered an order affirming the order 
of the referee. It is conceded that no notice was filed by the Collector under 
the provisions of section 8672(a) of the Revenue Act; hence, the lien of the 
United States was not valid against any inortgagee, plcilgee, purchaser or 
jiidgm, ent creditor. The trustee argues that he comes within the exception 
because he is a judgment creditor, constituted such by section 70(c) of the 
Bankruptcy Act (11 U. S. C. A. 1946 edition, supplement IV, section 110) 
which reads in part, ""' " s the trustee " ": * shall be deemed vested as of the 
date of bankruptcy with all the rights, remedies and powers of a creditor then 
holding a lien thereon by legal or equitable proceedings * * "'. " It is conceded 
bV the trustee that prior to the adjudication of bankruptcy the United States 
hehl a valid tax lien in the sum of $945. 87 pursuant to the provisions of 
sections 3670 and 8671, Irternal Revenue Code, on all the property and rights 
to property of the bankrupt, but he denies that it had a secured claim for the 
reason that it had failed to file notice. The contention of the trustee that 
t»e provisions of section 70(c) of the Bankruptcy Act (11 U. S. C. A. 1946, 
Supplement IV, section 110) establishes him a judgment creditor within the 

' Internal Revenue Code of 1939: 
"SEC. 3670. PROPERTY SI. BJECT TO I. IEN. — If auv person liable to pay any tax 

aeÃlects or refuses to pav the saiue after demand, the amount (including any interest, 
Peualtvi additional amount, or addition to such tax, together wit)i any costs that may 
a«cue in addition thereto) shall be a lien in favor of the United States upon all propertv 
»d v)ghts to property, whether real or personal, belonging to such person. " (26 U. S. C. 
1952 edition. section 3670. ) 

SEC. 3671. PERIOD OF LIEN. — Unless another date is specifically fixed by )aw, the 
»ea shall arise at the time the assessment list was received bv the collector aud shall 
continue until the liabilitv for such amount is satisfied or becomes uueuforceable bV reason 
« lapse of time. " (26 U. S. C. 1952 edition, section 3671. ) 
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meaning of that term as used in section 3072 of the Revenue Act, has been 
resohed against him. 

The Su»reui& Court in the case of United States v. Gilbert Associates, 346 
U. S. 30&l, 304 [Ct. D. 17;&7, C. B. 1') i:l — 1, 474], has deiined the term "judgment 
&'1'e&litor" as us& d in s;)i&1 se& !ion. In that &-, «c the Court said: "Congress used 
the word 'judgment creditor' in section 3672 in the usual, conventional sense of 
a judgment &if a cour t &if re«ir d sir)& e all s!;)tes have such c&&orts. " The Supreme 
C&&urt. in the Gilbert Associates c;rse, s&)pra, cited the concurring opinion of . Jus- 
tice J:rckson in Uui)ed States v. Security Trust and Savings Bank, 340 U. S. 
47, 31 — 3&3 [Ct. D. 1780, C. B. 1!). &0 — '&, l. il], wherein he considered the legislative 
history of section 36i' and reached the conclusion, page 32, that only a judg- 
)i&&'ut creditor iu the conventional sense is protected. 

ln the )I:r(. ter. of Greeu, X. D. Ala. , 124 F. Supp. 481 [Ct. D. 177C, C, B. 
l!) i i — 1, ii4, '&], the (. ourt was c&&accrued rvith the identical question. It concluded 
that a Trustee in Bankruptcy is not a "judgment creditor" within the meaning 
of section 307'&. See also United States v. Security Trust and Sav. Bank, 
s)(pre, IJnited States v. City of Xc&v Britain, 347 ll. S. 81 [Ct. D. 1704, C. B 
10&&4 — ], 27i], and Irr Re Taylorcraft Aviation Corp. , 0 Cir. , 108 I'. 2d 808 
Hence, the!. erm "judgnrerri, creditor" as used in section 307'& having reference 
only to a creditor holdirrg a judgment obtained by judicial proceedings, the 
trustee does nut come within the definition and, consequently, a valid tax lien 
in favor of the United States arose pursuant to the provisious of sections 36i0 
aml 3071, prior to the adjudication of bankruptcy. 

The order of the referee and the order of the District Court confirming are 
reversed insofar as said orders reject the claim of the United States to valid 
liens f&&r unpaid taxes aud interest in tire amount of 8&343. 37 aud to priority 
p;ryruent uuder section 07 of the Bankruptcy Act. 

CHAPTER 38. — MISCELLANEOUS PROVISIONS 

SECTION 3 (07. — DEI'INITIOXS 

REGULATIOÃs 118) SEGTI&)x 30. :](07 — 1. Classifi- 
cation of taxables. 

The classification of an association of doctors. See Rev. Rul. 56-23) 
pag&e 508. 

SECTION '3804(f). — TI ))IE FOP~ PERFORA[IXG CERTAIN 
ACTS POSTPONED BY REASON OF )V XR: ADDITIONAL 
TIiAIE TO BE DISREGARDED 

Postponement of due date for filing and payment of taxes of in- 
dividuals ivith A) med Forces of the Ullited States formerly serving in 
the co)nbat zone in korea. See Rev. Rul. 56 — 208, page 50"[. 
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SUBPART B. RULINGS AND DECISIONS UNDER THE 
FEDERAL FIREARMS ACT 

Rulings and decisions published in Part II, Subpart B, of the In- 
ternal Revenue Bulletin are based on the application of provisions 
of the Federal Firearms Act. 

SECTION 1 

26 CFR 815. 27: Firearm. Rev. Rul, 56 — 94 

The Internal Revenue Service has examined and test-fired a six-shot, 
. 22 caliber, alarm-starter revolver, designed to fire blanks which are 
inserted through a loading gate near the right rear side of the cylinder. 
The front of each chamber in the cylinder is constricted to such a 
degree that commercial . 22 caliber fixed ammunition cannot be used; 
and, in addition, the breech end of the barrel is constricted while 
the bore is approximately i/4 inch in diameter at the muzzle. The 
explosion of the blank ammunition is released through a small open- 
ing in the front of the chamber and expelled from the muzzle of the 
barrel which is threaded on the inside so that a signal Rare can be 
inserted and fired. By tile same principle, it was found that a lead 
bullet, when loaded through the muzzle, could be fired to a distance of 
75 feet. Held, any pistol or revolver ostensibly designed to fire blank 
ammunition but capable of expelling a projectile or projectiles by the 
action of an explosive is a firearm i~. ithin the purview of the Federal 
Firearms Act, and is subject to the regulatory provisions thereof. 

Rev, Rul. 56 — 284 

A. choke for a shotgun, designed to be affixed to the muzzle end of 
the barrel of a shotgun to control the pattern of discharge of the 
weapon, is a firearm subject to the requirements of the Federal 
Firearms Act. 

The Internal Revenue Service has been requested to classify a choke, 
known as a "Flex-Choke, " for purposes of the requirements of the 
Federal Firearms Act, that is, whether a person engaged in the busi- 
ness of manufacturing such choke must be licensed to transport, ship, 
or receive the device in interstate or foreign commerce. 

Section 1(8) of the Federal Firearms Act, 15 U. S. C. 901(3), pro- 
vides as follows: 

The term "firearm" means any weapon, by whatever name known, which is 
«signed to expel a projectile or projectiles by the action of an explosive and a 
firearm mufiler or firearm silencer, or any part or parts of such weapon. 

For the purposes of the above statute, any component, part, or ap- 
purtenance which affects the basic function of a weapon is considered 
in the category of a "part" thereof. Accordingly, as the choke in 
qtiestion is designed to be afiixed to the muzzle end of the barrel of 



a; shotgun for the purpose of coiitrolling the pattern of discharge froni 
such &~capon, it is a liieaim within the purview of the I'edera~l Fire- 
arms Ai t. A manufa& turer of, or a, dealer in, :i shot «in choke must 
be properly licensed under the Act to lawfully tr:insport, ship, or re- 
& vive the device in interstate or foreign conimerce and must also other- 
wise comply witli the law and reguliitions. 

For classification of a "llcigun" designed ostensibly to be set as a 
trap for small pests, see Rev. Riil. 50 — 28, page:&5-". 

For an inte'pretation of the Fecleral Firearnis Act with respect to 
the classi/ication of ignns which fire cartridges lo;icled with tear gas or 
a similar substance, see Rev. Rul. 56 — 29, pa~ge 552. 

For classification of;i device designed to fire two . 88 caliber gas 
shells simultaneously and also to serve as a fiashlight, see Rev. Rul. 
50 — 47, page 558. 

20 CFR 815. 40: General 

SECTIOX 2(a) 

Requircnients for obtaining a license as a, manufacturer or dealer in 
firearms with respect to firearms transferred in customs bond. See 
Rev. Rul. 50 — 100, page 551. 
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SUBPART C. — RULINGS AND DECISIONS UNDER OTHER 
PUBLIC LAWS 

Rulings and decisions published in Part II, Subpart C, of the 
Internal Revenue Bulletin are based on the application of provisions 
of other public laws on internal revenue matters, except those relating 
to the various alcohol taxes, ivhich appear in Part III. 

SECTION 8 OF THE VINSON ACT) AS APIENDED 

Rev. Rul. 56 — 282 

A prime contract for the construction or manufacture of any naval 
vessel or any Army or Xavy aircraft, or any portion thereof, entered 
into during a taxable year of the contractor to which the excess 
profits tax provided in Subchapter E of Chapter 2 of the Internal 
Revenue Code of 19SO is applicable, is exempt from the profit-limiting 
provisions of the Vinson Act. A subcontract entered into under such 
a prime contract is also exempt from such provisions even though 
such a contract was entered into in a taxable year of the subcon- 
tractor to which such excess profits tax was not applicable. 

I. T. SS22, C. B. 1040 — 2, 1S6, modified. 

Advice has been requested as to the eRect of the decision of the Tax 
Court of the United States in the case of A/u»»'»um Company of 
America v. Commu8t'oner, 28 T. C. 189, on the ruling in I. T. 3822, 
C. B. 1946 — 2, 186, relating to the profit-limiting provisions (section 
3) of the Vinson Act, 48 Stat. 503 at 505, 84 U. S. C. 495, as amended, 
with respect to contracts and/or subcontracts for nava~l vessels and 
Army or Navy aircraft, or any portion thereof, following the repeal 
of the excess profits tax imposed by Subchapter E of Chapter 2 of 
the Internal Revenue Code of 1939, as amended. 

YVith the repeal of such excess profits tax by section 122(a) of the 
Revenue Act of 1945, C. B. 1945, 546, at 557, eRective as to taxable 
years beginning after December ~31, 1945, the profit-limiting provi- 
sions of the Vinson Act, supra, were again brought into eRect. I. T. 
6822, 8upra, dealt with the application of such provisions to contracts 
and subcontracts entered into in taxable years beginning after Decem- 
ber 31, 1945, without, diRerentiating between subcontracts entered into 
under exempt prime contracts and subcontracts entered into under 
prime contracts subject to the profit-limiting provisions. 

In the Aluminum Company case, however, the court held that where 
subcontracts were entered into in tlie calendar year 1946 under a prime 
contract entered into in 1945, a taxable year to which the excess profits 
tax was applicable, the profit-limiting provisions of the Vinson Act 
did not apply to such subcontract. The court stated that the appli- 
cability of the profit-limiting provisions of the Vinson Act to a sub- 
«ntract depends upon whether they apply to the prime contract. 
Acquiescence by the Commissioner in this decision is indicated on 
page 3 of this Bulletin. 

Accordingly, it is held that a prime contract for the construction 
or manufacture of any naval vessel or any Army or Navy aircraft, 
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or any portion thereof, entered into during a taxable year of the con- 
tractor to which the ex~-cess profits tax provided in &iibchapter E of 
Chapter 2 of the Internal Revenue Code of 1030 is applicable, is exempt 
from the proht-limiting provisions of the Vinson Act. A subcontract 
entered into uncler such a prime contract is also exempt from such 
provisions even though such a contract was entered into in a taxable 
year of the subco»ti actor to which such excess profits tax was not 
appl i cable. 

I. T. :&822, , ~opia, is hereby modified to the extent that it is incon- 
sistent with the foregoing. 



PART III 
ALCOHOL TAX RULINGS AND DECISIONS 

SUBPART A. — RULINGS AND DECISIONS UNDER THE 
INTERNATIONAL REVENUE CODE OF 1954 

Rulings and decisions published in Part III, Subpart A. , of the In- 
ternal Revenue Bulletin are based on the application of provisions 
of the Internal Revenue Code of 1954 and, unless otherwise noted 
therein, are published without consideration as to any application 
of the provisions of the Internal Revenue Code of. 1939, the Federal 
Alcohol Aclministration Act, or other public laws. 

SUBTITLE E. — ALCOHOL, TOBACCO AND CERTAIN 
OTHER EXCISE TAXES 

CHAPTER 51. — DISTILLED SPIRITS, WINES, AND BEER 

SUBCHAPTER A. — GALLONAGE AND OCCUPATIONAL TAXES 

PART I. — GALLONAGE TAXES, SUBPART A. — DISTILLED SPIRITS 

SECTION 5008. — STRIP STAMPS FOR, DISTILLED SPIRITS 
26 CFR 251. 68: Overprinting of red strip Rev. Rul. 56 — 277 

stamps. 

An importer holding a basic permit to do business under one or 
more trade names should have the red strip stamps overprinted with 
his real name and/or one of his approved trade names, consistent 
Ivith the name of the importer as shown on the labels of the imported 
spirits to which the red strip stamps are to be applied. However, 
in the preparation of Form 428, Order for Bottle Stamps Other than 
Bottled-in-Bond Strips, Form 1627, Statement to Accompany Requi- 
sition for Red Strip Sta~mps for Imported Distilled Spirits, and Form 
1627A, Application for Diversion of Red Strip Stamps for Imported 
Distilled Spirits, the importer should show his real name and the 
trade names under which he is authorized to do business in order that 
these documents may be properly related to the stamp account, Form 
96, Strip Stamps Issued to and used by Importers, kept in the real 
name of the importer. 

For the procedure for reporting of strip stamps, see Rev. Proc. 
56-13, page 1087. 
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SFCTION 5009. — STAAIPS I OR DISTIT, T, I, D SPIPITS 
WITIIDRA)VN I'01', I;XP()IMITATION 

26 CI'R 225. 780: I. 'xport stamps required. 

Instructions issued for the furnishing of export stamps to proprie- 
tors by storekeeper-gaugers rather than by District Directors. See 
Rev. Proc. 56 — 5, pa«e 1021. 

SECTION o011. — ABATF. ;&&IEXT, PEMISSIOX, PEFI XD AXD 
AI I OlVANCE FOR I ()SS OP, DES'I'PI. ('TIOX OF DIS- 
TILI ED SPIRITS 

26 CFR 225&. 49&: I. osses after taxpayment. Pier. Rul. 56 — 68 

Claims for refund of taxes paid on distilled spirits which hare 
beeon&e lost may not be allo&red in those «as& s where the losses 
occurred subse&luent to the determination of the tax on the distilled 
spirits but prior to the physical removal thereof from the internal 
revenue bonded warehouse. 

Advice has been requested whether a claim for refund of the tax 
paid on distilled spirits lost after t ixpayment but prior to removal 
from an interiial revenue bonded w;irehouse may be allo~ed. 

Section 5006(a) of the Intern:&1 Revenue (, ode of 1954 provides in 
part that the internal revenue tax on distillecl spirits shall bc deter- 
mined when the spirits are withdrawn from bond. 

Section 5011, making provision for abatement, remission, refund, 
and allowance for loss or destruction of dIstil]ed spirits, provides in 
part that no tax shall be reniitted or refunel«l Ivhere the loss occurs 
after the tax was determined, as provided in s« tion 5&006(a), and the 
spirits withdrawn from bond. Section 2&2&5&. 407 of Regulations relating 
io internal Pieve»ue Bonded Warehouses plovides that nothing in 
section 5011 of the Internal Revenue Code or in such regulations shall 
be construed to authorize refund of the tax Ivhere the loss occurred 
after the tax was paid. 

It is hei&1 that there is no interval between the determination of tax 
and the withdrawal of the distilled spirits from bond dnring which 
the spirits could be lost or destroyed. Accordingly, losses occurring 
after the tax has been determined or fiixed are not allowable losses 
under section 5011 of the Co&le. 

SUBPART B. — RECTIFICATION 

SECTION 5021. — IIIPOSITION AND RATE OF TAX 
26 CFR 285. 75: Classed as rectified liquors. Rev. Rul. 56& — 2N 

Conimercial eggnog preparations made I& ith distilled spirits and/or 
wine may be maiitifactured only by rectifiers. Such products mlide 
with distilled spirits must be packaged in liquor bottles conforming 
to 26 Code of Feder;il Regulations, Part, 175&, anti must bear red strip 
stamps. Eggnog ma&le only with ivine must be packaged in contaiiiei's 
other than indic~ia liquor bottles and must be labeled as wine eggnog. 
See Rev. Rul. 54 — 874, C. B. 1054 — 2, 4, '&7. 
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SUBPART C. — WINKS 

[f 5053. 

SECTION 5041. — IMPOSITION AND RATE OF TAX 

26 CFR 251. 42: Wines. Rev. Rul. 56 — 146 

A product of Mexico, commonly known therein as "Pulque, " is 
prepared from the fermented juice of certain species of the Agave 
plant. Such a product, , having an alcohol content of 4. 62 percent 
by volume and produced without the addition of any material other 
than sugar or water, would, upon importation into the United States, 
be subject to the internal revenue tax of 17 cents a wine gallon imposed 
on still wine in addition to the customs duty. 

SECTION 5042. EXEMPTION FROM TAX 

26 CFR 240. 541: Limitations of exemption. Rev. Rul. 56 — 278 

Section 5042(a) (2) of the Internal Revenue Code of 1954 permits 
a duly registered head of a, family, subject to regulatory requirement, 
to produce for the use of his family an amount of wine not exceeding 
200 gallons per annum, without the payment of tax. Section 240. 541 
of the Wine Regulations provides in part that the statutory exemp- 
tion does not apply to wine made by a partnership or produced at 
a wine cellar by two or more heads of families jointly. Held, where 
a bonded wine cellar is operated by a partnership consisting of the 
members of a single family, as, for example, a bonded wine cellar 
operated by a partnership consisting of a husband and wife who are 
living together, the statutory exemption does apply to the head of 
such family. 

SUBPART D. — BEER 

SECTION 5058. EXEMPTIONS 
26 CFR 245. 291: Reciprocating foreign 

countries. 

The country of Lebanon has been added to the list of reciprocating 
f'oreign countries. See Rev. Rul. 56 — 81, page 746. 

26 CFR 245. 820: General. Rev. Rul. 56 — 266 

Section 5058 of the Internal Revenue Code of 1954 provides that 
beer may be removed from the brewery, without payment of tax, 
for laboratory analysis, subject to such limita, tions and under such 
regulations as the Secretary or his delegate may prescribe. HeM, 
beer Inay not be withdrawn, in metal cans or bottles, from a brewery, 
without payment of tax, for use in testing the glue used on the labels 
attached to such bottles or cans or for testing cans for leakage. Tax- 
paid beer only may be withdrawn for these purposes. However, under 
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tlie above provision of law ancl section 245. "&20 of the P&eer P&egulations, 
&;»i coinp;inies may be furnished tax-free samples of beer for analysis~ 

in tlieir labor;itories in deteri»ining the eGect of packaging on char- 
actei and quality of the beer (e. ge. , ior pasteurizition, iron picl up, 
'&i&el aii') . 

SECTIOX 5056. — I)il VV& BACI~ OI' TAX 

(Also Section 5062. ) P&ev. P&ul. 56 — 279 

The Ryukyu Is1ands, including the island of Olci»nwn, under n&l- 

niinistr:it, ive jui isdictioii oi the IJ»itecl States ns n, result of the Treaty 
of Pence with Japan, is considered foreign territory for the purpose 
of exportntion thereto of distilled spirits, ivi»e or beer, without pay- 
nient of tnx or with benefit of draivback, under the applicable provi- 
sions of the Internal Revenue Code of 1!)5&4 n»&l of the Regulations 
iel;iting to clistilled spirits, wine, and beer& issued pursuant thereto. 
Compaie Rev. Rul. 55 — 0, C. 8. 195&5& — 1, 400. 

20 CFR 25&2. 15&1: Authorized wit]I&lraivals. 
(A1so 252. 152. ) 

T. D. 6160' 

TITI. E 26 — IXTI'. REAL iizvzxui:, Ion&I. — CHAPTER I, suzcHAPTER E, PART 252 
Di&AWI;ACIC OX LIQUOIIS KXPOIITZI& 

Part '& &" of title 2&i of the Code of I&'ederal Regni:Itious amended 
in re ard to the exportation of tn&&paid beer. 

Trr. Isi. Pi- DrPARTxfi'. XT& 

Orzicz or THE Coxriiissi&&xzR or Ix Tzr&x AL Rzvr&xt-z, 
IVashr'rirl ton 2~. D. C. 

To Off'Ice&'s and L rrr ployeesof the inter r&rrl. I'«venue 8er'cree a»rl Others 
Concer neer, : 

On Septe»iber 2', 
3& ]0:&5&, a notice of proposecl rulemnlcing v&ith re- 

spect to amendment of Ie& ulitio»s in 20 CFPi, (105t) pnlet 2&5&2 ivns 
published in tile Federal Register (20 F R. 7130). 

The purpose of this proposal wns to eA'ect aclministrative clecisions 
(1) to permit persons other than brewers to export tnxliaid beer, re- 
taining the provision that the brewer of such beer shall fi]e the claini 
for drawback of tax thereon, and (2) to simplify celt;ii» requirements 
governing the marking of containers. After consideration of all 
Ielevant mntter presented by interested persons relnting to the rules 
proposecl, the nmendnients to 26 CFPi (1054) part 252 set forth below 
tire hereby adopted: 

PARAcRAPH 1, Section 252. 151 is a»&ended to read as follows: 
2 &2&. 15&1 AvTHORIZKD &VITHDRAwAI s. — Taxpi&id bee&', brewed or produced i» 

ihe United States, may be withdrawn by the owner of the beer from a breivery 
»r any other place of storage for exportation or for use as supplies on vessels 
or aircraft. Claim for drawback of taxes found to have been l&aid may be filed 
oiily by the producing brewer or his duly authorized agent. 

PAR. 2. Section 252. 152 is amended as follows: 
(A) By striking, in the first se»te»ce, the words: "Entry 

Xo. , " and, "and the port of exportation"; and 

'21 P. R. 1sns. 
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(B) IIy striking the second sentence ~vhich begins: "The entry 
number assigned 

PAR. 3. The undesignated center heading preceding $ 252. 153 and 
) 2M. 153 are amended to read as follows: 

CLAIM REQUIRED 
I[252. 153 BEER EKPGRTKD, DEPosITED IN FGREIGN-TRADE ZQNE$, oR UsKD As 

SUPPLIEs oN VESBKLs oR AIRCRAFT. — Claim for allowance of drawback of interna'I 
revenue taxes on beer brewed or produced in the United States shall be prepared 
on Form 1582 — B as required in this subpart. 

PAR. 4. The undesignated center heading preceding $ 2M. 154 and 
f 252. 154 are amended to reail as follows: 

EXECUTIOiV OF CLAIM 

$252. 154 WITHDRAivALs oF BEER BY BREwKR FRoM BRKwERY. — When taxpaid 
beer is removed from a brewery for exportation, for lading as supplies on vessels 
or aircraft, or for deposit in a foreign-trade zone, the brewer will execute part 1 
and part 3 of Form 1582 — B, in triplicate. Each Form 1582 — B shall be given a 
serial number beginning with "1" for the first day of January of each year 
and running consecutively thereafter to December 31, inclusive. Upon removal 
of the beer for shipment the brewer will immediately file one copy of Form 
1582 — B with the assistant regional commissioner of the region in which the 
producing brewery is located, and: 

(a) Iimnediatelv forvvard the original and one copy of Form 1582 — B to 
the collector of customs at the port of export; or, 

(b) In the case of shipments to the Armed Services of the United States 
for export, immediately forward the original and one copy of Form 1582 — B 
to the commanding or supply officer to whom the shipment is consigned; 
or, 

(c) In the case of shipments to a foreign-trade zone, immediately forward 
the original and one copy of Form 1582 — B to the customs oflicer in charge 
of the foreign-trade zone. 
Where the brewer operates more than one brewery in different regions, 
the brewer will file the copy of Form 1582 — B on which the claim for draw- 
back is executed with the assistant regional commissioner of the region 
in which the principal ofiice of the brewery is located. 

PAR. 5. Immediately following $ 252. 154, a new Ia 252. 154a is added, 
which reads as follows: 

) 252. 154a RExiovALs oF BEER BY AGENT oN BEEIALF oI' BREwER. — Where proper 
power of attorney authorizing an agent to execute a claim on behalf of the brewer 
has been filed on Form 1534 with the assistant regional coinmissioner, such agent 
may remove taxpaid beer from the brewery where produced or from its place 
of storage elsewhere, and execute part 1 and part 3 of Form 1582 — B on behalf 
of the brewer. Each Form 1582 — B shall be given a serial number beginning with "1" for the first day of January of each year and running consecutively there- 
after to December 31, inclusive. Such agent will prepare and dispose of Form 
1582 — B in accordance with the applicable procedure set forth in $ 252. 154. 

PAR. 6. Section 252. 155 is amended to read as follows: 
)252. 155 REMovALS OF BEER BY PERSONS OTHER TEIAN TEIE BREWER OR IIIS 

AGENT. — Where there is a removal of taxpaid beer by a person other than the 
brewer or the agent of the brewer for export, or for supplies on vessels or air- 
craft, or for deposit in a foreign-trade zone, such person shall execute part 1 
of Form 1582 — B, in triplicate. Where the exportation consists of the products 
of more than one brewer, a separate Form 1582 — B must be prepared for the 
Products of each brewer. Each Form 1582 — B shall be given a serial number 
beginning with "1" for the first day of January of each year and running con- 
secutively thereafter to December 31, inclusive. Information called for shall 
be furnished in accordance with the instructions on the forin or issued in respect 
thereto. Upon removal of the beer for shipment such person will immediately 
forward one copy of Form 1582 — B to the producing brewer, and: 
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(») Inunediately forward the original and oi&e copy of P&or&n 1&S2 — B to 
the colic& tor of &nisi»ms nt the port of export; or, 

(l&) In the &. :&, e of shipments to the An»ed Services of the I'nited States 
for export, imnredi;&tely forivard tbe originnl and one copy of I'orm 15&82& — L' 

to ih«r»»ma»ding or supply officer to whom the shipment is consigned; or, 
(c) I» the &. ase of shipu&ents to;& foreign-trade zones, immediately for- 

&v:&rd the &&rigi»;&l ar&d on& c&u&y of I'orm 15&S" — I'& to the &»sioms officer in 
charge of the forei "n-trade zone. I&pon receipt of tl&e copy of I"&»'m 1 &)&2& — I: 
fro»& the exporte&, tlie hre&v& & will, if lie &visl&es to ch&i»& drarvback on the 
beer covered th& &cl&y, execute the ch&im for drn&vl&n&k on l&art S of the 
fornn;&ud file the & h&i»»vith the assistnnt re io»al con»»issioner &&f his 
region. 1Vbere the &lni&n is»ot filed Ivith the», sist»»t re ional commis- 
sioner &vithi» six nro»ths nfter tl&& date sbo&vn in the certificate of removal 
in part 1 of the for»&, the apl&lical&le provisions of &s$ 2, &'. 16G to 25&2, 1Gq, 
reh&ting to evidence of exportation or lading for use or& vessels and aircraft 
slmll apply. 

I'AR. 7. Section 2;&2. 1»7 is a»&endecl to reacl as follows: 
&r 2. &2. 1. )7 Dn&sc'r DRI. &VERY For& & &;S'fox&S IxspRCTION; IIIIL OF LADING. — If the 

pre&nises from Ivbi& h the shipment is made:&re loc:rt& d at tlie por t ot' exportation, 
the beer shall be delivered &lire& tly for customs inspection an&i supervision of 
lading, nud a copy of the export hill of ladin shall he promptly forivarded to 
fhe assistnnt re . io»nl & onrinissio»er of the re ion in &vhich the claim for drawback 
is filed: P&n&. i&i«r, That:&» export hill of ladin will uot he required, (a) in the 
&»se of shipments to the Ar&»ed Servic&'s, Ivhere the shipment &vill be delivered 
to the conm»&nding ofh«er &&r supply offi& er to Ivho&n consigned, or (b) in tl&e ease 
of shipme»t for ln&lin . for use ns supplies o» vessels or aircraft. 

PAR. 8. Section 25& '. 1;&8 is arne»clecl to read as follows: 
I&. l. &S RlxPGRTATIox BY VEssEL. — If the pre&»ises from Ivhi&. h the shipme»t 

is made are locnte&l elsewhere than at the port of exportntion, the beer shall be 
&h livered either directly for custonis, i»spe&. tion and supervision of ladin, or to 
a «;&rrier for tra»sportation to the port of exportation and. a copy of the export 
hill of 1&uling shall be promptly for&v;&rded to the assistant regioual commissioner 
of the regio» in whicl& the cl»i&u for drnivbnck is filed. 

I'AR. 0. Se& ti&»i 252. 159 is nnie»clecl by striking fro»i the third sen- 
te»ce the Ivords "brciver or his agent" and insertiug in lieu thereof 
tlie ivor&1 "expo& tei . " 

I AR. 10. Sectio» '&52. 1G2 is amendecl by striking from the third sen- 
teiice the worcl "o»e" a»el inserting in lieu thereof tlie words "the 
or& gi » a 1 . 

This Treasury De&. ision shall be eA'ective on the first day of the 
first month which begins not less than 80 days following the date of 
publication in the FEI&ER &L PizorscrER. 

(This Treasury Decision is issued under the authority contained iu 
se&. tion 7805 of the Internal I&even&re Cocle of. 195&4 (G8A Stat. 017; 
&G U. S, C. 7805). ) 

PiUssELL C. HARRINGTO'x) 
Conrmisszone& of I&rte& &rat liecnenue. 

RAI. PH KELI. V) 
Commissioner of Customs. 

Approvecl (f arch 21) 105G. 
DAN TIIROOP SI&III'H, 

8pecia/ Assi &tant to the 8en etary in Cha&ge of Tax PoHcy. 

(Publisl&ed iu the FFDRRAL IIRGIsrsa. 31»r&h 27, 1050) 
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26 CFR 252. 152: Marks on containers. 

[f 5062. 

Simplification of requirements regarding the marl-ings on contain- 
ers of beer. See T. D. 6166, page 7 06. 

SECTION 5061. — METHOD OF COLLECTING- TAX 

For the procedure for reportino of distilled spirits excise tax stamps 
and rectification t;ix stamps, see Rev. Proc. 56 — 18, page 1087. 

SUBPART E. — GENERAL PROVISIONS 

SECTION 5062. — REFUND AND DRA)ABACI% IN CASE OF 
E XPORTA TI ON 

For exportation of distilled spirits and ~ines, free of tax or with 
benefit of drawback, to Okinaw;i, see Rev. Rul. 56 — 279, page 706. 

26 CFR 252. 4: Reciprocating foreign 
coiiilti'les. 

The country of Lebanon has been added to the list of reciprocating 
foreign countries. See Rev, Rul. 56 — 81, page 746. 

26 CFR 2'52. 101: Exportation through border 
port. 

Rev. Rul. 56 — 287 

Section 5062(b) of the Interiial Revenue Code of 1954 provides for 
a drawback equal in amount to the tax paid on distilled spirits and 
wines exported and authorizes the Secretary or his delegate to prescribe 
regulations governing the determination and payment of drawback, 
including the requirement of such notices, bonds, bills of lading, and 
other evidence of payment of tax and exportation. as shall be deemed 
necessary. Beld, when distilled spirits or wines, bottled or packaged 
especially for export with benefit of drawback, are exported to con- 
tiguous foreign territories by rail, copies of express receipts issued by 
a rail~ay express agency may be accepted as evidence of exportation, 
provided (1) the distilled spirits or wines are adequately described 
thereon by shov. ing serial numbers of the cases or packages and the 
quantity shipped ill v-ine gallons, (2) such receipts are prepared in a 
manner to show that the shipment was sent in care of the Collector 
of Customs at the border port, and (8) such receipts otherv, ise meet 
the requirements with respect, to bills of lading as set forth in section 
252. 101 of the Regulations relating to Drawback on Liquors Exported. 
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PART II. — OCCUPATIONAL TAX 

SUBPART A. — RECTIFIER 

SI&;CTION 5083. — DEFINITION OF RECTIFIER 

Rev. Rul. 56 — 147 26 CI& R 230. 190: Mingling of difi'erent spirits 
prohibited. 

(Also Section 235. 697. ) 
Gins stored in reused cooperage for various periods msy be com- 

mingled nt a taxpaid bottling house or a rectifying plant for bottling 
without rectidc;&&ion, noiwithstanding the diiference in the periods 
of storage in such reused cooperage, provided they are otherwise 
homo'eneous and the difference in color of composite samples of 
each butch to be commingled does not exceed trvo nu&ubers on the 
Lovibond Tiutou&eter, or its equivalent. 

Advice has been requested whether gins producecl by the same dis- 
tiller at the salne distillery, and unde~r the same formula, but stored 
in reused cooperage for various periods, may be considered to be 
homogeneous for the pmpose of commingling for convenience in 
bottling. 

In Revenue Ruling 54 — 510, C. B. 1954 — 2, 562, it is held that gins 
storecl in metal drums or paraAin lined packages nray be commingled 
without re&rard to the period of storage in such containers, if other- 
wise homogeneous. The question here involved is whether gins stored 
in reused cooperage Inay also be commingled without reg~arcl to the 
period of storage. 

It has been determined, in accordance with the procedures set forth 
in section 230. 191 of the Regulations relating to the Bottling of Tax- 
paid Spirits, or section 2Z5. 698 of the Re~~ulatio»s relating to the 
Rectification of Spirits and Wines, that gins stored in reused cooper- 
age, produced by the same distiller at the same distillery, ancl under 
the same foImula, Inay be presumed to be homogeneous and eligible 
for commingling for bottling without rectification at a. taxpaicl bot- 
tling house or ~a rectifying plant, without regard to the period of 
storage of the gin in the reused cooperage, provicled the difference in 
color of composite samples of each batch to be commingled cloes not 
exceed two color numbers on the Lovibond Tintonleter, or its 
equiva, lent. 

Where it is desired to commingle two or more batches of gin stored 
in reused cooperage, the storekeeper-gauger will take a composite 
sample of each batch from the dumping and reducing tank or the stoI'- 
age tank. The composite samples ~v~ill then be forwarded by the 
storekeeper-gauger to the laboratory of the ofhce of the appropriate 
Assistant Regional Commissioner, Alcohol and Tobacco Tax, for ex- 
amination. The storekeeper-gauger will be advised of the results of 
the examination, and if the gins are found to be homogeneous they 
may be comnIingled and bottled without rectification pursuant to 
Form 230, Description and Gauge of Spirits or Wines for Bottling 
without Rectification. If the proprietor so desires, he may bottle the 
gins pending receipt of advice regarding the results of the laboratory 
examination, but if it is found that they are not honlogeneous, the 
bottler will incur liability to the rectification tax by rea~son of such 
conlnlingling. 
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26 ( I' R 285. 607: M&»&'11»g of d]fierent sp11'1ts 
prohibi ted. 

For conn»i»glin«of «i» stored in reused cooperage for bottling 
wiihout rectific;&tio» at, ;1 tax]&;tid bottling house or. rectifying pla»t, 
see Hev. Hul. 56 — 147, page 71 0. 

SUBPART B. — BREWER 

SECTION 5001. — I &&IPOSITION AND HATE OI TAX 

26 CFR 2-f, »165: Special tax. 
(Also Part lll — 14, Section 8 &50; Regulations 

18, Section 101. 240. ) 

Rev. Rul. 56 — 288 

A unalike&l brewer is subject to liability fo& special (occulrutio»al) 
tax as a brerver for a fis&»l y&;» duri»g &vhi&h u»tazpaid beer was 
stored ou the bre&very pr&u»iscs even thou"h no beer was produced 
duri»" the year. 

A&lvice has been requested whether a brewer is liable for special tax 
as such as a result of having beerand brewing materials on hand dur- 
rng a fiscal year in 1vhich he produced no beer~ 

A brewer was properly qualified as s»ch in 1084 and paid special 
tax as a brewer until the current fiscal year. IIe lras produced no beer 
since %lay 1051 «nd has made no sales sin. ce December 1951. Ho~ever, 
the brewer lras on hand at the brervery pren1ises a qu;u1tity of untax- 
paitl beer which may now be»»s:11 able. 

Section 5001 of the I»ternal Revenue Code of 10;"1-1 imposes a spe- 
cial (occupational) tax on brewers. Section 50&02 thereof defines a, 

brewer as any person who brews or produces beer for sale. Similar 
provisions are contained in sections 8250(c) and 825-f(d) of the 
I»ternal Hevenue Code of 1080. 

It is held tlrat the occupation of brewi»g or of proclucing beer means 
more than merely making brews. Only a, brewer may possess domesti- 
cally produced beer on which the tax has not been p;&id or dctermi»ed. 
Accordinoly, the storage of such beer is an integr:11 element of the 
occupation of proclucing beer. Therefore, a brewer who has on hand 
a quantity of beer on w11ich the tax has not been paid or determined is 
liable for special tax as a, brewer for each fiscal year during which 
such beer is held even though no beer was produced during such 
fiscal year or years. 

SUBPART C. — MANUFACTURERS OF STILLS 

SECTION 5101. — IMPOSITION AND RATE OF TAX 

Rev. Rul. 56 — 81 26 CFR 196. 80: Extent of changes. 
(Also 196. 40. ) 

4 vapor recompression device, which is attached to the base of a 
conveniional beer still to conserve steam and ivhich, as an incidental 
function, recovers and reinjects into the still the residual alcohol 
393474' — 50 — 46 
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contained in low boiling material, thereby preventing loss of alcohol 
in the stillage, is not taxable either when furnished as an integral 
part of a new still or when furnished separately and attached to a 
still already set up. 

Advice has been requested whether a certain vapor recompression 
device is taxable under section 5101 of the Internal Revenue Code 
of 1954. 

Section 5101 of the Code requires in part that each manufacturer of 
stills shall pay a special (commodity) tax of $22 for each still or worm 
for distilling made by him. 

Section 196. 40 (d) of the Regulations relating to Stills provides that 
a separator or dephlegmator, used solely for separating vapors of 
lov'er boiling points from vapors of higher boiling points, allowing 
the latter to condense and redux to the still and the former to pass for- 
ward to a worm or condenser, is not subject to the $22 tax. 

The device in question, when attached to the base of a conventional 
beer still, acts primarily to conserve steam by recompressing the vapors 
from the hot stillage at the base of the still. The vapors are returned 
to the still for use in preheating the feed intake. An incidental func- 
tion of the device is to recover and reinject into the still the residual 
alcohol contained in lower boiling material, thereby preventing loss 
of alcohol in the stillage. In effect, the device performs the function 
of a combination heat extractor and separator. 

This vapor recompression device is analogous in principle to a, 

dephlegmator, which is not taxable. Accordingly, the device is held 
not to be taxable either when furnished as an integral part of a new 
still or when furnished separately and attached. to a still already 
set up. 

26 CFR 196. 40: Types of distilling apparatus 
subject to special (commodity) tax. 

For application of the special (commodity) tax on stills to a vapor 
recompression device attached to the base of a conventional beer still, 
see Rev. Rul. 56-81, page 711. 

SUBPART D. — WHOLESALE DEALERS 

SECTION 5114. — RECORDS 
26 CFR 194. 216: Records of receipt. Rev. Rul. 56 — 95 ' 
(Also Section 194. 217. ) 

Section 194. 216 of tlie Regulations relating to liquor Dealers re- 
quires that every wholesale liquor dealer shall keep a commercial 
record of receipts of distilled spirits, and specifies certain information 
which must be shown thereon. It also provides that additional in- 
formation with respect to such receipts desired by the wholesale 
dealer may also be shown. Section 194. 219 of the regulations requires, 
in part, that each page of the record maintained by the wholesale 
dealer bear a preprinted serial number. Held, the inclusion of items 
relating to products other than distilled spirits on prescribed records 

' This Revenue Ruling has been modified by Revenue Ruling 56 — 351, L R. B. 1956 — 30, 
page 102. 



713 
[Ci 5114. 

of iic«cipt may be permitted, providecl tlie, ;idclition:il i»forination docs 
»ot ninterinlly interfere with tlie intc»d«1 purpose of the records (for 
ercni»pie, i f the number of such;ichlition;il items does not, predominate) . 
A««oixli»gly, appliciitio»s to include ivine, beer, n»d/or i&on-nlcoholic 
iteins on prescribed lee&)rcls of receipt mny be nppioved if such articles 
clo not ercclude distilled spirits on nny sheet of tlie record and if the 
prictice is»ot one tl&nt ivill defeat tlie purpose of prenumbering rec- 
oicls of receipt. Any ivliolesiile liquor &le;il& i desii in&) to i»clucle ite»&s 
&&ther than distilled spirits on prescribe&l iecoi&1s of receipt should 
make nppli«;itio» tlierefor to the Assistant I«g&. io»nl Commissioner, Al- 
cohol n»cl Tob:&ceo 'I'ax, of the internal revenue re«io» in which his 
business is conducted. Section I'l l-l-. '17 of the re»ul;itin»s, with respect 
to records of dispositioii of' clistilled spirits, is si»iilnrly i»tcipretcd. 

&6 CFR 1N. '&17: Recon&is of disposition. Rev. Piul. 56 — 70 

wholesale liquor cle;ilers ivho elect to use a moclihed I&'orm 5'& — 13, 
)Vholesale Liquor Dcnle& 's . ')&fo»tlily Report, as n recorcl of disposition 
required to be maint;iined»»cler section 104. ''~17 of tlie Regulations 
relating to Liquor Dealers, mny be autliorized to shoiv the serial num- 
bers of cases of clistillecl spirits disposed of on the sale invoice, or 
other commercial recorcl, kept in a sepainte hlc, provided proper 
reference is ninde in the ino&lified record of clisposiitio», I&or&» 52 — B, 
to such separate sales invoice file or otlier commercial record. The 
recorcls must be maint;iinecl in such forni:i»d conclition as to readily 
reflect the rcquirecl &1;itn, with respect to the physical disposition of 
eiicli indiviclual lot of distilled spirits for inspection p«rposes, p»r- 
suant to the applicable provisions of section 1N. '&17 of the reguln, — 

tions Authority to lceep sucli separate rccorcls of seri;il numbers of 
cases nnist be securecl from the appropriate Assistant Regio»al Com- 
missioner, Alcohol a»cl Tobacco T»4. I» tliose c;ines ivhere a whole- 
snle liquoi de:iler lms nlreacly been authorized to show serial numbers 
on commercial recorcIs, no new authorization is necessary, but tlie 
records must be simihiirly identified and tlie clnta i»ust be readily 
available for i»spection by i»ter»nl revenue oflicers. 

I&'or inclusio» of items other than clisti lied spirits in wholesale liquor 
dealer's recoils of clispositio», see Rcv. Rul. 50 — 05&, above. 

Rev. Rul. 56 — 11 o6 Ck'R 1M. '»'0: Variations in format, or 
preparation, of recorcls. 

1'ursuant to the provisions of section 104. 220 of tlie Regulations 
relating to Liquor Dealers, as amen&led by Treasury Decision 0151, 
C. B. 1!&&)&& — 2, 713, tl)e c»nnncrci;il iecords of receipt and disposi- 
tion of distilled spirits prescribed by such regulatioiis may be inicro- 
filaied if tlie wholesale liquor dealer establishes to the satisfaction of 
the Assistant Regional Con)missioner, Alcohol and Tobacco Tax, a 
real need therefor. . 4 vieiving box or other similar device must be 
provided for the rea&ly studv of the n)icrofiln&s by internal revenue 
officers. 

Revenue Ruling 54 — 4&8, C. B. 1054 — 2, 4&13, is not applicable with 
i'PSJIP&'t to i'ecol'ds 1 equll'cd to be lllaill tallied oil alld af tel' &&ctobel' 

1, 1%5. 
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Advice has been requested whether the a. uthorization contained in 
Revenue Ruling 54 — 478, C. B. 1954 — 2, 463, for the microfilming of 
commercial records by wholesale liquor dealers may be continued upon 
the eff'ective date of Treasury Decision 6151, C. B. 1955 — 2, 718. 

Revenue Ruling 54-478, supra, authorized the microfiilming of the 
commercial records maintained by wholesalers as supporting docu- 
ments for Record 52, Wholesale Liquor Dealer's Record. However, 
the Regulations relating to Liquor Dealers, as amended by Treasury 
Decision 6151, supra, prescribe, in lieu of Record 52, the maintenance 
of individual records of "receipt" and "disposition" of distilled spirits. 
See section 194. 219 of the regulations as amended. Section 194. 220 
provides that variations in format, or preparation, of records mav 
be approved by the Director, Alcohol and Tobacco Tax Division, 
where it is shown that such variations from the prescribed require- 
ments are necessa, ry. In such case, it requires that a letterhead ap- 
plication be submitted, in triplicate, to the Assistant Regional Com- 
missioner, Alcohol and Tobacco Tax, describing the proposed varia- 
tions and setting forth the need therefor. 

Accordingly, the Director, Alcohol and Tobacco Tax Division, may 
approve an application to microfilm commercial records of receipt 
and disposition of distilled spirits, provided the wholesaler applicant 
establishes to the satisfaction of the Assistant Regional Commissioner, 
Alcohol and Tobacco Tax, a real necessity for such procedure and 
provides a viewing box or other similar device suitable for the ready 
study of the microfilms by internal revenue officers. 

Revenue Ruling 54 — 478, supra, is not applicable v-ith respect to 
records maintained by wholesale liquor dealers covering transactions 
on and after October 1, 1955. 

26 CFR 280. 280: Form 52 — D. 
For modification of information to be reported by proprietors of 

taxpaid bottling houses on Form 52 — D, see Rev. Proc. 56 — 14, page 1039. 

SUBPART F. — NONBEVERAGE DOMESTIC DRAWBACK CLAIMANTS 

SECTION 5181. — ELIGIBILITY AND RATE OF TAX 

Rev. Rul. 56 — 280 

Section 5181 of the Internal Revenue Code of 1954 provides, in 
part, that distilled spirits used in the manufacture or production of 
medicines, medicinal preparations, food products, flavors, or fiavoring 
extracts, which are unfit for beverage purposes, are subject to draw- 
back. HeM, food colors manufactured with taxpaid distilled spirits 
are not considered to be "food products, ffavors, or flavoring extracts. " 
Accordingly, drawback is not allowable on the distilled. spirits used 
in the manufacture of food colors when they are sold as such. How- 
ever, if the manufacturer produces food colors and uses such colors 
in the manufacture of food products, he may file claim for drawback 
on the distilled spirits which are contained in the food color at the 
time the color is used in the manufacture of the food product. 
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26 CFR 107. 95: Proclucts requiri» fol'mu]ns. Rev. R»l. 56 — 230 

Section 513] of the Internnl R& v&'»»& Code of 1054 pl &&Pi&les for the 
&llnwbnck of t;lx paid on clistilled spirits used in the nlanufncture of 
certai» no»bev& rage proclucts. Aclvice hns been requested whether 
qunntit;&tive tornlulas for nonbevernge products which contnin 
specinlly de»nt»rcd nlco'hol clel ivecl from a purchnsecl ingredient may 
be npprovecl. II&1&1, n. folnml;I cont;lini»g a purch;Ised in& reclie»t 
ma&le with specially &len:It»reel alcohol mny be npprovecl, if within the 
requll'ements of the lnw nnd reglllntio»s in other respects, as eligible 
for clrnwbnck on the tnxpnicl ethyl alcohol »seel by the »1n~nufnctul cl 
snbmitti»g the form»hl, l»lt uncler the condition th&lt the specially de- 
natured alcohol 1»ust i»ave bee» recovered or completely clissipate&l 
fl'onl the i»gredient in which usecl if the pro&luct is i»tc»ded for in- 
ternal use. If the pro&1»ct is' not for internal consumption (&vors 
for use on tobacco, for example, v oul&l not be for internal consump- 
tion), it is not essential that the specinlly denaturecl alcohol be recov- 
ered or clissip;lted. 'I'he»se, howev& r, ot specially &lennturcd;llcohol, 
ns, . uch, and tnxpnicl clistillecl spirits in the s;ll»c l»o&h&ct by a, no»- 
fever»«~& 1»:lnuf;lcturer may be conclucive to fr;1»&l on the revenue and 
is not permitted where &lrawbnck of tnx is involvecl. 

SUBPART G. — GENERAL PROVISIONS 

SECTIOX 5142. — PAYiIENT OF TAX 

Rev. Rul. 56 — 232 

Section 5142 of the Internal lieve»ue Cocle of 1054 provides th;lt, the 
special (occupational) taxes imposecl under Chapter 51 shall be pnicl 
by stamps denoting the tax. Title 18, U. S. C. , section 8, 62 Stat. 685, 
defines "obligation or other security of the Unite&1 States" to include 
"stamps and other representatives of value" issue&1 under any Act of 
Congress. Title 18, U. S. C. , section 474, 62 Stat. 706, makes it a 
criminal OA'ense to pIrint, photograph, or in any other manner mnke or 
execute any engraving, photograph, print, or implessio» in the like- 
ness of any such oblig:ltion or other. security, or any lrart thereof. Ac- 
cordi»gly, photographs may not be made of speci;11 tax stamps. 

SUBCHAPTER B. — DISTILLERIES 

PART I. — ESTABLISHMENT 

SLiCTIOX 5176. DISTILLING&R&S BOXD 

26 CFR 220. 186: Surety or security. Rev. Rul. 56 — 198 

Section 220. 186 of the Regulntions relating to the Production of 
Distilled Spirits provides, in part, that where a clistiller operates an 
internal revenue bonded warehouse on the distillery premises and 
Form, '30, Distiller's Bond, is in the maximum penal sunl of $100, 000, 
it may be accepted without surety if it is supported by the consent of 
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surety on Form 1571, Transportation and warehousing Bond, and 
the latter bond is in the maximum penal sum of $200, 000. IleV, a 
surety does not assume liability beyond the $200, 000 maximum on the 
transportation and warehousing bond, Form 1571, by executing Form 
1533, Consent of Surety, to support a distiller's bond, Form 30, given 
without surety or security in accordance with the prov~isions of section 
220. 186 of the regulations. 

SECTION 5178. — PLAN OF DISTILLERY 

26 CFR 220. 171: Plat and plans. 
(Also 221. 179; Section 5231; 225. 51. ) 

T. D. 6165' 

TITLE 20 — INTL&" RNAL REVENUE, 1954. — CHAPTER I, SUBCHAPTER E — PARTS 220, 
221, AND 225 

Mtscet/an eo us a niendm ents 

TREASURY DEPARTAIENTq 

OFFICE OF CO5IMISSIONER OF INTERNAL REVENUE& 
1Vashington 8b, D. C. 

To Offtcers and EtIIptoyees of the Interna/Eevenue Service and Others 
Concerned: 

On October 13, 1955, a notice of proposed rulemaking with respect 
to parts 220, 221, and 225 of title 26 (1954) of the Code of Federal 
Regulations was published in the Federal Register (20 F. R. 7664). 
The purpose of this proposal was to effect administrative decisions 
(1) to eliminate requirements for the weighing, prior to shipment, , 
of packages transferred in sealed conveyances between internal rev- 
enue bonded warehouses and to transfer to proprietors the responsi- 
bility for ~eighing and recording the weights thereof of all packages 
transferred whether in sealed or unsealed conveyances, (2) to elimi- 
nate the requirement that packages be weighed prior to the dumping 
of spirits into tanks for gauging for either taxpayment or bottling in 
bond, (3) to provide for recoopering and repairing of packages under 
general supervision of an internal revenue Dicer, (4) to permit the 
taking of samples of spirits under general supervision of an internal 
revenue OScer, (5) to transfer to ~varehousemen the responsibility 
for performing and recording certain original gauges of containers 
filled from stolage tanks, (6) to authorize the storekeeper-gaugers to 
approve applications to change the kind of cooperage, (7) to provide 
that ~varehousemen shall furnish storekeeper-gaugers in charge with 
advance schedules of planned operations, (8) to authorize the transfer 
of spirits by pipeline to the bottling-in-bond department for gauge 
therein& (9) to provide for affixing brand labels or State stamps to 
bottled spirits (bearing all mandatory information) after removal 
from the premises where the spirits were bottled, (10) to remove 
restrictions as to bottle sizes for bottled-in-bond spirits to be exported, 
(11) to require the ivarehouseman to prepare Form 1620 when spirits 
are returned to the storage portion of the warehouse from the bottling- 
in-bond department, (12) to liberalize the requirements for the prepa- 
ration and submission of plats and plans, (13) to permit such openings 

i 21 F. R. 1850. 
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as al e necessary in the wall sepal ati»g the bottling-in-bond depart- 
ment from the storaoe portion of the ware!&ouse& (1~4) to moclify the 
require»&e»ts lelati»o' to the stora&re capacity of warehouses& (1 &) to 
delete the requirements with respe& t to marking storage tanks, (16) to 
elin&inate the require&ne»t for storing cases in serial order, (17) to 
perlnit alter»ate bottling from &liA'ere»t tanks i» the bottling-in-bo»d 
departme»t& (18) to colrect discrepancies in p;lrt 22, & with respect, 
to the prep;i~ratio» of. Fort» 1520, the u, & of facsi»lile signature stai»i&s 
on wholes &le liquor dealc& 's stamps, a»d a» i»co»&piete cross refere»ce, 
(19) to moclify the degree of supervision to be cxel& ised by internal 
revenue o%cers over v;&pious warehouse activities such as the transfer 
of spirits froln one stora&'e ta»k to another, t& a»sfer of spirits betwee» 
warehouse buildings on the sa»le premises, pipeli»e re»&ovals, filli»g 
of ta»k cars and tank trucks, and the transfer of run& for denatura- 
tion, and (20) to»Iake cha»ges of an editorial »at»re. Xo data, viev, . s, 
or arguments relating to the rules proposed were I eceived within the 
period of 60 clays from the date of publication. The amenclments to 
26 CFP (1054) parts 2&0, 2&l, and 225 set forth below are hereby 
aclopted: 

Puca»R. u'H 1. 26 CFR (10&&4) part 2&0, Production of Distilled 
Spnats& ls aine»ded as follows: 

(A) Section 220. 1&1 is awe»ded by striking the phrase "pl'&ns of 
the buildings, apparatus, and equip»&e«t the&eon, " and inserting in 
lieu thereof' the phrase &ql&&w &lia«ranis (plans) of the distillely 
operations, '. 

(B) Section &20. '10 is a»&c»ded to read as follows: 
q& 

'&'&O. o10 GaxEpAL IIFQ'LIREK&sxrs. — I' ve&'y pc&'so» lntendl&lg to engage ln the 
busi»e. s of a distiller must, as provided iu i "'&&. 171, fi&lc &&n;&& curate plat of 
the distillery pren&i. &. . . and fiow dia &'ams (plans) of the &li. &illerr operations, 
in triplicate, &vith the assist»»t regional comn&issio»er. The 4, sist;&nt Ite "ion;&I 
&'o&umi. sio»er any req»ire the sulm&ission of oth&'r plans, i»& ln&li» iioor an&i 
elev:&tional plans, wheu he deems s»ch ph&ns ucccssary to adequately depi&. t auy 
part of the premise. or any details of constructiou or eqnipu&e»t. (08&&. Stat. 
031; ofi I. . S. C. 5170. ) 

$C) Se& tion &-&0. &11 is al»e»ded as follows: 
(1) By changing the secon&l se»te»ce, which begins "The 

cardinal points", to read: "The cardinal l&oints of. the con&pass 
must appear on each sheet of any plat. " 

( &) By clrangin« the sixth sentence, v;hich begins "The climen- 
sions", to reacl: 
The di&ne»sions of plat and ph&u sheets shall be 1&& hy 20 inches, outside 
measuren&ent, with a clear &uargiu of at least 1 inch on ea&h side of the 
drawin, lette&in, a»d writing: I'&'ori&&«l, That the;&ssis&aut regioual cou&- 
missione&' may authorise the»se of sheets which exceed th&'. se dinrcnsions, 
if they can he folded to the 1, &-i»ch by o0-inch dimensions to permit the 
fasteuiug of the sheets to a file hy the top m:&rgin (20-iuch dimension) 
in such a mauner that ther n&ay he reviewed &vithout re&»oval from the file 
an&1 will uot unfold when the file is suspended in a c;&binet. 

('3) By changing the perio&l at the end of the last sentence 
to a colon and aclding the following: "Provided, That repro- 
duction by other equally suitable methods may be approved by 
the assistant regional comntissio»er. " 

(D) Section 220. 214 is revoked. 
(K) Section 220. &1&& is amended to read as follows: 
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(r 220, 215 PIPE LINEs IN CQLoRs. — The pipe lines required to be shown on the 
plat and plans must be depicted in the colors in which they are painted, as 
prescribed by $ 220. 127. (68A Stat. 681; 26 U. S. C. 5178. ) 

(Er") Section 220. 216 is amended to read as follows: 

Ia 220. 216 PIPE Lr RES EXEMPTED. — Utility service lines, such as sewers and 
electric or gas conduits or pipes, and sprinkler, refrigeration, or heating systems 
Ivhich have no connection with the distilling equipment or any apparatus or 
pipe line connected therewith, need not be shown on plans. (68A Stat. 681; 
26 U. S. C. 5178. ) 

(6) Section 220. 217 is anlended to read as follorvs: 

(I 220. 217 FI. ow DIAORA&rs. — Flow diagrams (plans) shall be submitted cover- 
ing the distilling systems. The flow diagrams must reflect the description of 
each production process listed in the statement of process required by $ 220. 172, 
Such flow diagrams shall clearly depict equipment in its relative operating 
sequence, with essential connecting pipe lines and valves. The flow diagrams 
must show the flow of the distilling material through the beer well, stills, 
doublers, try boxes, and other essential equipment, and the deposit of the 
finished spirits in the cistern room. Such equipment as pumps, pressure regu- 
lators, weirs, or rotometers need not be shown. All major equipment must be 
identified as to number and use. The direction of the fiow of spirits through 
the pipe line must be indicated on the flow dia rams by arrows. (68A. Stat. 
681; 26 U. S. C. 5178. ) 

(EI) Section 220. 256 is amended as follows: 

(1) By striking from the first sentence the phrase "correctly 
describe and depict the distillery premises and the buildings, 
apparatus, and equipment thereon, to be taken over by the suc- 
cessor" and inserting in lieu thereof "are accurate". 

(2) By striking from the second sentence the phrase "the dis- 
tillery premises, and the buildings, apparatus, and equipment 
thereon, are correctly d. escribed and depicted on". 

(3) By inserting immediately before the period at the end of 
the second sentence the words "are accurate". 

(I) Section 220. 264 is amended by inserting, immediately after 
the first sentence, the following new sentence: 
The Assistant Regional Commissioner may require the distiller to submit draw- 
ings, photographs, or diagrams of such proposed change, if deemed necessary 
to accurately depict the purpose and method of the change. 

(J) Section 220. 267 is amended by inserting, immediately after 
the first sentence, the following new sentence: 
The Assistant Regional Commissioner may require the distiller to submit draw- 
ings, photographs, or diagrams of such proposed changes, if deemed necessary 
to accurately depict the purpose and method of the changes. 

(Ir ) Section 220. 595 is amended by placing a period. after the 
phrase "transferred in sealed conveyances" in the third sentence, wliich 
begins "If the applicant", and striking the remainder of the sentence. 

(L) Section 220. 611 is amended as follows: 

(1) By changing the headnote to read: "CERTIFIOATE oF 
REMOVAL. 

(2) By inserting i'n the first sentence, immediately after the 
phrase "removal of the spirits", the phrase "in containers other 
than packages". 

(3) By inserting immediately after the second sentence the 
following new sentence: 
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If tbe spirits are transferred in packages the distiller shall certify on all 
c&&pica of I&'oru& 280 as to the accura& y of the descripti&&» of tbe p;&ck;& & s 
;&»&1 the rcu&oval tb& r«&i, and if the, 1&irits a&e &o»t:&ined in a &o»veyau« 
sc&h&1 ivith Ooverm»ent c;&p seals ibe st&&reke&1&cr-'au'er win note o» 
Form 2'. 0 the serial nun&hers of the cal& seals nscd. 

(4) By striking froln the third se»te»&c& which be&&ius "Ele 
ivill retain", the word "IIe" and i»sertin&&. i» lieu theleof the 
words "The storekeeper-gau & er". 

(41) Section 220. 612 is amendecl bi placi»g 0 period after the 
phrase 'tr;&nsferred in se;&]&d convey;&nces" in tl&& tl&ird sentence, 
vvhich be&&ins "If the appli&a»t", ancl strilri&& the »&un&i»der of the 
sente»ce. 

(X) Se& tio» 2211. 619 is amen&led as follows: 

(1) By cha» i»&& the head»ote to lead: 'CRRTlrrcaTR or 
REalov. &&L. 

' 

(2) By inserti»&. i» the Iirst sentence, i»u»e&liately after thc 
phrase "reluoval of the spirits', the pl» ase 'in containers other 
than packages& . 

(3) By inserting in»»e&liately after the se&o»&l sentence the 
f'ollowing new sentence: 
If the spirits are transferred in p &&1&;&g&s the &listillcr shall certifv on all 
copies of Form 286 as to the accuracy ot' tbe de. & ription of the packages an&1 
the removal thereof, aud if tbe spi&'its;&rc «»&1;&i»cd iu a. «»&veyance sealed 
vvith Government cap seals the storel&eep& &- au er &vill n&&te on I'orm 280 
tbe serial numbers of the cap seals use&1. 

(4) By striking from the thir&1 sentence, whi&h be&&i»s RFEe will 
retain", the word "IIe" aud inserting iu lieu thereof the words 
"The storekeeper-gauger". 

P&R. 2. 26 CI& R (19~4) part 221, Production of Bra»&ly, is amended 
as follows: 

(3) Section 221. 179 is amended by stril. -ing the phrase "plans of the 
builclings, apparatus, and equipment thereon, " and inserting in lieu 
thereof the phrase "flow diagrams (pl;uls) of. the clistillcry opera- 
tions& 

(B) Section 221. 215 is anlended to reacl as follovvs: 

el 221. 21:& OERERAL Itsq& IBKL&sxTs. — I'very person intending to en age in the 
business of a fruit distiller must, as provided in II 221. 170, file au accurate plat 
of the distillery premises, and floxv diagrams (plans) of tbe distillery operations, 
i» triplicate, vvitb the assistant regional coma&issiouer. The assistant region, &1 

commissioue& may require the submission of other plans, including floor and 
elevational plans, when be deems snch plans»e& ess&» y io a&leqnaiely depict any 
part of the pre&uis&s or any details of coustru& tio» or e&luipment. (6M. Stat. 
C)8&1, 01&; 26 U. 8. C. 5178, 7805) 

(C) Section 221. 216 is arne»ded as follows: 
(1) By chan«i»g the seco»d sentence, xvhi&'h begins "The car- 

dinal points", to read: "The cardinal points of the compass must 
appear on each sheet of any plat. " 

(2) By changing the sixth sentence, which begins "The dimen- 
sions", to read: 
The dimensions of plat and plan sheets shall be 15 by 20 inches, outside 
»&easure&uent, with a clear margin of at least 1 inch on each side of the 
drawing, letteriug, and vvriting: Provided, That the assistant regional com- 
missioner n&ay authorize the use of sheets whi& b exceed these dimensions, 
if they can be folded to tbe 15-inch by 20-i»cb din&e»sious to permit the 
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fastening of the sheets to a file by the top margin (20-inch dimension) in 
such a manner that they may be reviewed without removal from the file 
and will not unfold when the file is suspended in a cabinet. 

(3) By changing the period at the end of the last sentence to a 
colon and adding the following: "Provided, That reproduction 
by other equally suitable methods may be approved by the assis- 
tant regions. l commissioner. " 

(D) Section 221. 210 is revoked. 
(E) Section 221. 220 is amended to read as follows: 

$ 221. 220 FI. ow DI&oRxMS. — Flow diagrams (plans) shall be submitted cover- 
ing the distilling systems. The flow diagrams must refiect the description of 
each production process listed in the statement of process required by $ 221. 180, 
Such flow diagrams shall clearly depict equipment in its relative operating 
sequence, with essential connecting pipelines and valves. The flow diagrams 
must show the flow of the distilling material through the measuring tank, stills, 
doublers, try boxes, and other essential equipment, and the deposit of the finished 
brandy in the receiving tanl-s. Such equipment as pumps, pressure regulators, 
weirs, or rotomcters need not be shorvn. All major equipment must be identified 
as to number and use. The direction of the flow of brandy through the pipeline 
must be indicated on the flow diagrams by arrows. (68A Stat. 681; 26 U. S. C. 
5178. ) 

(F) Section 221. 221 is amended to read as follows: 

) 221. 221 PIPKLINEs IN CoLQRs. — The pipelines required to be shown on the 
plat and plans must be depicted in the colors in which they are painted, as 
prescribed by $ 221. 136. 

(6) Section 221. 222 is amended to read as follows: 

) 221. 222 PIPEI. INEs ZxEMPTED. — Utility service lines, such as sewers and elec- 
tric or gas conduits or pipes, and sprinkler, refrigeration, or heating systems 
v;hich have no connection with the distilling equipment, or any apparatus or 
pipeline connected therewith, need not be shown on plans. (68A Stat. 681; 
26 U. S. C. 5178. ) 

(H) Section 221. 261 is amendecl as follows: 

(1) By striking from the first sentence the phrase "correctly 
describe and depict the distillery premises and the buildings, ap- 
paratus, and equipment thereon, to be taken over by the successor" 
and inserting in lieu thereof "are accurate". 

(2) By sti iking from the second sentence the phrase "the dis- 
tillery premisesI and the buildings, apparatus, and equipment 
thereon, are correctly described and depicted on". 

(8) By inserting immediately before. the period at the end of 
the second sentence the words "are accurate". 

(I) Section 221. 270 is amended by inserting, immediately after the 
first sentence, the following new sentence: 
The Assistant Regional Commissioner may require the distiller to submit draw- 
ings, photographs, or diagrams of such proposed change, if deemed necessary 
to accurately depict the purpose and method of the change. 

(J) Section 221 278 is amended by inserting, immediately after the 
first sentence, the following new sentence: 
The Assistant Regional Commissioner may require the distiller to submit draw- 
ings, photographs, or diagrams of such proposed changes, if deemed necessary 
to accurately depict the purpose and method of the changes. 

(I&) Section 221. 505 is amended by placing 6 period after the 
phrase "transferred in sealed conveyances" in the third sentence, 
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which begins "If the applicant", aud striking the remainder of the 
sel&tel'&c&'. 

(L) Section 2&1. 011 is amenclecl as folio)vs: 
(1) Hy clrangi»g thc heacluote to rea, d: u("RRTxr)carz ol" 

RKBI&&vAL. " 
( &) 13y i»serting i» the first se))te»ce, imu)ediately after the 

phr;lse "re)»ov;&1 oi the bra»dy'& the phr;&se 'iu containers other 
th&ln packages'. 

(3) By inserti»g immediately after the ac&. o»d scntcnce the 
followin~ »e)v se»tence: 
If the bran&ly is transferre&1 in packages the &listiller shall certify on all 
«q&ies &&f I'i&ru» '80 as to tl&e ace&&rac) of the &les&'ril&tii&u i&f the packa "es 
au&1 the reu&ov;&1 thereof, au&1 if the br»&uly is coutaineil in a conveyance 
se&&led &vith Governu&eut «ap se»ls the s&i&rekeeper-'auger &viu note ou 
For&u '80 the serial nnn&l&ers i&t the cap se;&ls use&1. 

(4) By stlil. -i» ~ from the third sc»te»ce, which begins "IIe 
will retain", the word "Ile" a»cl iuserti»&&. in lieu thereof the 
words 'The storel. caper-gau &er". 

(M) Section » l. fi&1& is an&e»&le&i hy phlci» & a 1)e) iod after the 
&lu ase "tra»sferred in sealed conveyances'& in the thirtl sentence, which 
egins "Ii the applic;&nt", ;»ul stril. -i»i& the ren»&i»&ler of the sentence. 
(X) Section 2 &1. 111!1 is a)»e»cled as follows: 

(1) By clrangi»« the heath&otc to reacl: "(")sRTlrxc vT): or 
PiZ &IOVAL. 

(') I3y inserting in the fi)st sentence, in)me&li;&tely after the 
phrase 'ren&ov;11 oi the br;»»ly"& the phr&ase "in containers other 
thilu packa i&x's '. 

('&) By insertiug i»u»e&liatcly after the secon&l sentence the 
following uew sentence: 
If the bran&ly is transterre&l in pacl&;& "cs the distiller shall certify on all 
& i&i&ies of I'&&ru» '8&& as ti& the &ccnracy &&f the &les«ri»tii&n of the »hei&ages 
aud the reu&&&v&&I tl&ere&&f, ;&u&1 if the l&r;&u&lv is «&nti&inc&1 iu a couveyau& e 
scale&1 &vith G&&veruu&ent & ap s&', &ls the storekeel&er-gang'er &vill note i&u 
I&'or&u 280 the serial unuibers of the &. ap seals use&1. 

(t) I3y striki»&' fn»» the thircl sentence. )vhich begins "He will 
retain", the &vord "Iie" and inserti»g in lieu thereof the words 
"The storekeeper-gang&er". 

PaR. 3. '&0 CI Ii (1954) part '»'. 
&, AV;&rehousi»g of Distilled Spirits, 

is au)ended as follows: 
(A. ) S« tio» ' &&». . 1 is a)»endecl by st) iking from th& proviso of the 

first sentence the words "»ot mo) e th:&n 1)). o" a»d i»serting in lien 
tl&ereof the )) ol'cl conlnlunicat)n«". 

(B) Section ) &5». ;' is a»&e»ded 1&y cha»&ring the period at the encl 
of the filst sentence to a &. Olon «nd adding the folloivi» &. : 
Prnri&lc&1, That in any area or locality where &ou&u&er&ial iuternal revenue 
bou&le&I )vareh&&nse facilities are not available an&1 it is i&upracti& able to have a 
)varehouse of, &, 000 barrels &&r &u&&rc capacity in the lo& ality, au&1 the necessity for 
establishment is sho&vn, the Directi&r, Alc&&hol an&1 Tob;&ceo Tax Division, &nay 
authorize the establish&ueut of:«v&&rehouse &vithout regar&l to such &uiniu&uu& 

storage requireu&cuts. 

(C) Section'&)5&. &') is;une»&led as follows: 
(1) I3y changin&& the fourth sentence, which begins "No dool 

)vindow, 
" to read as follows: 
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The Assistant Regional Commissioner may authorize su«h communicating 
doors to the storage portion of the warehouse and such openings for use 
in transferring empty cases from the empty container storeroom as may be 
necessary for eiti& i«»t operation of the bottling-in-boa&1 department when, 
in his opinion, such doors and openiugs do not constitute a jeopardy to 
the revenue. 

(2) By inserting immediately after the fifth sentence, which 
begins "Communicating doors", the following new sentence: 

Any opening in the wall or partition separating the bottling-in-bond depart- 
ment from the empty container storeroom must be provided with a sub- 
stantial door or other suitable closure equipped for lo&. king in the inside of 
the bottling-in-bond department and must be kept locked except while being 
used. 

(8) By striking from the last sentence the words "boarded or 
bricked up" and inserting in lieu thereof the word "closed". 

(D) Section 225. 155 is amended by changing the third sentence, 
which begins "The applicant", to read as follov-s: 
The applicant in such case shall submit with the application sworn statements 
from distillers respecting their intentions to deposit spirits in the warehouse, 
and from other persons respecting their intentions to store spirits in the ware- 
house, and showing the estimated quantities proposed to be deposited or stored 
therein and the frequency of withdrawals therefrom. 

(E) Section 225. 166 is amended by striking the phrase "an accurate 
plat of the warehouse premises and accurate plans of the buildings, 
apparatus and equipment" and inserting in lieu thereof the phrase 
"plat and plans". 

(F) Section 225. 220 is amended to read as follows: 
NI 

225. 220 GEr&EBAL REqUIREMEÃTs. — Every person intending to engage in busi- 
ness as the proprietor of an internal revenue bonded v& arehouse must, as provided 
in $ 225. 166, file an accurate plat of the warehouse premises, in triplicate, with 
the Assistant Regional Commissioner. Where the warehouse consists of, or in- 
cludes, only a portion of a building, floor plans for each floor of such portion must 
be filed, in triplicate, with the Assistant Regional Commissioner. Where a bot- 
tling-in-bond department is to be established, floor plans of the bottling-in-bond 
department must be filed. The Assistant Regional Comndssioner may require the 
submission of other plans, including floor plans and elevational drawings, when 
he deems such plans necessary to adequately depict any part of the premises or any 
details of construction or equipment. (68A Stat. 648; 26 U. S. C. 5281. ) 

(G) Section 225. 221 is amended as follows: 
(1) By striking from the second sentence the words ", except 

those of elevationa~l plans". 
(2) By changing the period at the end of the sixth sentence, 

which begins "The dimensions", to a colon and ad. ding the fol- 
lov;ing: 
Provided, That the Assistant Regional Commissioner may authorize the use 
of sheets which exceed these dimensions, if they can be folded to the 15-inch 
by 20-inch dimensions to permit the fastening of the sheet to a file by the 
top margin (20-inch dimension) in such a manner that they may be reviewed 
without removal from the file and will not unfold when the file is suspended 
in a cabinet. 

(3) By changing the period at the end of the last sentence to a 
colon and addino the following: "Provided, That reproduction by 
other equally suitable methods may be approved by the Assistant 
Regional Commissioner. " 
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(II) Section 22&5. 221 is amended to read as follows: 
P». oou P&. (as. — The plans shall & onsist of a floor plau of the bottliug- 

ju-bond depa&'t&uc&&t (if any) or &vl&c&'e the &vatehouse consists of, or includes, only 
a portiou of a building, each floor of such portiou, sho&ring th& gener:&1 di(uensions 
of the rooms or floors, and the location of all doors, xvindows, and other openings, 
and how such opeuings arc 1&rot« ted. If the construction of all th&&&rs in a. siu 'le 
building, require&1 to be depictc&1 ou plans, is identical, ;& typic:&1 tloor plan may be 
file(1 iu lieu of a sep(&rate 1&h&n (requi&'ed unde&' this section an(1 1' 

, Z&Z&5&. 2ZO) fo&' e&&&. h 
floor. The iloor plans for a bottling-in-bond departmn&t must sho&v all tanks and 
equipment used in conuection &vitl& the receipt, gaugiug, ;&nd bottlin" of distilled 
spirits and their errant location;u&d desi "natcd use. Serial nmn1&ers and capacities 
Of all tanl-S Shall alSO be ShOu n. (08A Stat. 04:), 045&; "&& U. S. &'. 5&Z&, '&I, tr240. ) 

(I) Secti»n '». ». ''»; is revoke(l. 
(J) Section 2&2&5&. 22&(& is an&ended by striking the words "must be 

shovvn on the plans" and inserting in lien thereof the ivords "required 
to be shovvn on the plat or plans mtlst be depicted". 

(Ii) Section 2&2&5, 2&2&7 is amended to read as follovvs: 

Ia 225&. 227 Prpanrxss I' xu&fp'ra&&. — T&tility servi& e lines, such as servers an&1 elec- 
tric or -as conduits or pipes, and sprinkler, refrigeration, or heating systcn&s xvhi& h 
have no c&&nuection &vith cquipu&ent used for spirits, uee&1 uot be sho&vn on the 
plans. (08A Stat. 0-10; 20 U. S. C. 5Z&01. ) 

(L) Section &2&;&. 25&t) is amended as follows: 

(1) By striking from the first sentence the phrase "correctly 
clescribe and dep&ct the ivarehouse premises an&1 the buildings. 
apparatus and equipment thereon, to be taken»ver by the succes- 
sor" and inserting in lieu thereof "are accurate". 

('&) Hy strikino from the second sentence the phrase "the ware- 
house premises and the buildings, apparatus, an(l equipment there- 
on a. re clearly described and (lel&icted on". 

(o) 13y inserting immediately before the period at the end of the 
second sentence the vvords "are accurate". 

(M) Section '&'&5. 261 is amended by inserting, imn&ediately after the 
first sentence, the following new sentence: "The Assistant Regional 
Commissioner may require the warehouseman to subunit drawings, 
photographs, or cliagrams of such proposed change, if deca&« 1 necessat y 
to accurately depict the purpose and method of the change. " 

(N) Section 2&25. 2(&2 is amended by inserting, imntediately after the 
first sentence, the following new sentence: "The Assistant Regional 
Commissioner may require the. warehouseman to subn&it drawings, 
photographs, or diagranls of such proposed changes, if deemed nec- 
essary to accurately depict the purpose and method of the changes. " 

(0) Section 225. 280 is amended as follows: 
(1) By striking the words "his real name or the trade name" 

and inserting in lieu thereof the words "the name (real or trade) ". 
(2) By inserting immediately after the words "in which the 

warehouse is" the words "qualified and". 
(3) By inserting immediately after the words "he may bottle" 

the word "any". 
(P) Section 225. , '309 is amended by adding at the end of item (a) in 

the first sentence the following: "unless the Director, Alcohol and 

Tobacco Tax Division, has anti&orized its establishment exempt from 
these minimum storage requirements, as provided in $ '&25. 52, ". 
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(Q) By inserting a new section, reading as follows, immediately 
after $ 225. 3'51: 

$ 225. 851a PaoramToa's SCHEGCLE oF OFEm. TroNs. — The proprietor shall furnish 
daily to the storekeeper-gauger in charge a schedule of operations for the next 
succeeding work day. This schedule shall show all activities which require the 
immediate supervision or attention of a storekeeper-gauger, such as, the approxi- 
mate number of containers of spirits to be received and withdrawn (identify 
kinds of withdrawals), the quantity of spirits to be bottled in bond, bulk regauge 
and taxpayment operations, the time and approximate number of packages to be 
recoopered, number and quantity of samples to be taken, number of containers to 
be filled from storage tanks or consolidation tanks, and repairs which will involve 
the breaking or replacing of seals or the manipulation of Government locks. 

(R) Section 225. 353 is amended by inserting in the first sentence, 
immediately after the phrase "equipped for locking", the parenthetical 
phrase "(if required by this part) ". 

(S) Section 225. 358 is amended to read as follows: 
$ 225. 858 SUPERVISLGN OF OPERATIONs. — In all instances where immediate 

supervision by the storekeeper-gauger of any operation is not required by this part 
the storekeeper-gauger shall, from time to time, mal-e spot checks of the operations 
being conducted by the warehouseman to satisfy himself of the propriety of the 
operation. Where the storekeeper-gauger finds significant discrepancies in 
entries or records made by the warehouseman, the marks or brands required 
to be placed on any container, or finds any operation being conducted contrary to 
the provisions of this part, the warehouseman shall take such corrective action 
as may be required by the storel. -eeper-gauger. (B8A Stat. f44; 2B U. S. C. 5241. ) 

(T) By inserting a new section, reading as follows, immediately 
after 

Im 
225. 358: 

$ 225. 858a INsPEcTION OF PAcKAGEs IN STORAGE. — The Assistant Regional Com- 
missioner will, from time to time, assign internal revenue officers for the purpose 
of inspecting packages of distilled spirits to determine the extent of tampering 
or losses through thef t. 

(U) Section 225. 373 is amended by striking from the fourth sen- 
tence, which begins "The storekeeper-gauger", the word "storekeeper- 
gauger" and inserting in lieu thereof the word "warehouseman". 

(V) Section 225. 376 is revoked. 
(W) Section 225. 378 is amended by striking from the last sentence 

the word "immediate". 
(X. ) Section 225. 380 is amended to read as follows: 

$ 225. 880 FROM DISTILLERx XCT ON THE SKME os CONTIGuot s PREMISES os FRQM 
ANGTHEE W&EEHousE. — When spirits are received from a distillery not on the 
same or contiguous premises or from another internal revenue bonded warehouse 
for deposit, the warehouseman will examine and weigh each package and enter 
the weight on Form 1520 or Form 1B10, as the case may be, except as follows: 

(a) The weighing of pacl-ages will not be required where spirits are trans- 
ferred in bond in conveyances sealed with Government cap seals in accordance 
with the provisions of $ 225. 782 and the convevances are received with such 
seals intact; 

(b) The weighing of packages +ill not be required where spirits are received 
from a distillery or w; rehouse, operated by the consignee or an afiiliate or 
subsidiarv of the consi'nee, in the (mmediate vi& inity and the location of both 
premises is such that the transfer can be under observation of the internal revenue 
officers; and 

(c) The requirement for weighing of packages, subsequent to transfer in 
unsealed conveyances, may be waived by the Assistant Regional Commissioner, 
upon authorization by the Director, Alcohol and Tobacco Tax Division, pursuant 
to a written application filed with the assistant regional commissioner by the 
warehouseman, if it is found that, due to the proximity of the premises or other 
attendant conditions, the revenue would not be jeopardized. Where packages are received without weighing the warehouseman will so indicate in the appro- 
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priate col»»m on Form 1)&20 or 1610. If weighing is not required the warehouse- 
&»au nmy elect to weigh the pacl&;&, e» and enter the receiviug "ro»s vvei 'hts o» 
Form 1, &20 or 161!). 1Vhen c&»&veya»ces;&re received upon &vhi«h the Govern»)e»t 
cap seals Are uot intact, or if pa&. l;&ges bear. evidence of d;»»age in transit, th&& 
warehousenmn &vill &vei'h each paclvage u»der the snpervisiou of the store- 
l'eeper-gau "er. The &var«house»)a» sh;&ll report the receipt of pa«1&ages in 
nn»ealed conveyauces to the storelreeperigau "er who shall i»il&ect such packages 
aud supervise the weighi»; thereof, e&&cept &vhcre the Aiiiitant Regional Co&»- 
n&iiiio»rr has &&vaiv&&d the require»&&'»t for wei q&i»g. IVhere u&aterial dii- 
crepau«ies bet&veen shilq&ing aud re«eiving weight» &)re found or where contaiueri 
bear evide»ce of h;)ving suil;)i»ed lu»s in traniit tl&c storel'eeper-gau'"er xvill 
follow the proce&lurc prei& ribml i» ) "' 

&. 361. The procedure prescribed iu 
)j )'&. &. , 'li'& vvin bc folk»veri ai &o spirits received iu t;)nl- cars or tank trucl-s. (GSA, 
Stat. 604; 26 U. S. C. 5011. ) 

(Y) Section »5&. 881 is;&mended to rend ns folio&vs: 
~&»5). 3»1 Ev. &i&rv. prov or I'. ccK~GEs. — IVhere pacl-ages of, ipirits are receiv&d 

bearing evidence of having suit nine(1 unusual loiics in tr;&usit, or xvhere material 
&li, «re!&ancies are fouml by the con&p;»'i»on of the shippiu" weight xviti) the 
rrceiviug &vei ht, the storel-eel&er-"auger &vill (a) e&&an&ine the comlition of the 
coopera; e of each iu«h pack; ), "c and (b) "au, e &;)«h such pack:)ge aml cuter the 
det»ils thereof iu the ai)propriate col»&»»i ou I oru& 1!r&0 or 1010, ;)» the case u»)y 
be, and in the luis rol»mu cuter the ditrere»ce iu wei &ht bct»een the an&ount 
shipped aml the &)u&&&unt re«rived. The storekeep&'&-g;&»ger &vill »o!. on the reve& i« 
of the l'orm 15'&0 or 1610 the condition of the cooperag«;)nd &vhethcr iu his opi~ion 
the loss was oc«asioued bv theft, a&«ideut, or other. &leteru&iuable cause. In the 
event the lo i inst»i»ed frou& any pa«k'&ge apnea&'i to lmve I&ceu the result of 
theft, su«h pari-age will be det;&inc&1;u&d;& report n&ade to the aiii»tant re ional 
commissiouer in accordauce &vith qs 225. 466. (GEA Stat. (i04; 20 U. S. C. 5011. ) 

(Z) Section & '5&. 401 is a»Iended 1&V strilring from the fifth sentence, 
which 1&egins "The cases »lay', the phrase, "and inept arranged in 
serial or&ler". 

(A=lL) Sectio» 2'&5. 406 is amended to reacl as follows: 
$ 225&. 400 FAcILITIEs FoR REcooPERI&vG. — Th&' p&'op»'&. 'to&. ' slmll provide a suit- 

able enclosed a&'&'a, &» \vhfi h the repair o& recooperi»g of all paclrages, involving 
evposure of ipirits, shall be comlucted. The proprietor ilmll lock the enclosure 
when «pirit» are e&&posed therein nul«is the employee re. po». ible for recoopering 
activities is preseut: Y&or!&le&1. Tlmt locking of the enclo, ure is uot required if 
the spirits have beeu deposited in locked coutainers. The facilities to be used 
must be so A& ranged and the &vo&k so perforu&ed that supe& vi»ion by storelieeper- 
gaugers can be performed readilv aud espedltiouily;&ud unnecessary loii or 
wastage of spirits or unauthorized n)ingliug will be prevented. (GSA Stat. 633, 
634, 643; 26 U. S. C. 5105, 5104, &2&31. ) 

(I)B) Sectio» a. &. &. )07 is nn&e»ded to rend as folloivs: 
I) 

-"' &. 407 G n&GI!AG. — Distilled spirits may br dr&&wn i»to pa«kages from storage 
tanl-s in ac&. ordance with this part. If the distilled spiriis i» the tauk are fou»d 
to be other thon a whole degree of proof, a&lju»tn&e»t to;& whole 6& gree shall be 
made bv the proprietor before witlulra&val into packages. E;)ch package will he 
carefully gauged by the warel)ou. &nu)u, under the eneral supervision of the 
storekeeper-„"anger, a»d the det:)ils thereof will be cnte& ed by the &varehousenmu 
on For&» 1;)'&0: Y&. Grid«l, 'I'h))t where the &v;»'ehouieman has i»di& »ted that pacl-- 
ages are to bc withdrawn on the original ga»e the it&&rekeeper-gauger shall, unless 
the pack)ges are to be withdrawn without i&ay&»cnt of IA&& for u»e in \vine pro- 
duction, make such gauge and report ihe &let;&ils the) eof on Form 1&20, noting 
thereon, "Withd&a&v on or!ginal gauge". IVhrn the warehou»e»)»» m»kes the 
gauge the total number of l&arrels si)own on For&n 1. &20 to have been filled shall 
be veritied by him. Any cask or pacl&;&ge whi&h contains or has on its interior 
or e&&terior any substance that Iv!11 prevent the correct Ascertainment of tare shall 
not be used. Vfhencvcr there is a change in the specificatious as to capacity a»d 
weight of cooperage, the vvareh&mseman shall 'ive notice to the storel-eeper- 
gau er. The tare of the c)»pty l&a& 1&&)ge will be d&'te)'mined Aud recorded on I"nrm 
1520. KV«i bts shall be determi»ed iu pounds and one-half pounds. (GSA Stat. 
633, 034; '&6 U. S. r. 5103, 5»04. ) 
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(CC) Section 225. 408 is amended by striking from the second sen- 
tence the word "immediate". 

(DD) Section 225. 400 is amended by striking from the fifth sen- 

tence, which begins eAll marking", the word "immediate". 
(EE) Section 225. 410 is amended by changing the first sentence to 

read: "The date of original entry for deposit and the proof of distilla- 
tion of the spirits shall be noted on each copy of Form 1520. " 

(FF) Section 225. 418 is amended by changing the third sentence, 
which begins "The storekeeper-gauger", to read "The tare of the new 
package will be determined and will be marked on the package before 
trans f er of the spirits. " 

(66) Section 225. 414 is amended by striking the word "immediate". 
(HH) Section 225. 415 is amended as follows: 

(1) By striking the words "assistant regional commissioner", 
and inserting in lieu thereof the word "storekeeper-gauger", 

(2) By placing a period after the phrase "spirits are stored" 
and striking the remainder of the sentence. 

(II) Section 225. 416 is amended to read as follows: 
f 225. 416 HEqUEsT To STOREKEEPER-GAUGER. — The request for permission to 

change the kind of cooperage must give the serial number of the package or 
packages, kind of original cooperage, kind of cooperage desired to be used, name 
of the distilier, registered number and location (city or town, and State) of the 
distillery at which the spirits were produced and the reason why the change is 
desired. Storekeeper-gaugers in charge may approve the request when internal 
revenue officer are available for necessary supervision. 

( JJ) Section 225. 417 is amended to read as follows: 
) 225. 417 MAREINo NEw PAcEAoEs. — Each new package will be given the 

same serial nuiuber, marks, and brands (except the tare and kind of cooperage) as 
the original package, and will contain only syirits from one package. The tare 
of the new yaekage will be determined and will be marked on the new package be- 
fore the transfer, and upon completion of the transfer the proprietor will prepare 
and sign a label to be afDzed to the head of each new package in the manner pre- 
scribed in this part for the affixing of wholesale liquor dealer's stamps. The 
label shall be in the following form: 

The spirits contained in this package, serial No. , were transferred to 
new barrel under date of by authority of 

(Kind of cooperage) 
letter dated . The package from which the spirits herein were 
transferred was a barrel. 

(Kind of cooperage) 

(Proprieior ) 

When such a change of package is made, the storekeeper-gauger will note the tare 
of the new pael-a 'e on Form 1520 or Form 1619 covering deposit of the spirits. 
If the new package should be transferred in bond the proprietor will mal-e a no- 
tation on the transfer Form 1619 showing the date of the change of package and 
the tare of the new package. 

(KK) Section 225. 488 is amended by striking from the first sentence 
the phrase "and the spirits shall be transferred under the supervision 
of the storekeeper-gauger" and inserting in lieu thereof the phrase 
"and may then e8ect the transfer". 

(LL) Section 225. 485 is amended by striking the third, fourth, fifth, 
sixth, and seventh sentences. 

(MM) By inserting a new section, reading as follows, immediately 
after $ 225. 485: 

$ 225. 485a LossEs DETERMINED IN 9 AREHGUsE INsPEGTIoN OR AT 
TIME QF REcooPERING. — Where a package or other container which has 
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sustained an unusual loss from obvious cause other than theft or un- 
autliorized voluntary destruction is found on ivarehouse inspection or 
where an unusual loss is determined a, t the time of recoopering, the 
warehouseman shall make a report of gauge on Form 1698. A copy of 
the form will be securely attached to the package and two copies will be 
delivered to the storekeeper-gauger. %~hen Form 1608 is prepared by 
the warehouseman for any pack~age the new gross weight, , date, and 
the serial number of the Form 1608 will be noted by the storekeeper- 
gauger on the deposit form. (68A Stat. 604; 26 U. S. C. 5011) 

(XN) Section 225. 536 is amended as follows: 
(1) By inserting immediately after tlie word "removed" in item 

(d) the following phrase: "and specific information as to the loca- 
tion of the package or packages in the warehouse". 

(2) By striking immediately before item (k) the word "and". 
(3) By changing the period at the end of the last, sentence to a 

comma and adding the following: "and (1) the approximate time 
the samples will be taken. " 

(00) Section 225. N7 is amended by striking from the last sentence 
the phrase "(j) and (k)" and inserting in lieu thereof the phrase "and 
(j) through (1)". 

(PP) Section 225. 540 is amended to read as follows: 

$ 225. 540 REMovAL UNDER SUPERvIsIoN. — The removal of samples will be sub- 
ject to the supervision of the storekeeper-gauger. (68A Stat. 667; 26 U, S. C. 
5378. ) 

(QQ) Section 225. 541 is amended as follows: 
(1) By changing the period at the end of the third sentence, 

which begins "The proprietor" to a semicolon and adding the 
following: "(i) The ~ords "Subject to taxpayment" where the 
label is to be placed upon a sample taken subject to payment of 
tax. " 

(2) By changing the fourth and fifth sentences, which begin 
"Upon completion, " and "9'here the label", respectively, to read: 
Such label and copy shall be signed and dated by the employee responsible 
for taking the sample and immediately above the signature there will ap- 
pear the following statement: "I certify that this sample was taken in the 
quantity and from the package described above and from no other package. " 
The employee shall a(1)x the label to the sample container and give the copy 
to the storekeeper-gauger. 

(RR) Section 225. 542 is amended by striking from the last sen- 
tence the phrase "At the time of preparingForm 1520 or Form 1619 
covering the" and inserting in lieu thereof the word "Upon". 

(SS) Section 225. 562 is amended as follows: 
(1) By striking from the first sentence the words "to be". 
(2) By striking the last sentence. 

(TT) Section 225. 563 is amended to read as follows: 

f 225. 568 PREPARATIQN 0F WITIIDRAWAL REPGRTs BY STGREKEEPER-GALGER, — 
When spirits are withdrawn from a storage tank in an internal revenue bonded 
warehouse into packages which are to be ivithdrawn on the original gauge (ex- 
cept packages to be withdrawn without payment of tax for use in wine produc- 
tion), when spirits are removed by pipeline or in tank cars or tank trucks, or 
when spirits are taxpaid in gauge tanks, the storekeeper-gauger will prepare 
aud complete the Form 1520 in accordance with the instructions in this part. 
(68A Stat. 689, 649; 26 U. S. C, O215, 5250. ) 

393474' — 56 — 47 
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(UU) Section 225. 565 is amended to read as follows: 

$ 225. 505 WITHDRAwAL ON ORIGINAL GAUGE. — Distilled spirits in packages, 
tank cars, or tanlt trucks, except as provided in II) 22'&. 491 and 225. 912, may be 
withdrawn from an internal revenue b»nded Ivarehouse on the original gauge 
if such gauge was made by a storekeeper-gauger. Where the. gauge Ivas n&ade 
pursuant to notification from the distiller or ivarehousen&an, as the case may be, 
that the spirits woulsl be withdrawn on the original gauge, and the deposit forms 
for such spirits bear the notification "Withdraw on the original gauge"; the 
spirits nmst be withdrawn on the original gauge unless permission for a regauge 
is first obtained from the Assistant Regional Con&n&bssioner. (08A Stat. 047; 
20 U. S. C. &'&15. ) 

(VV) Section 225. 571 is amended to read as follows: 
(& 225&. 5&71 WE&GHING PAUIIAoss. — Durin the process of weighing, care vill be 

tnlccn to note the correct reading of the scale to the half pound and in case of 
doubt as to which graduation shall apply, the 'rasluation denoting the lesser 
weight will prevail. (08A Stat. 689; 20 U. S. C. 5212. ) 

(WYV) Section 225. 572 is amended by striking the 6rst and second 
sentences and inserting in lieu thereof the follovving new sentences: 
The proof of spirits shall be determined in accordance vvith the instructions set 
forth in the Gauging Manual (1'art 180 of this title). The storekeeper-gau er 
shall determine, or verify, as the case Iuay be, the proof of all spirits gauged. 

(XX) Section 225. 573 is revoked. 
(YY) Section 225. 576 is amended by striking the second sentence, 

Ivhich begins "The spirits", and inserting in lieu thereof the following~ 
new sentence: "The spirits Ivill be carefully gauged and the details 
entered on the report of gauge as provided in this part. " 

(ZZ) Section 225. 580 is ainended as follows: 
$ 225. 580 PIPELINE REMovALs. — Pipeliues used for the transfer of spirits to 

qualified establishments on the same or contiguous pre&nises, or to tanl' cars or 
lank irucks for shipment, must, conform to the requirements of $ 225. 124, except 
that the spirits may be transferred into or fron& a tank car or tank truck by 
&neans of a hose connection where the operation can be under the observation of 
an internal revenue oflicer. The valves on such pipelines shall be kept closed 
and loclred, except during the transfer of spirits, which transfer shall be under 
the supervision of an internal revenue ofiicer. (08A Stat. 599, 684, 080; 20 
U. S. C. 5000, 5194, 5&195. ) 

(AAA) Section 225. 590 is amended as follows: 
(1) By inserting in the first sentence, immediately after the 

words ovvill be determined", the phrase ", under the supervision 
of the storekeeper-gauger, ". 

(2) By striking tb. e second sentence, which begins "The store- 
keeper-gauger". 

(BBB) bectinn 225. 601 is amended by striking from the third sen- 
tence, which begins "If the", the words "entered in columns 11 and 12n 
and inserting in lien thereof the words "shown on Form 1520". 

(CCC) Section 225. 630 is amended as folio&vs: 
(1) By changing the comma following the phrase "stated on 

Form l79" in the second sentence, which begins "AVhere the 
spirits", to a period and striking the remaindet of the sentence. 

(2) By striking from the fourth sentence, which begins "AVhere 
the capacity", the phrase "a separate Form 1;&20 must be prepared 
for each such gauging tank listing the packages to be gauged 
therein, and". 

(3) By striking from the last sentence the phrase "in accord- 
ance with $$ 225. 632 to 225. 636". 
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(DDD) Section 225. 6M is amended as follows: 
(1) By changing the first sentence to read as follows: "If the 

spirits to be withdraivn are in packages, the storekeeper-gauger, 
upon receipt of the Form 179, will ca~refully exa, mine eacli pack- 
age and will verify the identity of the spirits. " 

(2) By inserting immediately after the second sentence, which 
begins "lVhere it is", the following new sentence: "The store- 
keeper-gauger will satisfy himself that each package which does 
not beni. such evidence has been dumped into tlie gauging tank. " 

(3) By changing the tenth sentence, which begins "The spirits 
in", to read as follows: "The spirits in the gauging tank will be 
gauged with an oScial hydrometer and the details of the gauge 
and the number of the gauging tank sliall be entered by the store- 
keeper-ga. uger on Form 1520, in quintuplicate. " 

(4) By inserting immediately after the tenth sentence the fol- 
lowing new sentence: "A separate Form 1520 must be prepared by 
the storekeeper-gauger for each gauging tank. " 

(KEK) Section 2~25. 637 is amended. by striking from the second 
sentence, which begins "The remov;il of", the word "immediate". 

(FFF) Section 225. 675 is amended by placing a period after the 
phrase "provisions of. f$ 225. 642 and 225. 643" in the first sentence and 
striking the remainder of the sentence. 

(GGG) Section 225. 7M is amended as follows: 
(1) By inserting in the first sentence immediately after the 

words "weighing of spirits" the ivords "prior to transfer of". 
(2) By inserting in the third sentence, vhich begins "If the 

conveyance", immediately after the words "packages at the" the 
words "consignor and". 

(HHH) Section 225. 783 is amended by placing a period after the 
hrase "transferred in sealed conveyances" in the third sentence, which 
egins "If the applicant", and striking the remainder of the sentence. 
(III) Section 225. 785 is amended to read as follows: 

Il 225. 765 TRANsFERs IN PAGKAGEs. — When the proprietor of the shipping ware- 
house desires to make shipment of spirits in packages, he will prepare an original 
and five copies of I'orm 1619 filling in the heading and giving details as to serial 
numbers, date of original entry for deposit, original gauge and last gauge (if other 
than the original) and will identify any packages designated to be withdrawn 
on the original gauge by the notation "Withdraw on original gauge". In the case 
of blended brandies the proprietor shall also show on Form 1619 the date and 
serial number of the Form 1685 covering the blending of the brandies, the date 
of the original entry of the oldest brandy in the blend and the date of the original 
entry of the youngest brandy in the blend. The proprietor shall execute on the 
six copies of Form 286 a description of the packages to be transferred. If the 
proprietor elects to ship the packages in a Government-sealed conveyance when the 
consignee-warehouseman has not previously requested a sealed conveyance as 
Provided by $ 225. 788, he should indicate on Form 286 that the packages are to be 
transferred in sealed conveyances; otherwise the proprietor should indicate that 
the packs es are to be shipped in unsealed conveyances. The weighing of pack- 
ages is not required where the spirits are transferred in conveyances sealed with 
Government cap seals, or where the spirits are to be transferred to an internal 
revenue bonded warehouse operated by the consignor or an aifiliate or subsidiary 
of the consignor in the immediate vicinity and so located that the transfer can be 
under observation by internal revenue officers; however, if the warehouseman 
~lects to weigh such packages he will enter the shipping gross weights on Form 

Where packages are to be shipped in conveyances not sealed ivith Govern- 
ment cap seals the warehouseman ivill examine and weigh each package under 
the supervision of the storekeeper-gauger and enter the shipping gross weight on 
Form 1619. Where it is determined by the warehouseman or the storekeepei'- 
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gauger that any paclrnge bears evidence of unusual loss that cannot be satisfac- 
torily explained, or of tampering, such package will be detained pending further 
investi ation in accordance with the applicable provisions of 

)fan 

225. 480 to 225. 40. &. 

Where a package vvhich has sustained an unusual lo, s fron& obvious cause other 
than theft or unauthorized voluntary destruction is found upon preparation for 
transfer, the package will be weighed and proofed by the storekeeper-gauger and 
the apparent cause noted on Form 1610. The quantity to be transferred slrall not 
exceed the maximum stated in the application. Upon vvithdrawal for transfer to 
noncontiguous premises, the word "Transferred" followed by the date of transfer, 
the number of the receiving &varehouse, and the State in which such warehouse is 
l&&sated, will be plainly and dur:&bly stenciled on the Government head of the 
package in letters and figures not less than one-half inch in height. These marks 
nmy 1&e abbreviated as follows: 

TRAXS. 8 — 1 —:&4 

I. R. B. W. 4 — 'X. Y. 
Upon completion of the lading of the packages and the preparation of Forms 2&6&& 

an(1 1610 the proprietor will deliver all copies of each form to the storekeeper- 
gauger. Forms 286 and 1610 will be disposed of in accordance with the provi. ious 
of $ "». 750. (68K Stat. 606, 647; 26 U. S. C. 5028, 52&46. ) 

(JJJ) Section 225. 738 is amencled as follows: 
(1) Hy changing the first sentence to read as follows: 

When the proprietor desires to transfer spirits in pacl-a es, tank car. , or 
tank tru&. ks, to be tilled from warehou. e storage tauks, he v;ill deliver a copy 
ot' Fo& m 266 &vnh a & omplete des& ription of the spirits to the storcl ecper- 
gauger in charge of the warehouse. 

(2) I5y changing the second sentence. which begins "Upon 
receipt". to read: "Upon receipt of the Form 2M the spirits desig- 
nated to be transferred will be drawn into packages, gauged. (as 
provided in $ 225. 407), marked, and branded, or run into a gaug- 
ing tank, gauged (by the storekeeper-«au«er), and conveyed by 
pipeline into a~ railroacl tank car or taZk trucks, constructed and 
marked as provided in this subpart. " 

(3) By changing the third sentence, which begins "The store- 
keeper-ga, uger", to read: "The proof at which the spirits were 
distilled shall be noted on the original and five copies of Form 
1520 covering the report of gauge. » 

(4) By inserting in the fiFth sentence, which begins "The store- 
keeper-gauger in charge", immediately after the words "siz copies 
of Form 1520", the ~parenthetical phrase "(except when Form 
1520 was prepared by the proprietor as provided in $ 225, 407) ". 

(KKI&) Section 2'&5. 747 is amended as follows: 
(1) By striking the first and second sentences and inserting 

in lieu thereof the following new sentence: "Tank cars or tank 
trucl. -s ivill be filled under the supervision of the storekeeper- 
«au&ver. 

(2) By striking the fourth sentence, which begins "The oifice", 
and inserting in lieu thereof the following new sentence: 
The level of the spirits above or below the full n&a& k for each compartn&ent 
and the temperature of the spirits at Qlling will be entered on Forn& 1 &20, 
for example: 
"Filled two inches above full mark at 80' F. " 

(LLL) Section 225. 750 is amended as follows. 
(1) I5y changing the headnote to read: "CEETIFIcATE or 

REMOVAL. ' 
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(2) By inserting in the first sentence immediately after the 
words "of the spirits" the phrase "in containers other than 
packages". 

(8) I3y inserting immediately after the first sentence the fol- 
lowing new sentence: 
If spirits are transferred in packages the warehouseman shall certify on aIl 
copies ol Form 286 as to the accuracy of the description of the packages 
and the removal thereof, and if the spirits are contained in a conveyance 
sealed ivith Government cap seals the storekeeper-gauger will note on Form 
266 the serial nuinbers of the cap seals used. 

(MMM) Section 225. 751 is amended as follows: 
(1) By changing the headnote to read: "REcEIFT or SPIRITs 

AT WAEEHOUSE. 
(2) By striking the first three sentences and inserting in lieu 

thereof the following new sentences: 
Upon receipt of the spirits at the receiving warehouse, losses or discrepancies 
will be ascertained and noted on Form 1520, 1619, or 1620, as the ease may be, 
as provided in )$225. 881, 225. 882, and 225. 884. The warehouseman will 
examine and weigh packages of spirits as provided in $ 225. 880 and will 
execute the certificate of receipt and deposit on Form 286. If the spirits 
are contained in a conveyance sealed with Government cap seals the store- 
keeper-gauger will indicate on all copies of Form 286 whether the conveyance 
was received with the seals intact and if the spirits are received in containers 
other than packages will execute the certificate of receipt and deposit. 

(NNN) Section 225. 752 is amended by placing a period after the 
phrase "transferred in sealed conveyances" in the third sentence, which 
begins "If the applicant", and striking the remainder of the sentence. 

(OOO) Section 225. 755 is amended as follows: 
(1) By changing the headnote to read: "CEErlFicATK oF 

REAIOVAL. 

(2) By inserting in the first sentence immediately after the 
words "of the spirits" the phrase "in containers other than pack- 
ages". 

(3) By insertirg immediately after the first sentence the follow- 
ing new sentence: 

If spirits are transferred in packages the warehouseman shall certify on 
all copies of Form 286 as to the accuracy of the description of the packages 
and the removal thereof, and if the spirits are contained in a conveyance 
sealed with Government cap seals the storekeeper-gauger will note on Form 
266 the serial numbers of the cap seals used. 

(PPP) Section 225. 756 is amended as follows: 
(1) By changing the headnote to read "RKcEIFT oF SPIRITs AT 

WARKHOIISK. 

(2) By striking the first three sentences and inserting in lieu 
thereof the following new sentences: 

Upon receipt of the spirits at the receiving warehouse, losses or discrepancies 
ivill be ascertained and noted on Form lo20, 1619, or 1620, as the case may 
be, as provided in $$ 225. 881, 225. 682, and 225. 884. The warehouseman will 
examine and weigh packa es of spirits as provided in $ 225. 880 and will 
execute the certificate of receipt and deposit on Iform 266. If the spirits 
are contained in a conveyance sealed with Government cap seals the store- 
keeper-gauger will indicate on all copies of Form 286 whether the conveyance 
was received with the seals intact and if the spirits are received in containers 
other than packages will execute the certificate of receipt and deposit. 
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(OQQ) Section 225. 012 is amended as follows: 
(1) Ily inserting imediately after the words «oAicer to gauge" 

in the fourth sentence which be&rins "AVhere no storekeeper- 
CC gauger", the parenthetical phrase "(when necessary) . 

(2) By changing the seventh sentence, which begins "If the 
packages", to read: "I'ackages filled at a distillery or filled in an 
i»ter»al revenue bo»de&1 warehouse from storage tanks may be 
with&I& awn on the basis of the guage made at the time of filling. " 

(8) By striking from the eighth sentence, which begins "The 
proprietor will", the phrase "the proof and tare ascertained at 
the time of ivithdrawal, ". 

(4) By stril. -ing the last sentence. 
(ERR) Section 225. 035 is amended by striking from the first sen- 

tence the word "immediate". 
(SSS) Section 225. 051 is amended as follows: 

(1) By changing the comma following the word "quadrupli- 
cate" in the first sentence to a period and striking the remainder 
of the sentence. 

(2) By changing the second se»tence, wliich begins "Upon re- 
ceipt", to read: "Upon receipt of the apl&lication the storekeeper- 
gauger will satisfy himself that the spirits are eligible for bottling 
in bond and will inspect the packages. " 

(8) By striking fron1 the fifth sentence, which begins "The 
packages", the words "and inveighed". 

(4) Ily striking the last sentence. 
(TTT) Section 225. 052 is amended to read as follows: 

$ 22 &. 05&2 Gxt&oE. — Pacl-a, es of distilled spirits to be bottled in bond may be 
(a) dumped and gauged in the stora e portion of the xvarehouse, (b) dumped iu 
the storage portion of tlie ivareliouse and transferred to the bottling-in-boml 
departiueut for gauging, or (c) ren&oved to the bottliug-in-boiul departmeut, 
dumped, aud ga&&ged. If the spirits are to be gauged aud trausferred to the 
bottliug-iii-1&oud department by pipeline, the pacl&ages will be dumped iu the 
bulk ga. u, e tank in the ivarehouse. The storel&eeper-gauger ivill make his gauge 
of the spirits, rel&&&rt the details thereof ou Forui 15&20, in triplicate, and complete 
his report on Icorui 1. &] &. The storekeeper-gauger &vill also eiiter on Forui 1, &20 
the uuuiber of tlie gaugiug tank. If the spirits are to be removed in packages 
to tlie bottling-in-boa&i departnient or are to be gauged after receipt bv pipeline 
in the bottlin -in-bond departnient, the storekeeper-gau, er iu tlie warehouse &vill 
complete his certificate of reuioval for bottling ou Fora& 1. &]5&. When the spirits 
have been released for transfer to a bottling-in-boud departineut, all copies of 
the alp&licatiou and the Forui 1520, if gauged in a warehouse an, 'in" tank, &vill 
be furuished to the storel&eeper-gauger assigned to the bottliug-in-boud depart- 
ment in order that such officer inay inspect the spirits prior to tlie bottling thereof. 
If the spirits are re& eived in the bottling-in-bond departinent in packages, they 
ivill be duuiped for bulk gauging in &lung&ing and re&in«ing or in bottling tanl s. 
Ivhcre the spirits are transferred to the bottlh&g-in-bou&l del&artiuent by pipeline 
prior to gagu ing they will be deposited in duniping and redu«i» or in bottling 
tanks. The storekeeper-gauger will mal-e his gau e, either by weight or by 
volunie, aud will report the gauge on Fornis 1 &20 au&1 1515 in tlie same mauner 
as if the spirits had been gauged in the warehouse. He ivill at that time return 
the original of the Forni 1520 to the storekeeper-gauger iu charge of the ware- 
honse. Xvhen the bottling is completed, the storekeeper-gau, er will enter the 
details of tlie cases on Foriu 1515, forward oue copy, with the Form 1 &20 at- 
tached, to the Assistant Regional Couuuissioner, deliver one copy of each forni 
to the proprietor, return oue copy of Forui 151'& to the storel-eeper-gauger in 
clmr "e of the xvarehouse, and file the reuiaining copy of Icorm 1. &15 in the 
bottlin -iu-bond departuient. Spirits taxpaid froui the bottling department 
slmll be considered as constructively returued to the stora "e portion of the ivare- 
house. 'l'he storelreeper-gauger shall account for, as deposited, on Forms 1021 
and 1518, all spirits bottled. Prior to the removal of eases of distilled spirits 
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from the bottling-in-bond department, the proprietor &vill prepare Form 1620, iu 
triplicate, aud submit it to the storel-eeper-gauger for siguature. One copy of 
the form will be for&varded to the Assistant Rcgioual Coiuuiissiouer, one copy 
will be given to the warehouseman, aud the reumiuiug & opy will be filed as a 
permanent record as provided iu $ 2&2&, i. 1102. (6SA Stat. 645; 26 U. S. C. 5248. ) 

(UUU) Section 225. 053 is amended by striking the period at the 
end of the seco»d sentence and all of the tliird sentence, which begins 
"The proprietor", and inserting in lieu thereof the following: ' and 
deliver all copies to the storekeeper-gauger in ch;irge of the ware- 
house. " 

(VVV) Section 225. 054 is amended as follows: 
(1) By changing the first sentence to read: "Upon receipt of 

Form 1515 the sto~rekeeper-gauger will examine the application 
and request for gauge. " 

(2) By striking from the last sentence the words "no dis- 
crep;iiicies are found in the Form 1520 and". 

('l&IAVAV) Section 225. 0, &5 is amende&l by changing the fifth sen- 
tence, which begins "I'rior to", to read: "Prior to the r~emoval of cases 
of spirits from the bottling-in-bond department, the proprietor will 
prepare Form 1620, in triplicate, and submit it to the storekeeper- 
gauger for signature. " 

(%XX) Section 225. 060 is amended by inserting in the first sen- 
tence immediately after the &vords "ta»k for bottling in bond" the 
phrase "or which have been dumped in the warehouse but are to be 
gauged in the bottling-in-bond department. " 

(1'YY) Section 225. 062 is amended by striking from the first sen- 
tence the words "gauging room". 

(ZZZ) Section 225 068 is amended by striking trom the last sentence 
the ~ords "gauging room" and inserting in lieu thereof the words 
"storage portion of the warehouse". 

(AAAA) Section 225. 064 is alnended to read as follows: 
&i 225. 964 SpIRITs IN P&&OCEss OF Borrow. rxu. — The bottling of two or more lots 

of spirits at the same time iu the saiue bottling room uiust be conducted iu 
such a iuauuer as to prevent any mingliug of differeut lots of spirits, either 
iu the filling of bottles or iu the placing of the filled bottles iu cases. The process 
of bottling will be regarded as complete wheu the bottled spirits have beeu 
placed iu the cases and the cases closed. Outlets to bottling tanks iu which 
spirits are contaiued un&st be locked at all tiuies wheu such spirits are uot 
iu the process of being botiled. The proprietor shall uot dump more spirits 
than cau be bottled expeditiously. (68A Stat. 645; 26 U. S. C. 5248, ) 

(BBBB) Section 225. 066 is amended by striking from the first 
sentence the v ord "immediate". 

(CCCC) Section '», &. 072 is amended by striking from the last sen- 
tence the word "immediate". 

(DDDD) Section 225. 974 is amended to read as follows: 
f 225, 974 REMovxL oF Serai rs BorTr. uu Fou DoMrsT&c PuarosEs. — Ou completiou 

of bottling, the filled bottles, with labels and strip stamps properly affixed, must 
be placed iu cases marked iu accordance with Subpart 00 of this part, and the 
filled cases then sealed, after which such cases must be immediately taxpaid and 
removed, removed tax-free or without payment of tax for any authorized purpose, 
or returned to the storage portion of the bonded warehouse: Prot idr&/, That the 
Assistant Regional Commissioner may authorize the proprietor to reiuove cases 
temporarily sealed to the storage portion of the ivarehouse, pending the receipt 
of orders involving aflixiug of brand labels or Stiite stamps or the transfer iu bond 
to another internal revenue bonded warehouse where brand labels or State 
stamps will be affixed. The affixing of the bottled-in-bond strip stamps, the 
caution notices, aud the label information required under 27 CFR part 5 will be 
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perfornied at the time of bottling and before the goods are returned to the storage 
portion of the warelu&us&. However, if all of the mandatory information required 
uuder '&7 CFR Part 5 appears on the brand label in lieu of a separate label, the 
brand label uiust be aihxed to the bottles before the goods are returned to the 
stora e portion of the w;&rehouse. ivhen orders are received (either at the 
bottling warehouse or the consign&e warehouse) for tlie spirits in cases tempo- 
rarily seiiled as provided in this section, the cases must be reinoved to the 
bottling-in-bond department for affiixing tlie brand label, or the State stamp, or 
both: P&'ovided, That the Assistant Regional Commissioner may authorize such 
athxing of brand labels or State staiups, or both, in tlie storage portion of the 
w;&rehouse where the need therefor is established, space a»d facilities for such 
activities are available, a&i&1 the necessary supervision can be provided without 
the assigumeut of ad&1&tional internal reve»ue officers. The brand label to be 
affixed must be covered by an appropriate certificate of label approval or a certiii- 
& ate of exemption froi» label approval required by 27 CFR Part 5. AVhen spirits 
in cases &e»&porarily sealed are renioved to the bottling-in-bond department or 
are tra»sferred in bond t» another internal revenue bonded warehouse they must 
be kept apart from other spirits until the work of attachi»« the brand label, or 
State stiii»p, or botli, and permaneiit sealing of the cases has been completed. 

(ELEE) Section 225. 085 is amended by striking the first and second 
sentences and inserting in lieu thereof the following new sentence: 
"Distilled spirits shall be bottled in bond for export in bottles contain- 
ing less than 5 wine gallons. " 

(FFFF) Section 225. 097 is amended by striking the word "quin- 
tuplicate" and inserting in lieu thereof the word "quadruplicate". 

(6666) Section 22, i. 1016 is revoked. 
(HHHII) Section 225. 1046 is amended as follows: 

(1) By striking from the first sentence the word "and in no 
other". 

(2) By inserting immediately after the first sentence the fol- 
loiving new sentence: 
ivhen bottles containing spirits are of sizes for which stamps in the exact 
denouiinations are not provided, the wareliousemau will use stamps of the 
de»ouii»ation ueai'est the actual quantity of spirits contaiued in the bottles, 

aud will strike out the original denomination and print or write ou the 
stamps the exact quantity of spirits contained iu the bottles. 

(IIII) Section 225. 1066 is amended as follows: 
(1) By changing the first sentence to read: 

All rebottling, relabeling, aud restamping of spirits must be conducted in a 
bottliug-in-bond department under the supervision of a storekeeper-gauger: 
Provided, That the Assistant Regional Comuiissioner may authorize tlie 
relabeling or resta»iping of spirits in the storage portion of an internal 
revenue bonded wareliouse where the need therefor is established, space 
and facilities for usch activities are available, and the necessarr super- 
vision can be provided without the assigmueut of additioual internal revenue 
officers. 

(2) By striking from the la. st sentence the words "where two 
or more coniplete bottling units are installedi'. 

( JJ. J J ) Section 225. 1108 is amended by changing the flrst sentence 
to read as follows: 
KVhen spirits are to be withdrawn, the storekeeper-gauger shall, upon presentatiou 
of the proper withdrawal form by the proprietor, secure from his file the Form 
1520, 1019, or 1020, covering the deposit of the spirits, including blended brandy 
returned to the storage portion of the warehouse from the brandy-blending 
department, aud except for packages transferred in bond shall verify the details 
of the entry gauge transcribed to the &vithdrawal form. 

Because it is necessary to provide regulations which vill enable 
internal revenue bonded warehouses to operate ivith less supervision 
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by Government OKcers, it is hereby found. impracticable to issue this 
Treasury Decision subject to the effective date limitations of section 
4(c) of the Administrative Procedure Act (60 Stat, N8; 5 U. S. C. 
1008(c) ). Accordingly, this Treasury Decision shall be eQ'ective on 
the date of publication in the Federal Register. 

(This Treasury Decision is issued under the authority contained. in 
section 7805 of the Intel'lral Revenue Code of 1954 (68A Stat. 017; 26 
U. S. C. 7805). ) 

RIJSSELI C. EIARRINGTON) 
Commissioner. 

Approved March 21, 1056. 
DAN THROOP S3? ITII) 

8peo~'al Assistant to the 8eeretary of the I'reasury 
in Charge of 2'aa Policy. 

(Published iu the Federal Register triarch 27, 1056) 

26 CFR 220. 217: Flow diagrams. Rev. Rul. 56 — 281 
(Also Section 221. 220. ) 

The Internal Revenue Service establishes more detailed iustruc- 
tions relative to tiow diagrams required to be submitted by pro- 
prietors of re istered and fruit distilleries. 

Treasury Decision 6165, page 716, this Bulletin, among other things, 
amended the Regulations relating' to the Production of Distilled 
Spirits and the Regulations relating to the Production of Brandy to 
liberalize the requirements thereof with respect to distillery plats 
and plans. Sections 220. 217 and 221. 220 of the respective regulations, 
as amended, now require the submission of flow plans covering the 
distilling system only. 

The fiow diagram should begin at the beer well and must clearly 
depict, from that point, equipment in its relative operating sequence, 
with connecting pipelines and valves. It should show the Row of 
the distilling material into the still, all doublers, condensers, try 
boxes, low and high wine tanks, and other equipment, and the deposit 
of the finished spirits in the cistern room. All major equipment 
shown on the flow diagram must be identified as to the number and 
use. To illustrate, if there are six high wine tanks, the diagram need 
show only one, appropriately identified as "6 II. W. Tks. " The 
direction of the Row of the spirits through the pipelines must be 
indicated by arrows. It is not necessary to show pumps, pressure 
regulators, weirs, rotometers, feed lines to control instruments, and 
similar equipment. 

The fiow diagram must reflect the description of production set 
forth in the statement of processes submitted by the distiller. Where 
two or more production processes are employed by a distiller and 
it is not possible to show each process on one fiow diagram in a clear, 
concise, and readily understandable manner, How diagrams for each 
such process are required. However, where two or more products 
are produced by the same process, such as bourbon and corn whisky, 
only one Row diagram is necessary covering such process. 
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26 CFR 221. 179: Plat and plans. 

Simplified procedures in the weighing, transferring, and keepIng ! ecords of packages of distilled spirits. See T. D. 6165, page 716. 

26 CI R 221. 220: Flow diagrams. 

For instr»ctions relative to submission of fiow plans by proprietors 
of fruit distilleries, see Rev. Rul. 56 — 281, page 765. 

PART 1E — OPERATION 

SECTION 5193. — DRA)VING, GAtJGIXG, AND iIARI(ING OF 
DISTILLED SPIRI'I') 

Rev. Rul. 56 — 96 26 CFR 220. 389: It»mediate deposit required. 
(Also Section 220. 5N. ) 

Dist»led spirits of the same class, type, and proof of production 
may be deposited in the same receiving cistern nt a registered dis- 
tillery on cousecutive days, provided the accumulated spirits are 
withdrawn ou or before the third worldling day following the initial 
deposit therein. 

A. dvice has been requested whether finished spirits may be accumu- 
lated in the same receivin«cistern in a registered distillery for more 
than one day before repo!ting the production thereof on prescribed 
f ol'»is. 

Section 5193 of the Internal Revenue Code of 1954 and section 
220. 585& of the Regulations relating to the Production of Distilled 
Spirits, require that distilled spirits deposited into receivin«cisterns 
be withdrawn therefrom on or before the third working day after 
such deposit. Section 220. 889 of the regulations, with respect to the 
deposit of spirits in a, receiving cister!!& requires that spirits so de- 
positecl be of the same class, tyl&e, and p~roof of production. 

It. is helcl that finished spirits of the same cl;!ss, type, and proof of 
production may be deposited in the same receivin~g cistern at a. regis- 
tered distillery on consecutive working days. However, in such case, 
the accumulated spirits must be withdrawn o» or before the third 
wo! king day following the initial deposit therein. 

The qua»tities of spirits deposited in the receivi»g cistern should 
be dete!»fined by volu!»etric g!uge and recorded claily, as memo- 
ra»du»& entries only, on Form 1598, I'roprietor's Report of Operations 
at Registered Distillery, and Forna 1686, U. S. Storekeepe! -gau«er's 
Record of Operations at Registered Distillery or Industrial Alcohol 
Plant. The procl»ction should be recorded on Forms 1598 and 1686 
in the applicable columns at the time of gau«e and removal from the 
receiving cistern, in accordance with the instructions on such forms. 
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26 CFR 225. 400: Kinds of containers. 

[f 5193. 

T. D. 6173' 
TITLE 26 — INTERNAL REVENUE 1054 — CHAPTER I, SUBCHAPTER E, PART 225. — 

WAREHOUSING OY DISTILLED Sl'IRITS 

Amendment relating to the consolidation of packages 

TREASURY' DEPARTMENT) 
OFFICE OI' COMMISSIONER OF INTERNAL REVENUE) 

washington 85, D. C. 
To Officers and Employees of the Internal Eeeenue Service and Others 

Concerned: 
On January 19, 1956, a notice of proposed rulemaking with respect 

to part 225 of title 26 (1954) of the Code of Federal Regulations was 
published in the Federal Register (21 F. R. 899). The purpose of 
this proposal was to provide for the consolidation of packages of 
spirits distilled at 190 degrees of proof or more from the same class 
of materials by the same distiller at the sanle distillery and stored in 
the same kind of cooperage under approximately the same conditions 
and which are otherwise homogeneous. After consideration of all 
such relevant matter as was presented by interested persons regarding 
the rules proposed, the follov, ing amendments to 26 CFR (1954) part 
225 are hereby adopted. 

PARAGRAPII 1. Section 225. 400 is amended by changing the semi- 
colon at the end of paragraph (c) to a conlma and adding the follow- 
ing, "or in consolidated packages filled in accordance with f$ 225. 417a 
to 225. 417g;". 

PAR. 2. Section 225. 409a is amended by inserting "225. 417f, " imme- 
diately after the reference to "225. 417". 

PAR. 8. By inserting, immediately after $ 225. 417, the following new 
undesignated center he~ad and sections: 

CONSOLIDATION OF PACKAGES 

$ 225. 417a AUTIIQRIzED CQNsoI IDATIQN. — Spirits distilled at 190 de- 
grees of proof or more, whether or not such proof is subsequently 
reduced, from the same class of materials, by the same distiller at the 
same distillery, and di8erinp in periods of storage (a) not more than 
6 months in the case of spirits stored in bond more than 2 years, (b) 
not more than 60 days in the case of spirits stored in bond more than 
1 year and not more than 2 years, or (c) not more than HO days in the 
case of spirits stored in bond 1 year or less, and stored in the same 
kind of cooperage under approximately the same conditions will be 
presumed to be homogeneous, and may, with the prior approval of the 
storekeeper-gauger in charge, be consolidated or combined in accord- 
ance with the provisions of this subpart. Such spirits may be re- 
packaged in as many of the same packages or other packages of the 
same kind of cooperage as may be necessary. 

f 225. 417b EQUIPMENT FQR CGNsoLIDATIUN oF PAOKAGEs. — The pro- 
prietor of an internal revenue bonded warehouse who desires to con- 
solidate spirits must provide suitable space for the dumping of the 
packages containing the spirits to be consolidated, repackaging of 

i 21 F. R. 8006. 
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such spirits, and the gauging of the consolidated packages. Tanks 
of adequacy capacity, constructed in accordance with the provisions 
of $225. 111, shall be provided. If bulk gauging tanks or storage 
tanks have been provided, such tanks may be utilized in lieu of install- 
ing separate consolidation tanks. The facilities to be used must be 
so~arranged and the ivork so performed that supervision by store- 
keeper-gaugers can be perfornied readily and expeditiously and un- 
necessary loss or wastage of spirits or unauthorized mingling will be 
prevented. 

$ 225. 417c APPLIGATIoN PQR CQNsoLIDATICN oT" SI'IRITs. — )%hen it is 
desired to consolidate spirits contained in pack:iges, application for 
consolidation must be made to the storekeeper-gauger in cha. rge by 
the proprietor of the ivarehouse. The application must be submitted 
in triplicate, and shall identify the serial numbers of the packages, the 
total original tax gallons for all such packages (when spirits of more 
than one season's production are listed, the total original tax gallons 
for each season shall be shown), kind of original cooperage, class of 
materials from which producecl, name of the producing distiller, and 
registry number and location (city or town, and State) of the distillery, 
the dates on ivhich it is clesired to conduct such operations, and the 
purpose therefor. Each application shall be given a serial number, 
beginning with "1" for the first day of Janu~ary of each year and 
running consecutively thereafter to December 81, inclusive. In addi- 
tion, inhere the warehouseman desires to subsequently withdraw the 
spirits on the original gauge of the consolidated packages he shall 
note on all copies of the application, withdraw on original gauge. ' 
Storekeeper-gaugers in cliarge will approve the application only wli~ere 

suitable space and equipment is available and internal revenue officers 
are avail;ible for necessary supervision. If the storekeeper-gauger 
approves the application he will return one copy marked "Approved" 
to the proprietor, ancl retain the remaining tivo copies. 

$ 225. 417d DL&IPINO ~Nn G~LOINO. — Upon removal of the packages, 
authorized by the approved application, to that portion of the wa~re- 

house where the spirits are to be consolidated, the storekeeper-gauger 
will exaniine the packages. Any package beai ing evidence of unusual 
loss that cannot be satisfactorily explained, or of tanipering, shall be 
detained pending further investigation in a~ccordance with the appli- 
cable provisions of g 225. 480 to 225. 405. The storekeeper-gauger will 
satisfy himself that each package which does not bear such e~vidence 
has been dumped into the tank. All packages must be thoroughly 
drained and if any of the packages are not to be refilled as consolidated 
packages such packages must be thoroughly rinsed. Rinse water not 
used in reclucing the proof of the spirits must be destroyed, or collected 
in locked tanks for transfer by pipeline to a distillery on or contiguous 
to the warehouse premises for redistillation as provided in $ 225. 417h. 
Immediately upon being emptied all marks and brands must be obliter- 
ated from the packages~and the packages removed from the warehouse: 
Proiiided, That, if any such packages are to be used for containers for 
consolidated spirits, so many as are required for tliat purpose may be 
retained and the name, location, and registry number of the producing 
distiller; the designation of the kind of cooperage; the. proof of dis- 
tillation; the kind of spirits; and the date of original fillIng, if all tlie 
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spirits mingled were entered for deposit on the same date, may be left 
inta, ct thereon. Spirits in the consolid. ation tank shall be thoroughly 
agitated and adjusted to a whole degree of proof by the proprietor. 
The storekeeper-gauger shall then verify the proof, see that all open- 
ings in the tank are locked, determine (volume or weight) the quantity 
of spirits in the tank and report the details of tlie gauge on all copies 
of the application. 

$ 225. 417e FILLING AND GAUGING CDNsoLIDATED PAGKAGEs. — When 
the spirits are to be drawn from the tank the storekeeper-gauger shall 
see that all valves and openings other than the necessary outlet valves 
are closed and locked. All spirits drawn into packages will be care- 
fully gauged by the warehouseman, under the general supervision of 
the storekeeper-gauger, and the det~ails thereof will be entered by the 
warehouseman on Form 1520, in triplicate; Provided, That, where the 
warehouseman has indicated on his application that the consolidated 
packages are to be withdrawn on the original gauge, the storekeeper- 
gauger shall, unless the packages are to be withdrawn without pay- 
ment of tax for use in wine production, make such gauge and report 
the details thereof on Form 1520, noting on Form 1520, "Withdraw 
on original gauge. " There shall be noted on Form 1520 the date of the 
original entry for deposit of the oldest spirits mingled in the tank. 
The coinposite proof determined in the tank shall be used for the con- 
solidated packages. Weights shall be determined in pounds and one- 
half pounds. Where the gauge of the packages is performed and 
reported by the v-arehouseman the storekeeper-gauger shall, from time 
to time, verify the tares, gross weights, and tax gallonages. Where 
the storekeeper-gauger finds significant discrepancies in the ware- 
houseinan's report of gauge, or the marks and brands required to be 
placed on any container, the warehouseman shall make such correc- 
tions as may be required by the storekeeper-gauger. Tanks must be 
completely emptied before the inlets thereto may be unlocked. Where 
a remnant package results because of insufFIcient spirits remaining in 
the tank to fill the last package, such package shall be gauged and 
marked in the same manner as the other consolidated packages. Rem- 
nant packages may be consolidated in accordance with the provisions 
of $ 225. 417a. Losses of spirits resulting from the repackaging opera- 
tion shall be reported by the storekeeper-gauger on the application by 
indicating the difference between the total quantity dumped in the 
tank and the total quantity repackaged. Upon completion of the 
gauging of the packages and the preparation of the gauge forms, one 
copy of the approved application and one copy of the Form 1520 
covering the details of the repackaging will be forwarded to the 
assistant regional commissioner by the storekeeper-gauger, one copy 
of each will be retained by the proprietor, and one copy of each will 
be placed in the appropriate file in the Government office. 

$ 225. 41' f zuni 

likening, 

3farlring, and Branding of Consolidated 
Packages. — All consolidated packages shall be serially numbered, 
separately from packages filled at the distillery, from storage tanks 
in the bonded warehouse, or from brandy-blending tanks in the bonded 
warehouse, beginning with the number "1, " preceded by the letters 
"CP" (Consolidated Package) and the registry number and State 
identifying the warehouse, as CP — 1P Ind. — 1, etc. Tlie symbol "CP" 
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together with the registry number and State shall be considered a part 
of the serial number and must be shown on all oScial forms and rec- 
ords. Tlie consolidated packages shall be marked and branded in 
accordance with the applicable provisions of ( 225. 400. The date of 
filling of tlie consolidated packages should be abbreviated, as "Con. 
7-20 5&5". Where distilled spirits with difi'erent dates of original 
entry are consolidated, the date of the oldest spirits so mingled shall 
govern the entire lot and such date shall be marked on packages to 
indicate the date of original entry of the spirits for deposit. 

$ 225. 417g Withdrawal of Consolidated 8pirits. — When the pro- 
prietor desires to withdraw spirits which liave been consolidated, ap- 
plication therefor will be prepared in the same manner as for the 
withdrawal of any otlier spirits, and the withdrawal will be made in 
accordance with the applicable provisions of this part. The date of 
consolIdation will be noted on Forin 1520, or, in the case of transfer in 
bond, on Form 1610. 

$ 225. 417h CoPeetion and Transfer of Rinse $Vater for Eed~'eti7la- 
tion. — Rinse water collected for redistillation shall be held in closed, 
lockecl t inks until transferred by pipeline to a distillery on or contigu- 
ous to the w;iiehouse premises. Rinse water obtainecl from spirits 
which are not homogeneous under the provisions of tlMs part may not 
be mingled. Where rinse water is accumulated in a tank, an extra 
copy of Form 1520, piepared in accordance with $ 225&. 417e, 225. 601, 
225. 660, 225. 810, 225. 052, or 225. 058, will be prepared and attached to 
the tank to ideI&tify the class and type of spirits. AVhen the rinse 
water is to be transferred to a distillery for redistillation, it will be 
gaugecl by the proprietor (by weight or by volume). The proprietor 
~vill prepare a report of the gauge on Form 1520, in quintuplicate. 
The rinse water shall be given the same designation as the spirits con- 
tained in the packages from which it was obtained, l~recedecl by the 
word "Diluted, " as, for example, "Diluted Xeutral Spirits — Grain. " 
On completion of the transfer, three copies of the Form 1520 will be 
given to the storekeeper-gaugei at the distillery, one copy will be filed 
in a special file by the storekeeper-gauger at tlie warehouse, ancl the 
remaining copy ivill be retained in the files of the proprietor. The 
receipt a&id redistillation of the rinse water at the distillery sliall be 
in accordance with the applicable provisions of part 220 or part 2"1 
of this chapter, as the case may be, i elating to receipt and redistillation 
of distilled spirits. (68A Stat. 6M; 26 U. S. C. 5104) 

P iR. 4. Section 225. 602 is amended by striking the seventh sentence, 
which begins, "Where the proprietor" and inserting in lieu thereof the 
following net sentence, "RInse water which is not~added to the spirits 
must be destroyed in the presence of the storel-eeper-gauger, or col- 
lected in locked tanlcs for transfer by pipeline to a distillery for re- 
distillation as provided in $ 225. 417h. " 

PAR. 5. Section 225. 682 is amended by striking from the sixtli sen- 
tence, which begins, "The rinsings" the phrase "poured on the ground 
or into a seiver in the presence of the storel-eeper-gauger. " ancl insert- 
ing in lieu thereof the phrase "destroyed in the presence of the store- 
keeper-gauger, or collected in locked tanks for transfer by pipeline to 
a distillery for redistillation as provided in $ 225. 417h. " 
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PAR. 6. Section 225. 731 is amended by striking from the second 
sentence the word "Spirits" and inserting in lieu thereof the phrase 
"Except as provided in $$ 225. 417a to 225. 417g, spirits". 

PAR. 7. Section 225. 754 is amended by inserting in the first sentence, 
immediately after the phrase "or in packages filled from wareliouse 
storage tanks, " the phrase "or in consolidated packages, ". 

PAR. 8. Section 225. 811 is amended by striking the period at the end 
of the second sentence and adding thereto the phrase ", or collected in 
locked tanks for transfer by pipeline to a distillery for redistillation as 
provided in $ 225. 417h. " 

PAR. 9. Section 225. 962 is amended by striking the third sentence, 
which begins, "Any rinse water", and inserting in lieu thereof the 
following new sentence, "Any rinse water remaining after such reduc- 
tion must be destroyed in the presence of the storekeeper-gauger, or 
collected in locked tanks for transfer by pipeline to a distillery for 
redistillation as provided in $ 225. 417h; it may not be mixed with spir- 
its dumped from other packages. " 

PAR. 10. Section 225. 1102 is amended as follows: 
(A) By inserting in the first sentence, immediately after the 

phrase "Forms 1520 covering packages filled from brandy-blend- 
ing tanks, ", the phrase "Forms 1520 covering consolidated pack- 
ages, ". 

(B) By inserting at the end of the sixth sentence, wliich begins 
"Separate files", the words "and for consolidated packages". 

PAR. 11. Section 225. 1108 is amended by inserting in the first sen- 
tence, immediately after the words "brandy-blending department", 
the words "or spirits contained in consolidated packages". 

PAR. 12. Section 225. 1104 is amended by inserting in the third sen- 
tence, which begins "The binders", immediately after the phrase 
"packages of blended brandy filled in the brandy-blending depart- 
ment, ", the phrase "consolidated packages, ". 

PAR. 18. Section 225. 1106 is amended by inserting immediately 
after the first sentence a new sentence reading, "Copies of applications 
for the consolidation of packages will be filed separately in numerical 
order. ". 

PAR. 14. Section 225. 1111 is amended by inserting, immediately 
after the second sentence, which begins "All information", the follow- 
ing two new sentences: 
The total original tax gallon content of packages dumped for consolidation shall 
be included as "withdrawn" in Form 1518 and the tax gallons of spirits drawn 
from consolidation tanks into packages will be included as "deposited". The 
Quantity of spirits lost during repackaging will not be shown in the account 
on Form 1518. 

PAR. 15. Section 225. 1140 is amended by inserting, immediately 
after the third sentence, which begins "In the case", the following 
new sentence: 
~n the case of consolidated packages (where spirits with different dates of 
original entry were mingled) the season and year of the oldest spirits mingled 
shall be considered the season and year of the entire lot. 

This Treasury Decision shall become efFective on the 81st day fol- 
lowing tile date of its publication in the Federal Register. 
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(This Treasury Decision is issued under the authority contained in 
section 7805 of the Internal Revenue Code of 19M (68A Stat. 917; 
2&6 U. S. C. 7805). ) 

O. GORDON DEI. K, 
Acting Commissioner. 

Approved May 1, 1056. 
DAN TIIROOP SAIITII& 

Special Assistant to the Secretary in Charge o j Tax PoHcy. 

(Published in the Federal Register XIay . &, 19. &6) 

26 CFR 220. 5:&5. Draiving OA' spirits. 

Accumulation of spirits in a receiving tanl- at a registered distillery. 
See Rev. Rul. 56 — 06, page 766. 

SECTIOX 5104-. TRANSFER OF Sl'IRITS AT 
REGI STLPiED DISTILLERIE) 

26 CFR 221. 515: For transfer to internal 
revenue bonded 4varehouses. 

(Also Section 5242; 225. 870. ) 

T. D. 6171' 

TITLE 2G — INTERNAL REVENUE, 1054. — CHAPTER I, SL PiCHAPTER E, PARTS 
2'1 AND 2'a 

iiliscellaneous regulations 

DEPART4IENT OF THE TREASURY 
Ori"ICE or Coi13IISSIOXER oF INTERNAL REVENUr. 

ll'ashington 88, D. C. 
To Ojgcers ancE L m~&loyees o j the Inter»al Re cenue Se& cice and Othe) s 

Concerned: 
In order to authorize brandy of any proof to be transferred bv pipe- 

line and in tank cars or tank trucks to internal revenue bondecl ware- 
houses for deposit in storage tanks and subsequent packaging, with 
or without reduction in proof, 26 CFR parts 221 and . ». 5 are a1»ended 
as follo4vs: 

PARAGRApII 1. 26 CFR (1054) Part 2ol, Procluction of Brancly, is 
amended as follows: 

(A) Section 221. 515 is amencled to read as follows: 
$ 221. 515 FoR TRANSFER To INTERNAL REvENUE BDNDED W4RKHousEs. — Brandy 

of any proof may be ren&oved to internal revenue bonded warehouses, vvithout, 
or after, reduction in proof as follo4vs: 

(a) In approved containers for storage in such approved containers or 
in storage tanl-s; and 

(b) In wooden paclrages, each containing two or more metallic cans bav- 
in" a capacity of not less than 5 4vine gallons each, for the purpose of exporta- 
tion only. 

(68A Stat. 633, 634, 640; 26 U. S. C. 5193, 5194, 5215. ) 
i 21 F. R. 2057. 
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P-«2 26 CF@ (j-054) Pal't 225, warehousing of Distilled Spirits, 
is amended as follows: 

(A) Section 225. 370 is amended as follows: 
(1) By striking froln the first scute»ce the words "an&i wine 

spirits may be received by pipeline or in ta»k cars or tank trucks 
from a fruit distillery". 

(2) By inserting in (a) of the proviso, after the words "by 
pipeline", the phra~se "or in tank &. ;&rs or tank trucks". 

(B) Section 225. 371 is arne»ded as follows: 
(1) By striki»g from the first sentence the words "and ovine 

spirits may be receive&1 by pipeline or in t&1»k cars or tank trucks 
fronl 8 fl'ult dlstlllery 

(2) By inserting as (a) of the proviso the following: 
(a) bra1uly of any proof 1nay be received by pipeline or in tank cars or tank 
trucks from a fruit distillery for deposit in storage tanks; 

(3) By reclesignating (a) and (b) of the proviso as (b) and (c), 
respectively. 

(C) Section 22, »372 is amended as follows: 
(1) Hy striking the words "ancl wine spirits received in tank 

cars or tanl- trucks from a, fruit distillery, ". 
(2) By inserting in the proviso as (a) the following: 

(a) brandy of any proof may be received in tank cai s or tank tru&. ks from 
a fruit distillery or internal revenue bonded warehouse for deposit in 
storage tanks; 

(3) By redesignati»g (a) and (b) of the proviso as (b) and (c), 
respectively. 

(D) Section 225. 382 is arne»ded by changing the proviso at the end 
of the fifth sentence to read, "Ye*oui, ded, That brandy, gin, or vodka 
may be transferred to stora~ge tanks in accordance w~ith 

II 225. 402. " 
(E) Sectio»225. 400 (d) (4) is amended to read as follows: 

(4) In any warehouse, if the spirits are brandy, oin, or vodka: P&o&7(ded, That 
tanks for the storage of vodka must be &netal, porcelain, glass, or paratGn-lined; 
and 

(F) The proviso at the end of the secon&l sentence of $ 225. 402 is 
amended to reacl as follows: 
Provided, That any brandy, gin, or vodka received in tank cars or tank trucks 
may be transferred to storage tanks. 

(6) Section 225. 408 is amende&l as follows: 
(1) By inserting after the first sentence the followi»g new sen- 

tence: "Brandy in warehouse storage tanks may be reduced in 
such storage tanks to not less than 100 degrees of proof prior to 
being drawn into packages. 

(2) By amending the proviso at the end of the third sentence 
to read as follows: 
Pronided, That any brandy, gin, or vodka may be withdrawn from storage 
tanks into tank cars or tank trucks for transfer in bond. 

(3) By amending the last sentence to read, "The proof of wine 
spirits intended for use in. wine production nlay not be reduced. " 

(4) By amending the statutory citation to read, "(68k. Stat. 
6341 640; 26 U. S. C. 5104) 5215)". 
898474' — 8~8 



$ 5194. ] 744 

(H) The undesignated centerheading preceding $ 225. 588 is 
amended to read, "Addition of Burnt Sugar or Caramel, or Oak 
I hips. 

(I) The headnote of $ 225. 584 is amended to read, "ADDITIoN OP 

BURNT SUGAR OR CARAMEL AI'TER TAX DETERMINATION. " 
(J) By inserting a new section, reading as follows, immediately 

after $ 225. 584: 
) 225. 584a AnnITxoN oF BURNT SUGAR OR CARA'ifEL To BRANDT Iv STDRAGE 

TANKS. — Caramel or burnt sugar may be added to brandy in storage tanks when 
the brandy is being reduced prior to being drawn into wooden packages. The 
burnt sugar or caramel shall not contain any substantial quantity of sugar 
which has not been caramelized, or possess any material sweeting properties. 
The caramel may be dissolved in a small quantity of hot water or in a small 
quantity of brandy removed from the tank for that purpose, before it is added to 
the bulk of the brandy in the tank. After the burnt sugar or caramel is added, 
the brandy in the tank will be thoroughly agitated and its proof determined. 
The proof so ascertained will be regarded as the proof of the brandy run into all 
packages filled from the tank. Packages containing brandy to u hich burnt sugar 
or caramel has been added, in addition to all other marks and brands required by 
this part, shall be marked with. the letters, "B. S. A. " A similar notation shall be 
nIade on Form 1520 covering the gauge of the brandy filled from the tank. (68A 
Stat. 607; 26 U. S. C. 5025. ) 

This Treasury Decision shall be effective on publication in the 
Federal Register. 

Compliance with the public rulemaking and efFective date require- 
ments of section 4(a) and (c) of the Administration Procedure Act 
(60 Stat. 238; 5 U. S. C. 1008) is impracticable and unnecessary in 
connection with the issuance of this Treasury decision because the 
amendments are of a liberalizing nature and impose no new restrictions 
on the industry. 

(This Treasury Decision is issued under the authority contained in 
68A Stat. 917; 26 U. S. C. 7805. ) 

O. GORDON DFI. K& 

Acting Commissioner of Internal Revenue. 
Approved April 19, 1956. 

DAN THROOP SMITH& 
Specia/ Assistant to the Secretaryin Charge of Taa Policy. 

(Published in the Federal Register April 25, 1956) 

PART III. — GENERAL PROVISIONS RELATING TO DISTILLERIES AND DISTILLED 
SPIRITS 

SECTION 5216. — MASH, CAVORT AND VINEGAR: VINEGAR 
FACTORIES 

26 CFR 221. 790: Production of mash, wort, or Rev. Rul. 56 — 199 
wash. 

Concentrated apple juice to which water has been added may not 
be fermented by a fruit ilistiller on O8-bonded premises. 
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SUBCHAPTER C. — IiVTERNAL REVENUE BONDED WAREHOUSES 

PART I. — ESTABLISHMENT 

SECTION 5231. — AUTIIORITY TO ESTABLISII 

20 CFR 225. 51: )Varehouse buildings. 

Liberalization of constructional require»Ie»ts as to the openings 
between the bottlI»g-in-bo»d department and the storage portion of 
warehouse buildings. See T, D. 0105, page 710. 

PART II. — OPERATION 

SECTION 5242. — DEPOSITS OF SPIRITS IN AVAREIIOUSES 

26 CFR 225. 370: In ivarehouse on distillery 
pl'elilises. 

Deposit of brandy in internal revenue bonclecl waI chouse storage 
tanks and the subsequent pacl. -agi»g, ivith or ivithout reduction in 
proof. See T. D. 6171, page 742. 

SECTION; 47. — '9 ITIIDRAAVAL OF SPIRITS FOR 
EXPORTATION 

26 CFR 2'~, i. 794: Continuing bond, direct 
export, Form 657. 

(Also Sections 225. 790 and 225. 877. ) 
A conse»t of surety may be filed to extend the terms of a, con- 

tinuing export bond, For»i 657, Export Bond for Distilled Spirits, 
Form 658, Transportation Bond Distilled Spirits for Export, or 
Forln 1618, Transportitio» Bond — Distilled Spirits AVithdrawn for 
Transfer to Bo»ded %manufacturing warehouse. See Revenue Rul- 
ing 54 — 237, C. B. 1954 — 1, 314, ivith respect to witl»lrawals from 
mo~re than one wareliouse under a continuin«bond filed on Form 
1018, and Revenue Ruling 54 — 291, C. B. 1954 — 2, 473, with respect to 
withdrawals under a continuing bond filed on I&'or»i~ 057. AVhere a 
coiisent of surety is filed to extend the, terlns of a continuin«export 
bond to cover ivithdrawals from additional premises, the exporter 
must either (a) designate one establishment at which he desires the 
account ivith the bond to be maintained, or (b) apportion the cover- 
age uncler the bond among the several premises. If the account is 
to be maintained at one. est;iblishment, all applications to remove 
spirits under continuing bonds on Forms 657, 658, or 1018 must be 
subniitted to the storekeeper-gauger at that establisl»nent and store- 
keeper-gaugers at other premises covered by the same bond must be 
advised of the proceclure being followed. If the bond coverage is 
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apportioned, a consent, to the apportionment of the surety on the 
bond, must be filed, and the amount designated by the exporter for 
any plant or warehouse becomes the maximum bond coverage for 
exportation from that establishment. Exporters may reapportion 
the bond coverage if changing conditions make such action necessary, 
but consent of surety to such reapportionment must be filed and 
:approval given only after the Assistant Regional Commissioner, 
Alcohol and Tobacco Tax, has ascertained that the condition of the 
account at each establishment is such as vill permit the reappor- 
t ionment. 

26 CFR 225. 796: Continuing bond, transpor- 
tation for export, Form 658. 

For withdrawals from two or more premises under a single con- 
tinuing export bond, see Rev. Rul. 56 — 80, above. 

26 CFR 225. 877: Bond. 

For withdrawals from two or more premises under a single con- 
tinuing export bond, see Rev. Rul. 56 — 80, page 745. 

SECTION 5248. — AVITHDRAWAL OF SPIRITS 3VITHOUT 
PAYMENT OF TAX 

Lebanon 
The Netherlands 
Norway 
Peru 
Sweden 
Switzerland 
United Kingdom 

26 CFR 182. 680b: Reciprocating foreign Rev. Rul. 56 — 81 
countries. 

(Also 225. 861; Sections 5053, 5062, 5862; 
245. 291, 252. 4) 240. 691. ) 

Alcohol, distilled spirits, wine and fermented malt liquor may be 
withdrawn free of tax or with benefit of drawback for use as supplies 
on aircraft registered in the country of Lebanon and actually engaged 
in foreign trade or trade between the United States and its possessions, 
where trade by foreign aircraft is permitted. Accordingly, Revenue 
Ruling 54 — 576, C. B. 1954 — 2, 472, as modified by Revenue Ruling 55- 
862, C. B. 1955 — 1, 577, and Revenue Ruling 55 — 741, C. B. 1955 — 2, 702, 
is further modified to include the country of Lebanon. 

As so modified, the Revenue Ruling reads as follows: 
Under the provisions of section 309 of the Tariff Act of 1930, as amended, 40 

Stat. 090, as amended, 19 U. S. C. 1309, and applicable regulations of the Internal 
Revenue Service, alcohol, distilled spirits, fermented malt liquor and wine maV 
be withdrawn free of tax or with benefit of drawback for use as supplies on 
aircraft registered in the following foreign countries and actually engaged in 
foreign trade or trade between the United States and its possessions, where trade 
by foreign aircraft is permitted. 

Australia Ecuador 
Bahama Islands France 
Belgium Germany, Federal 
Bermuda Republic of 
Brazil Israel 
Canada Italy 
Costa Rica Japan 
Denmark 
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26 CFR 225. 801: Reciprocating foreign 
countries. 

[$ 5307. 

The cou»try of I~bano» has been added to the list, of reciprocating 
foreign couiitries. See Rev. Rul. 56 — 81, page 740. 

SECTION 5285. — RLsCORDS AXD RETURNS 

26 CFR 235. 815: Monthly record, For»I 45. 

For modification of information to be repoi'ted by pioprietors of 
rectifyi»g plants o» Form 45, see Rev. 1'roc. 50 — 14, page 1030. 

SUBCHAPTER E. — INDUSTRIAL ALCOHOL PLANTS, BONDED WARE- 
HOUSES, DENATURING PLANTS, AND DENATURATION 

PART I. — INDUSTRIAL ALCOHOL PLANTS, BONDED WAREHOUSES, AND DENATURING 
PLANTS 

SECTIOX 5606. — ESTABLl SIIMI XT OI' IXDUSTRIAL 
ALCOEIOL DENATURING PLAX TS 

26 CFR 182. 707: Denaturants not required to Rev. Rul. 56 — 240 ' 
be tested. 

Revenue Ruling 55 — 128, C. B. 1055 — 1, 589, contains a list of imitation 
essential oils and aroniatic substances, clenaturing g»rade, which have 
been approved as de»at»rants by the National 0%ce for iise in lieu of 
the natural oils. 

Oil Lavender Technical E — 1465, Denaturing Grade, nranufacturecl 
by Verona Chemical Company, a synthetic oil lavender, has been ap- 
proved for use in lieu of. the iiatural oil of lavender. Accordingly, 
Revenue Ruling 55 — 128, supra, is hereby supplemented by adding 
thereto, under the headin~g DOil of Lavender, " the folloiving: 
Verona Chenlical Co. Oil Lavender Technical Esters as Linalvl Acetate- 

Nevvark, N. J. K — 1-N, ~, D. G. 71% nllnlnlllnl. 
Verona Essentia. l Oils— 

20% nla. xlnlnnl 

SECTION 5807. — PRODUCTION, USE OR SALE OF ALCOHOL 

26 CFR 182. 486: Bulk Containers. Rev. Rul. 56 — 241 

Section 182. 486 of the Industrial Alcohol Regulations lists the pur- 
poses for which alcohol may be disposed of in bulk (in containers hav- 
»ig ii. capacity in excess of one gallon) as permitted by the Regulations 
I'elating to Bulk Sales and Bottling of Distilled Spirits, issued under 
the Federal Alcohol Administration Act. Such purposes include the 
industrial use of alcohol in bulk in the manufacture of medicinal, 
pharmaceutical, or antiseptic products, including prescriptions col»- 
pounded by retail druggists. Held, the use of alcohol by doctors and 
clentists for such purposes as compounding, sterilization, antisepsis, 
etc. , comes within the classification of. "in~dustrial use" provided in 
section 182. 486. 

~ This Revenue Ruling has been ameuded bI Revenue Ituling 30 — 332, L R. B. 1000 30, 
PAge 103. 
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PART II. — DENATURATION 

SECTION 5881. — WITHDRAWAL FROM BOND FREE OF 
TAX 

26 CFR 182. 140: Application, Form 1479. 

For procedure with respect to filing an application on Form 1479 
for amendment of basic permit, Form 1481, to include all articles and 
preparations covered by Forms 1479 — A approved prior to and during 
the period covered by the permit, see Rev. Proc. 56 — 7, page 1028. 

26 CFR 182. 725: Approved containers. Rev. Rul. 56 — 200 

A number of one-gallon cans of specially denatured alcohol, each 
bearing an individual serial number and all of the other marks re- 
quired by the Industrial Alcohol Regulations, may be packaged in a 
single fiberboard case stencilled to show the contents, the specially 
denatured alcohol formula number, and the individual serial numbers 
of the cans contained therein. If the serial numbers run in consecu- 
tive order, only the first an. d last numbers need be shown on the 
fiberboard case. 

SUBCHAPTER F. — BONDED AND TAXPAID WINE PREMISES 

PART I. — ESTABLISHMENT 

SECTION 5851. — BONDED '9 INE CELLAR 

26 CFR 240. 193: Designation as bonded winery. Rev. Rul. 56 — 10 

Section 5351 of the Internal Revenue Code of 1954 provides that 
premises for the production, blending, cellar treatment, storage, bot- 
tling, packaging, or repackaging of untaxpaid wine shall be known 
as "bonded wine cellars" except that any such prcInises engaging in 
production operations may be designated as a "bonded winery. " Sec- 
tion 240. 193 of the Wine Regulations provides, in part, that if the 
activities to be conducted on the bonded wine cellar premises are such 
that a wine producer's basic permit is required under the Federal 
Alcohol Administration Act, a letter application, in triplicate, may be 
submitted with Form 698, Application by Proprietor of Bonded Wine 
Cellar or Bonded Winery, for designation of the premises as a bonded 
winery. FIeld, if the proprietor of a bonded wine cellar holds Form 
1635, Wine Producer's and Blender's Basic Permit (Under the Federal 
Alcohol Administration Act and Regulations), and has produced wine 
within the past two years, a change in designation of the premises from. 
bonded wine cellar to bonded winery may be approved by the A. ssistant 
Regional Commissioner, Alcohol and Tobacco Tax, upon receipt of a 
letter application filed pursuant to section 240. 193 of the Wine Reg- 
ulations. Approval of the application may be considered authority for 
changing the designation on all copies of Form 698. Consent of 
surety on Form 15M to the change in designation of the premises 
should be filed. 
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SECTION 5352. — TAXPAID WINE BOTTLING IIOUSE 
26 CFP& 231. 30: General. Rev. Rul. 56 — 148 

A rectifier proclucing n, wi»e specialty u»cler an «pproved formula 
mny remove such product in bulk for bottling only at (1) nnother 
rectifying phuIt, (2) a tnxpnid spirits bottling house, or (3) n, taxpnid 
wine bottling house established;uId opcrnted in conformity with the 
requirements of the Pie &uhItions relati»g to the Rectification of Spirits 
and Kines, the ReguhItions relating to Bottling of Tazpnid Spints, 
and the Regulntio»s relating to Taxpaid Wine Bottling Houses, re- 
spectively. In this connection, see Reve»ue Ruling 56 — 8, pnge 740 of 
this Bulletin, which provides in part that if tnxpai&l iv»Ie is to be 
bottled or rebottled on premises other than a. rectifying plant or a 
tazpaid distilled spirits bottli»g house, n, taxpaicl ~vine bottling ho»se 
must be established for such purpose p»rsua»t to the requirements of 
section 5352 of the 1nternnl Reve»ue Code of 1054. 

26 CFR 231. 31: Use of tazpaid wine bottling 
house. 

Rev. Rul. 56 — 8 

Section 5352 of the Internal Revenue Code of 1054 provides that nny 
person bottling, packaging, or repackaging taxpaicl wine at premises 
other than a, rectifying plant or a taxpnicl distilled spirits bottling 
house shall, before co»II»e»cing such operations, mnke npplication ancl 
receive permission to operate a~tnxpaid wine bottling ho»se. The term 
"bottling" as used therein is interpreted in section 231. 31 of the Taz- 
pnid Kine Bottling House Regulations to include the rebottling of 
wine. Held, liquor clealers, in their capncity ns such, may not bottle 
or rebottle wine. If taxpa'id wine is to be bottled or rebottled on 
premises other than n, rectifying plnnt or n, taxpaid distilled spirits 
bottling house, a tnxpnid wine bottling house must be established for 
such operntions, even though the operations are infrequent and small 
quantities of wine are involved. This ruling should not, however, be 
construed as prohibiting the bottling or rebottling on bonded w~ine 

cellar premises of tazpaicl wine reconditioned on such premises. 

PART II. — OPERATIONS 

SECTION 5361. — BONDED WINE CELLAR OPERATIONS 

Rev. Rul. 56 — 201 26 CFR 240. 1, '32: Commercial fruit products 
and by-proclucts. 

(Also 240. 800. ) 
Section 5361 of the I»ternal Revenue Cocle of 1054 authorizes, 

aInong other thi»gs, the preparation for market a»el storage of com- 
IIIercial fruit proclucts a»el by-products not tnznble as wine and such 
other operations ns may be conducted in a manner that will not 
jeopardize the revenue or conflict with ovine operations, on bonded 
wine cellar premises. While sections 240. 132 and 240. 800 of the Kine 
Regulations, written pursuant to the above section of law, do not, 
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specifically state that the bottling of vinegar is authorized, such 
opei ation is within the scope of the law and regulations. Held, the 
bottling on bonded wine cellar premises of vinegar produced'by an- 
other manufacturer may be permitted, subject to the provisions of 
sections 240. 890, 240. 891, and 240. 892 of the Wine Regulations. 

26 CFR 240. 890: Application. 

For bottling of vinegar produced by another manufacturer on 
bonded. wine cellar premises, see Rev. Rul. 56 — 201, page 749. 

SECTION 5362. — REMOVALS OF WINE FROM BONDED 
PREMISES 

26 CFR 240. 691: Reciprocating foreign 
countries. 

The country of Lebanon has been added to the list of reciprocating 
foreign countries. See Rev. Rul. 56 — 81, page 746. 

PART III. — CELLAR TREATMENT AND CLASSIFICATION OF WINE 

SECTION 5382. — CELLAR TREATMENT OF NATURAL 
WINE 

26 CFR 240. 518: Statement of process for 
efi'er vescent wine. 

Rev. Rul. 56-M 

Section 240. 516 of the Wine Regulations, which require the submis- 
sion of a statement of process for eQ'ervescent wine, provides in part 
that where the proprietor of a bonded wine cellar has on file on the 
effective date of such regulations ( January 1, 1955) approved formulas 
covering production of efiervescent wine, new formulas need not be 
filed unless requested by the Assistant Regional Commissioner, Alcohol 
and Tobacco Tax. He@, although the Wine Regulations do not spe- 
cifically provide for the use of syrup or sugar-water solution to develop 
secondary fermentation, winemakers having on file formulas for 
sparkling v ines approved prior to January 1 1955, which call for the 
use of syrup or sugar-water solution to develop secondary fermenta- 
tion, need not be required to file new formulas under the provisions 
of section 240. 518 of such regulations. The 60 degree minimum limi- 
t;ition as to the Balling of the sugar-water solution to be used for this 
purpose must be observed in such instances. 

26 CFR 240, 529: Materials authorized for 
treatment of wine. 

Rev. Rul. 56 — 9 

The use of Antifoam AF Emulsion to reduce the foam on wine in 
fermenters is considered as being consistent with good commercial 
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practice. Accordingly, such product may be approved for use by 
proprietors of bonded ivine cellars within the general limitations of 
section 240. 524 of the AVine Regulations. 

Revenue Ruling 55 — 008, C. 13. 1955 — 2, 709, contains a list of in iterials 
in adclition to those authorized by section 240. 529 of the AVine Re«ula- 
tio»s for use in the treatment of wine, is hereby modified to i»& iud» 
Antifoam AF Emulsion. 

Rev. Rul. 56 — 04 

The use of a material identified as Sparkolloid No. 2 ancl ( onformi»« 
to the approvecl formula, in the proportion of two pounds per 1, 000 
»allons of wine, to clarify wine, is considered as being consistent with 
good commercial practice and is approved for use in the treatment of 
ivine, witliin the general limitations of section 240. 524 of the Wine 
Regulations. Accordingly, Revenue Ruling 55 — 60'3, C. I3. 1955 — 2. 709, 
ivhich contains ii list of inateri;ils authoiized for use in the tieat- 
ment of wine, additional to those specifically covered by the Wine 
Regulations, is inoclified by changi»g the identificati&m of the material 
listed therein as "Sparkolloiil" to "Spar[colloid No. 1, ' and by addin« 
thereto "Sparkolloid Xo. 2. " See also Rev. Rul. 50 — 9, pa le 750 of this 
llulletiii. 

Rev. Rul. 50 — 20 ' 

The use of ascoibic acid in the production of apple wine as a pre- 
servative to preve»t deterioration of t[avor and darkening of the color 
is consiclered as being consistent ivith good comniercial practice. Ac- 
cordingly, such procluct, may be approved for use by proprietors of 
bonded wine cellars within the general limitations of section 240. 524 
of the AVine Regulations. It is understood that the Food and Drug 
Administration of the Department of Health, Fducation and Welfare 
requires that the use of ascorbic acid «s a preservative be disclosecl 
on the label. 

Revenue Ruling 5o — 608, C. I3. 1955 — 2, 709, which coiitains a list of 
materials, additional to those authoriz~ed by section 240. 529 of the 
Wine Re~lations, for use in the treatment of wine, is hereby modified 
to inclucle the use of ascorbic acid in the production of apple wine. 
See also modification cont:iined in Revenue Ruling, "&6 — 9, page 750, 
this Bulletin, and Revenue Ruling 56 — 64, page 751, this Bulletin. 

SECTION 5l380. — SPECIAL NATURAL %VINES 

26 CFR 240. 445: Essences, 

For instructions relative to the identification of essences listed as 
ingredients in special natural wine as shoivn on Forin 698 — Supple- 
mental, see Rev. Porc. 56-15, page 1040. 
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SUBCHAPTER I. — MISCELLANEOUS GENERAL PROVISIONS 

SECTION 5552. — INSTALLATION OF METERS, TANKS, 
AND OTHER APPARATUS 

Rev. Rul. 56 — 203 26 CFR 225. 400: Kinds of containers. 
(Also Part III — C, Section 5; FAA 

Regulations No. 5, Section 5. 1. ) 
Wood is not considered a suitable material for the construction 

of storage tanks for the storage of brandies in an internal revenue 
bonded warehouse. Ilowever, oak ovals (casks or packages) are 
considered suitable containers for the packaging of brandy on which 
age may properly be claimed, provided such containers are of a 
capacity not eirceeding 210 tax gallons. 

Advice has been requested whether oak tanks or puncheons, from 
100 to several thousand gallons in capacity, may be used in an internal 
revenue bonded warehouse for the storage and aging of brandy. 

Under the law and regulations, containers used for the storage of 
brandy in bulk in an internal revenue bonded warehouse are restricted 
to (1) original packages filled in a distillery, (2) packages filled from 
storage tanks~ aiid (8) storage tanks. 

Since wood is not a suitable material for the construction of storage 
tanks under section 225. 111 of the Regulations relating to the )Vare- 
housing of Distilled Spirits, oak ovals or puncheons can not be qualified 
as stora~ge tanks. 

Historically, casks or packages for the storage of distilled spirits 
range in capacity up to 210 tax gallons, as evidenced by tax stamps 
provided in the past for such packages. Age may be claimed on 
brandy stored in new or reused cooperage in accordance with the 
provisions of section 89 (b) of the Regulations relating to the Labeling 
and Advertising of Distilled Spirits. Such authority does not extend 
to oak ovals of large capacity since the contact of the brandy with the 
wood surface would be too limited in comparison with the quantity 
of brandy for the brandy to obtain proper characteristics of age. Ac- 
cordingly, oak ovals or puncheons (casks or packages), limited in 
capacit~y to not more than 210 tax gallons (or the equivalent of 210 
wine gallons), may be used for storing brandy as original packages 
or packages filled from storage tanks. AVhere such containers are 
used, appropriate facilities must be provided for proper gauging and 
handling of the packages. Oak ovals of a capacity in excess of 210 
tax gallons can not be used either as brandy storage tanks, or as original 
packages or packages filled from storage tanks. 
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SUBTITLE F. — PROCEDURE AND ADMINISTRATION 

CHAPTER 80. — GENERAL RULES 

SUBCHAPTER A, — APPLICATIOiV OF INTERNAL REVENUE LAWS 

SECT1OX 7805. — RULES AXD RLGUI. ATIONS 

26 CFR 182. 6o0«: General. 
(Also 225. 860, 240. 600, 2'45. 200. ) 

T. D. 6180 ' 

TITLI'. 2G — INTERNAL REVI;NL'E, 1004. — CHAPTIIR I, ST'RCHAPTER E, PARTS 182, 
0, 240, AiND 210 

Parts 182, '-'-', ), -"40, aml "0, ), of title o0 of the Coile of Fecleral 
Re. ulations aiueuded, in regard to supplies on vessels euiployed in 
the fisheries, to couform with Custoius regulatious. 

TREASIIRF DEPARTMENT& 
OFFICE OF COMMISSIONER OF INTERNAL RKVENIIE& 

TVashtngton 85, D. O. 
To Officers and Ef»p/oyees o f the lana te»na/ Pie Pe» Re 8ei ci ce anol Others 

Concei »ed: 
On July 28, 1055, a, notice of proposed ruleniaking ivith respect to 

«inendinents of regulations in 26 CFR {1054) parts 182, 225, 240, 
ancl 245 divas publislied in the Federal Register (20 F. R. 5808). 

The purpose of tlie amenclinents is to coliform 26 CFR (1054) parts 
l8', 22, ), 240& «ilcl 245 vvith tile Bureau of Custonis regulations, ivhich 
have been amencled by Treasury Decision 58085 (20 F, R. 8&0), to 
clearly define the type of vessels employed in the fisheries 1vhich are 
entitled to ivithdraw clistillecl spirits, bovines, or beer for use as sup- 
plies on such vessels. Xo data, views or arguments pertaining to these 
amenclnients liaving been received ivithin the period of 80 days from 
the date of publication, "6 CFli (1054) parts 182, 225, 240, and 245 
are amendecl, as follows: 

PARAGRAPII l. 26 CFR (1054) part 182, is amendecl as follows: 
(A) Section 18'. 680a is amended as follows: 

(1) By striking the xvord "Alcohol" from tlie first sentence and 
inserting in lieu thereof the ivords: "Subject to the applicable, 
provisions of this part, alcohol". 

(2) By striking from tlie statutory citations at the end of the 
section, references to "5, '1 Stat. , &00", and "8114", an&1 inserting in 
lieu thereof "68A Stat. 655" and "5:304", respectively. 

(B) By inserting, imniediately following $ 182. 630«, the following 
nevv section: 

$ 182. 880a — 1 VEssELs EEIPLOYED IÃ THE FISHEEIES. — Alcohol may he with- 
drawn free of tas under the provisions of paragraphs (h) and (e) of I 182. 0:loa 
iclating to vessels employed in the fisheries, only for use on vessels of the I. nited 
States documented to en age in the fisheries an(1 foreign fishiug vessels of 5 net 
tons or over if the Collector of Custoius is satisfied bv reasou ot the quantity re- 
quested in the light of (1) whether the vessel is employed in substantially cou- 

i 21 F. R. S02G. 
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tinuous fishing activities, and (2) the vessel's complement, that none of the 
witlidrawn alcohol is intended to be removed from the vessel in, or otherwise re- 
turned to, the United States. Such shipment and lading shall be conditioned 
upon compliance with the applicable provisions of this part. Lading of such 
alcohol for use on such vessels shall be subject to approval by the collector of 
customs of a special written application, in duplicate, on customs Form 5125, 
of tlie exporter and designation by the applicant, in part 1 of the Form 1659 
submitted to the Assistant Regional Commissioner for execution of the permit 
for removal and transportation of the alcohol, that the alcohol is to be laden 
for use as supplies on a vessel employed in the fisheries. The original applica- 
tion on customs Form 5125, after approval, shall be stamped with the withdrawal 
number (permit nuinber on Form 1650) and date thereof and shall be re- 
tur»ed by the collector of customs to the exporter for use as prescribed below. 
Approval of each such application shall be subject to the condition that the 
original shall be presented thereafter by the exporter or the vessel's master to 
the collector of customs within 24 hours (excluding any period during which the 
customhouse is not open for general customs business) after each subsequent 
arrival of the vessel at a customs port or station and that an accounting shall be 
made at the time of such presentation of the disposition of the alcohol until the 
collector of customs is satisfied that it has been consumed on board, or landed 
under customs supervision, and takes up the authorization. The approval of 
customs Form 5125 shall be subject to the further condition that any such with- 
drawn alcohol remaining on board while the vessel is in port shall be safe- 
guarded in the manner and to such extent as the collector for the port or place of 
arrival shall deem necessary. When such alcohol has been accounted for to the 
satisfaction of the Collector of Customs, he shall so certify on the completed cus- 
toms Form 5125 taken up from the exporter or the vessel's master and forward 
the form to the assistant regional commissioner for the region in which the 
premises from which the alcohol was ivithdrawn is located. In the event of a 
failure on the part of the exporter or the master of the vessel to comply with the 
conditions of the withdraival or upon receipt of evidence that the alcohol was not 
lawfully used as supplies on the vessel, the collector of customs will advise the 
Assistant Regional Commissioner for the region in which the premises from 
which the alcohol was withdraivn is located of all the facts in the case for deter- 
mination of any liability incurred. Assessment of tax liability found to have 
been incurred will be made against the principal on the bond. (46 Stat. 690, as 
amended; 10 U. S. C. 1800) 

(( ) Section 182. 680d is amended by inserting in the third sentence 
of paragraph (a), which begins "Alcohol withdrawn for", immediately 
following the words "as required by", the following: "the applicable 
provisions of sections 182. 680a — 1, ". 

(D) Section 182. 680j is amended as follows: 
(1) By inserting, immediately following the first sentence, the 

following new sentence: "Tn the case of supplies on vessels em- 
ployed in the fisheries, compliance with the provisions of 
$ 182. 680a — 1 is required. " 

(2) By striking "$ 182. 608" from the last sentence and insert- 
ing in lieu thereof the following: "$$ 182. 608 and 182. 680a — 1". 

(E) Section 182. 680 1 is amended to read as follows: 
$ 182. 680 1 EVIDKNOE CF UsR oN VEssEL8 AND AIRGRAFT. — The principal on the 

bond shall also submit to the Assistant Regional Commissioner, within six 
months (or such additional time as may be granted by the A. ssistant Regional 
Commissioner) a statement of the master or other oificer of the vessel or aircraft 
on ivhich the alcohol was laden, having knowledge of the facts, showing that the 
alcohol has been used on board the vessel or aircraft, and that no portion thereof 
has been unladen in the United States or any of its territories or possessions: 
Prov(ded, That such statement will not be required, in case of any shipment, ivhen 
the alcohol is laden on vessels of war, or, in cases other than supplies on vessels 
employed in the fisheries, where the amount of tax on the alcohol does not exceed 
$100. Such statement shall be signed by the master or other officer having 
knowledge of the facts and immediately above the signature there will appear 
the following statement: "I declare uncler the penalties of perjury that this state- 
ment has been exainined by me aud to the best of my knowledge and belief is 
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true and correct:" and P& oiq&i«I f a& the&, That, iii the case of vessels employed in 
fisheries, in lieu of such stateineut, comi&liaucc witli the provisions of 

[[18&. 000a — 1 is required. (40 Stat. 000, as aiuended; 10 U. S. C. 1000, ) 
(1& ) Section 182. 630m is amended by striking out the final period of 

the section and adding: ', except that, in the case of xvith&h a~vaals for 
supplies on vessels employed in the fisheries, crediting of the boncl will 
be subject to compliance ivith the provisions of $ 182. (&'600 — 1. " 

PIR, 2 26 CFP&, (1054) part 225 is a. mended as folloivs: 
(A) Section 225. 860 is &unended by striking the vvord "Distilleil" 

froin the first sentence and inserting in lieu thereof the words: "Sub- 
ject to the applicable provisions of this part, distill&. d". 

(B) By inserting, i»imediately follo~vin«qg 2&5. 860, the following 
nevv section: 

) 2&2&5&. s&&0a Vzsszzs Ewtzzoxzn ix THz Fisuzaizs. — Distille&1 spirits may be 
withdraivn free of tax under the provisions of para 'r;iphs (b) and (e) of 
&j 225. 800, relating to vessels employed in the iisberies, only for use on vessels of 
the United States docuiueuted to enga e in the fisheries an&1 foreign fi. bing 
vessels of o net tons or over if the collector of customs is satisfied by reason ot 
the quautity requested in the light of (1) whether the vessel is cmploved iu 
substantially continuous fishiug activities, and (2) the vessel's coinplement, th;it 
none of tlie withdrawn distilled spirit. is iutended to be rciuoved from the vessel 
in, or otherivise returiied to, the Uuite&1 States. Such shipnieut;uid lading shall 
be conditioned upon conipliauce ivitb tlie applicable provisious of this part. 
Lading of such distilled spirits for use on such vessels shall be subject to 
approval by the collector of customs of a speci:il written application, in duplicate, 
on cust&&nis Fonu 5125, of the exporter and designation by tlie applicaiit, in 
part 1 of the Form '&00 submitted to tbe Assistant Regional Coimnissioner f&&r 

execution of tbe permit for removal and transportation of the spirits, that the 
spirits ai'e to be laden as supplies on a vessel employed in the fisheries. The 
original applicatiou on customs Form5125, after approval, shall be stauiped 
with the withdrawal number (serial nuiuber of Form 200) and date thereof 
and shall be returned by the collector of custoiiis to the exporter for use as 
prescribed beloiv. Approval of each such application sliall be subject to tbe 
condition that the original shall be presented thereafter by the exporter or the 
vessel's mastei to the Collector of Customs within 24 horns (excludin ~ any 
period during which the customhouse is not open for general cust&&ms business) 
after each subsequent arrival of the vessel at a customs port or station and that 
an accountin shall be made at the time of such presentation of the disposition 
of the spirits until the Collector of Customs is satisfied that all of theiu have 
1&cen consumed on board, or landed under cust&&nis supervisiou, and takes up tlie 
authorization. The approval of customs Form 5125 shall be subject to the 
further condition that auy such withdrawn spirits remainin, on boarcl while 
the vessel is in port shall be safeguarded in the manuer aiid to such exteut as 
the collector for the port or place of arrival shall deein ue&essary. When sucli 
spirits have been accounted for to the satisfaction of the C&&lie&(or of Custouis, 
he shall so certify on the coiupleted customs Foim o12& taken up from the 
exporter or the vessel's master and forward the form to the Assistant Regional 
Cominissioner for the region in which the warehouse from ivhich the spirits 
ivere withdrawn is located. In the event of a failure ou the part of the exporter 
or the master of the ve. sel to comply with the conditions of tlie withdrawal or 
upon receipt of evidence that tlie spirits ivere not lawfully used as supplies ou 
the vessel, the Collector of Customs will advise the Assistant Regioual Com- 
missioner for the region in which the warehouse froin which the spirits ivere 
withdrawn is located of all the facts in the case for deteriuinati&&n of any liability 
incurred. Assessment of tax liability found to have been incurred will he inadc 
against the principal of the bond. (40 Stat. 000, as amended; 10 U. S. C. 1800. ) 

(C) Section 225&. 864 is aniended by inserti»g in the list of sectional 
references in the seconcl sentence, in its prope~r nunlerical sequence, a 
refere»ce to section «22&5. 860a. » 

(D) Section 225. 865 is amended as follows: 
(1) By inserting, in the Proviso of the first sentence, imme- 

diately follovvi»g tlie vvords "vessels of war, or", the following: 
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", in cases other than supplies for vessels employed in the 

fisheries, ". 
(2) By inserting at the end of the section the following new 

sentence: "In the case of supplies for vessels employed in the 
fisheries compliance with the provisions of $ 225. 860a is required. " 

(E) Section 225. 866 is amended by striking the period at the end 

of the fourth sentence, which begins "In the case of", and adding: 
", except that credit will not be given in the case of withdrawals for 
supplies on vessels employed in the fisheries until the spirits are ac- 

counted for in conformity with the recluirements of $ 225. 860a. " 
PAR. 3. 26 CFR (1954) part 240 is amended as follows: 
(A) Section 240. 690 is amended by striking "$ 240. 691" from the 

first sentence, and inserting in lieu thereof: "$$ 240. 690a and 240. 691". 
(B) By inserting immediately following $ 240. 690, the following 

new section: 
$ 240. 690a VEssELs ExiPLoYED TN THE FISHERIEs. — Wine may be withdrawn 

free of tax under the provisions of paragraph (b) and (e) of g 240. 690 relating 
to vessels employed in the fisheries, only for use on vessels of the United States 
documented to engage in the fisheries and foreign fishing vessels of 5 net tons 
or over if the Collector of Customs is satisfied by reason of the quantity requested 
in the light of (1) whether the vessel is employed in substantially continuous 
fishing activities, and (2) the vessel's complement, that none of the withdrawn 
wine is intended to be removed from the vessel in, or otherwise returned to, the 
United States. Such shipment and lading shall be conditioned upon compliance 
with the applicable provisions of this part. Lading of such wine for use on 
such vessels shall be subject to approval by the collector of customs of a special 
written application, in duplicate, on customs Form 5125, of the exporter and 
designation by the applicant in part 1 of the Form 711 — B submitted to the Assist- 
ant Regional Commissioner for approval of the removal of the wine, that the 
wine is to be laden for use as supplies on a vessel employed in the fisheries. 
The original application on customs Form 5125, after approval, shall be stamped 
with the withdrawal number (exporter's serial number on I&'orm 711 — B) and 
date thereof and shall be returned by the collector of customs to the exporter 
for use as prescribed below. Approval of each such application shall be subject 
to the condition that the original shall be presented thereafter by the exporter or 
the vessel's master to the Collector of Customs within 24 hours (excluding anV 
period during which the customhouse is not open for general customs business) 
after each subsequent arrival of the vessel at a customs port or station and that 
an accounting shall be made at the time of such presentation of the disposition of 
the wine until the Collector of Customs is satisfied that it has been consumed on 
board, or landed under customs supervision, and takes up the authorization. The 
approval of customs Form 5125 shall be subject to the further condition that any 
such withdraivn wine remaining on board while the vessel is in port shall be safe- 
guarded in the manner and to such extent as the collector for the port or place 
of arrival shall deem necessary. When such wine has been accounted for to the 
satisfaction of the collector of customs, he shall so certify on the completed 
customs Form 5125 taken up from the exporter or the vessel's master and forward 
the form to the A. ssistant Regional Commissioner for the region in which the 
bonded wine cellar from which the wine was withdrawn is located. In the event 
of a failure on the part of the exporter or the master of the vessel to complv 
with the conditions of the withdrawal or upon receipt of evidence that the wine 
was not lawfully used as supplies on the vessel, the collector of customs will 
advise the Assistant Regional Commissioner for the region in which the 
bonded wine cellar from which the wine was withdrawn is located of all the 
facts in the case for determination of any liability incurred. Assessment of tax 
liability found to have been incurred will be made against the principal on 
the bond. (68A Stat. 665; 26 U. S. C. 5862. ) 

(C) By inserting, iinmediately following $ 240. 701, the following 
new section: 

$ 240. 702 EvIDEKOK oF UsE QN VEssELB EMPLoYKD IN THE FisHERIEs. — In the 
case of wine laden for use on vessels employed in the fisheries, compliance with 
the provisions of $ 240. 690a is required. (68A Stat. 665; 26 U, S. C. 5862. ) 
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PAR. 4. 26 CFR (1054) Part, 245 is amended as follows: 
(A. ) Section 245. 200 is amended by stril-ing the word "Beer" from 

the first sentence, and inserting in lieu thereor the vvorcls: "Subject to 
the applic;tble provisions of this subpart, beer". 

(B) l'&y inserting, in»nediately folloiv. ing bq 245. 290, the following 
nevv section: 

(&245. 200a VEssEis E»nroxan»v THE Fisi(ER&as. — lleer &nay be vvithdraivn 
free of tax under the provisions of paragraphs (b) and (e) of » 245&. 200 relating 
to vessels einployed iu the fisheries, only for us& on vessels of the Uuited Stat& a 
docu&Rented to engage in the fisheries and foreigu fishing vessels oi 5 net tous 
or over if the Collector of ('ustoius is satisfied by re:&soii of"the quaiitiiy requested 
in tl&e liglit of (1) whether the vessel is eniploye&1 iu su»st;in&i illy continuous 
fi. hing activities, aud (2) the vessel's comple&neat, that none of the witlulraivu 
beer is int& n(le&1 to be reinove&1 from the vessel in, or &&!her&vise returned to, tlie 
United States. Such shipnieut and lading sh;&11 be conditioued upon compliance 
ivith the apl&li&iible 1&rovisious ot tl&is subpart. Ladin ~ of su«1& beer for use ou 
sncli ve. scls shall be subject to approval by the Colle& tor of (. 'us& oms, of a special 
mritteu ala&licatiou, iu dupii«ate, oii &aistoins Form 5125&, of the exporter and 
desi nation by the applicant in pari 1 of the uotice, Form 1680, that the beer is to 
be laden tor use as supplies on a vessel employed in the iislieries. The original 
appli«;itioii of customs Forui . &12, &, after alq&roval, shall he stauiped with tlie 
ivithdraival number (brewer's serial »uu&ber on k'orm 1680) an(1 date iliereof 
an(1 shall be returned by the Collector of Customs to the exporter for use as& 

prescribed belo&v. Approval of encl& such application shall be subject to the 
condition that the origiual shall be presented thereafter by the exporter or the 
vessel's roaster to the collector of customs ivithiu 24 hours (excluding any period 
&luring ivhich the customhouse is uot open for geueral custonis business) after 
each subsequent arrival of the vessel at a customs port or statiou and that an 
accounting slmll be miide at the tin&e of such preseutatiou of the disposition 
of the beer until the Collector of Custoius is satisiied that it has been con- 
sunied on j&oard, or landed umler &. ustoms supervisi&ni, aud talies up the authori- 
zation. The;ipproval of custoius Form, &12. . & shall be subject to the further 
con&lit!on thi&t a»y such withdiawn beer reniaiuin ~ ou bo:&rd ivhile the v&sscl 
is in port sh;&11 be safeguarded iu the iui»u&er and to such extent as the collector 
for the port or place of arrival shall deem necessary. IVhcu such beer has 
beenac«ounted for to the . &&tisfa«tiou of the Collector of Cn. t&»ns, he shall so 
certifv ou the completed custoius I orm &12& talten up froiu tlie exporter or tlie 
vessel's master and forward the to&au to the Assistant Regional Commissioiier 
for the region in which the breivery from which the beer ivas withdraivn is 
located. Iu the event of a fain&re oii the part of the exporter or tlie master of 
the vessel to eo&nply vvith the conditions of tlie with&jra&val, or ou receipt of 
evideuce that the beer was not Iaivfully use&1 as supplies on the vessel, the 
collector of cust&&nis will advise the A;sistant Re'ioiial ('oumiissioner for the 
re, ion in which the brewery from whi«h tl&e beer was witl&dri»vn is located 
of all the facts in tlie «iise for determiuation of any li:&bility iiicurred. Assess- 

ent of tax liability found to have been iii«urred will be iuade a ainst the 
breiver. (68A Stat. 612; 26 U. S. C. &&&)'&8. ) 

(C) Section 245. 294 is anlended to read as follows: 
5245. 204 EvIDExcE oF LADIRG FoR USE. — XVhen beer has beeu laden on board 

a vessel or aircraft for use as ship's supplies or supplies fo&i aircraft, there must 
be submitted promptly to the Assistant Regional Couiiuissi&&uer a statement of 
the master or other officer of the vessel or aircraft on &vhicl& the beer ivas laden, 
»&ii ing I-noivle&lge of the facts, sho&ving that the beer has bee» ladeii and will be 
used on board the vessel or aircraft, aud that no portion tliereof h&s beeu or. 
mill be unladen in the United States or a&iy of its territo&ies or possessions: 
I'i oai&le&l, That such statenu. 'nt &vill not be required, in the case of any sliipriieut, 
ivliere the beer has been laden ou vessels of &var, or, in & &s(s otl&er than supplies 
o&i vessels enuiloyeil in the fisheries, where the aniount of tax on the beer does 
not exceed $200. Such staten&ent sl&all be signed by the uiaster or other ofiicer 
having 1&noivledge of the facts and imu&ediately above the signature there &vill 

appear the following stateiuent: "I deck&re under the penalties of perjury that 
this stateineiit has been exau&ined by me and to the best of iuy knowledge and 
belief is true and correct. " In the case of beer for use as supplies on vessels 
en&ployed in tlie fisheries, «ouipliance with the provisions of &i 245. 200a is required. 
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On receipt of a satisfactory statement (if required) and the original of customs 
Form5125, bearing final certification bv the Collector of Customs as to proper 
accounting of the beer (if required), the Assistant Regional Commissioner will 
enter proper credit in the export account. In the case of beer laden on vessels 
of war, or in cases other than supplies on vessels employed in the fisheries, where 
the amount of the tax on the beer does not exceed $200, credit will be given at 
the time of receipt of the certificate of inspection and lading executed by the in- 
spector of customs, as provided in $ 245. 276. (68A Stat. 612; 26 U. S. C. 5053. ) 

The purpose of this Treasury Decision is to conform the applicable 
Internal Revenue Service regulations with Treasury Decision 53935 
which amended Customs regu]ations to define the type of vessels 
engaged in the fisheries which are entitled to withdraw distilled spirits, 
wines, and beer for use as supplies. It is necessary that the regulations 
in 26 CFR parts 182, 225, 240, and 245 conform with the amended 
Customs regulations as early as possible. Inasmuch as Treasury 
Decision 53935 became efFective November 5, 1955, it is hereby found 
that it is impracticable and contrary to the public interest to issue 
this Treasury Decision subject to the efFective date limitation of section 
4(c) of the Administrative Procedure Act (60 Stat. 238; 5 U. S. C. 
1003(c) ). Accordingly, this Treasury Decision shall be effective on 
the date of its public~ation in the Federal Register. 

(This Treasury Decision is issued under the authority contained 
in section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917; 
26 U. S. C. 7805). ) 

RUSSELL C. HARRINGTON~ 
Commissioner of Interna/Eevent4e 

Approved May 31, 1956. 
DAN THROOP SMITH& 

Special Assistant to the Secretary in Charge o j Tax PoHcy. 

(Published in the Federal Register June 8, 1956) 

26 CFR 220. 60: Distillery buildings. 
(Also 26 CFR 221. 60, 225. 117). 

T. D. 6159 ' 

TITLE 26 — INTERNAL REVENUE, 1954. — CHAPTER I, SUBCHAPTER E, PARTS 
220, 221, AND 225 

Miscellaneous regulations 

TREASURv DEPARTMENT& 
OFFICE OF C'OMMISSIONER OF INTERNAL REVENUE) 

Washington 85, D. C. 
To Ogcers and L&'mp/oyees o j the Interna/ Revenue Service and Others 

Concerned: 
On A. ugust 24, 1955, a notice of proposed rulemaking with respect 

to parts 220, 221 and 225 of title 26 (1954) of the Code of Federal 
Regulations was published in the Federal Register (20 F. R. 6156). 
The purpose of this proposal was to efFect administrative decisions (1) 
to eliminate nighttime supervision of distilleries by storekeeper- 
gaugers except as may be made necessary by special processes such as 
the production of gin, (2) to transfer to distillers the responsibility 
for performing and recording certain entry gauges in the cistern 

i 21 F. R. 176. 
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room, (8) to place with distillers responsibility for proper identi6ca- 
tion of spirits, (4) to provide that distillers shall furnish the store- 
keeper-gaugers in charge with advance schedules of planned opera- 
tions, (5) to permit distillery equipment outside of a room or build- 
ing, (6) to conform part 221 with the provisions of part 220 relating 
to conducting other businesses, (7) to permit, under restricted con- 
ditions, doors between distillery premises and ofF-premises rooms or 
buildings, (8) to eliminate requirements for weighing materials re- 
ceived (except when received in bond) and making a, report of such 
receipts, (9) to provide for a volumetric gauge of spirits removed by 
pipehne to bonded premises operated by the distiller, or an aSliate 
or subsidiary of a distiller, (10) to eliminate the requirement for a 
special application to receive distilled spirits for redistillation and to 
provide that certain marks need not be placed on containers of dis- 
tilled spirits removed to a contiguous premises for redistillation, (11) 
to provide for exportation of vodka and authorize the use of tank 
trucks, as well as tank cars, for exportation of distilled spirits, (12) 
to authorize the removal of fermented materials in connection with the 
conduct of other approved businesses, (13) to eliminate present 
requirements on distillers with respect to computing and reporting 
the calculated yield from distilling material, (14) to delete present 
requirements that distillers submit monthly reports of their operations 
on parts 1, 2, and 8 of Form 1598 or Form 15, as the case may be, and 
provide for the monthly report to be made on part 8 only of such 
forms, and to delete present requirements for reporting certain infor- 
mation on Form 15, (15) to permit the Government oflice for a dis- 
tillery to be located on contiguous internal revenue bonded warehouse 
premises, (16) to authorize the approval of applications to transfer 
s irits in bond by the storekeeper-gauger at the shipping premises, 
17) to authorize the storekeeper-gauger to approve applications on 

Form 206 to remove spirits for exportation, or to a customs manufac- 
turing bonded warehouse, where the removal is made under a continu- 
ing bond, (18) to authorize the storekeeper-gauger to issue certificates 
of origin and age for spirits being exported, (19) to provide for the 
bottling of distilled spirits in bond for domestic use and for exporta- 
tion from the same tank, (20) to provide a more flexible procedure 
for the withdrawal, without, payment of tax, of distilled spirits for 
use on aircraft in international Qights, (21) to provide that the 
assistant regional commissioners may authorize the leaving open of 
certain warehouse windows at other than regular business hours, (22) 
to authorize the mingling of neutral spirits in warehouse storage 
tanks, (28) to authorize storekeeper-gaugers to approve applications 
to rebottle, relabel, and restamp distilled spirits bottled in bond, (24) 
to correct discrepancies in part 225 with respect to specifications for 
f'ence foundations, the required number of copies of applications for 
changes in construction or in use of. equipment, the procedure for sub- 
mission of reports on Form 882, and to remove an erroneous reference 
to an obsolete part of a form, (25) to insert in warehouse regulations 
(pai't 225) instructions relative to addition of caramel to brandy at 
the warehouse which were formerly found in brandy regulations 
(part 221), (26) to correct an improper requirement in part 225 with 
respect to information to be efFaced (by scraping or otherwise) from 

393474' — 36 — 49 
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head of. a barrel which is to be refilled from a gauge tank with same 
. pirits, (27) to make optional with proprietors the marking of cer- 
I;iin information on packages and barrels, (28) to remove certain 
administrative material for inclusion in internal management docu- 
ments, and (29) to make technical changes of an editorial nature. 
After consideration of all such relevant matter as was presented by 
interested persons relating to the rules proposed, the amendments to 
26 CFR (1954) Parts 220, 221 and 225 set forth below are hereby 
adopted. 

PARAoiL~rzr 1. 26 CFR (1954) part 220, Production of Distilled 
Spirits, is amended as follows: 

(A) Subpart D. — Construction, is amended to read as follows: 
$220. 60 DrsTrr. raRv Butrnrxos. — Distillery buildings must be securely con- 

structed of substantial materials and shall be so arranged and constructed as to 
afford adequate protection to the revenue and facilitate inspection by internal 
revenue oificers: Provided, That the Assistant Regional Coinmissioner may, in 
his discretion, approve registered distilleries having equipincnt and apparatus, 
except as required by $ 220. 62, not located in a room or building, if, in his 
opinion, the location and construction are such that the revenue is not endan- 
, ered and no additional supervision would be required. Except as otherwise 
iirovided in this part, distillery buildings must be completely separated from 
contiguous buililings not on the distillery preuiises by unbroken partitions of 
substantial construction extending from the ground to the roof in a direct verti- 
ca. l line. The Assistant Regional Commissioner may authorize communicating 
doors from distillery premises to an off-premises room or building when, in his 
opinion, such doors would not constitute a jeopardy to the revenue, but no such 
door leading to an internal revenue bonded warehouse shall be permitted nor 
shall snch door be permitted in the cistern room. All outside doors of distillery 
buildings shall be equipped for lockin with Government locks. Notwithstand- 
ing any other provision of this part, openings may be provided in roofs or outside 
walls of distillery buildings for safety equipment or for ventilating, lighting, or 
heating purposes. Such openings shall be equipped with substantial metal rat- 
ings, screens, or other protective devices when the Assistant Regional Commis- 
sioner deterinines that such devices are necessary for the protection of the 
revenue. Outside tanks used as receptacles for spirits, and stills and other 
equipment used for rectifying, purifying or refining the spirits must be enclosed 
and protected in the manner required by $ 220. 116a. Vrhere equipment or ap- 
paratus is not located in a room or building, electric liood lights shall be installed 
for lighting the premises at night. Any other protective nieasures deemed essen- 
tial by the Assistant Regional Commissioner may be required for distillery 
buildin s or for equipment located within or without the distillery buildings. 

g 220. 61 RzcrmxrNo Rooxr. — Where distilled spirits are rectified, purified, or 
refined in the course of original and continuous distillation, and the apparatus 
or equipment used for tlie purpose is such that it cannot be securely loci-ed, the 
rlistiller must provide a suitable rectifying room or building, or a fencecl area 
conforming to the requirements of q& 220, 116a, in which shall be located such 
apparatus and equipment. Suitable tanks must be provided therein for the recep- 
tion of spirits to be so treated. Where a rectifving room or building is provided 
it shall be constructed in accordance with the applicable provisions of i~ 220. 62. 
Vio door, gate, window, or other openin (except necessary openin, s for approved 
pipelines) leading from the rectifying room, or fenced area, into any other build- 
ing or area, except the distillery building or area, will be permitted. Each 
door or gate must be equipped with a substantial hasp and staple or other suit- 
able facility for the reception of a Government Ioclr. A sign will be placed over 
the entrance to the rectifying room or area bearing the words "Rectifying Room" 
or "Rectifying Area", as the case may be. 

$ 220. 62 CISTERN Rooxr. — The distiller must provide a cistern room or build. 
ing, in which shall be located the receiving cistern. The cistern room or 
building must be constructed of substantial materials. Where the floor, ceiling 
or walls are constructed of wood, the boards must be matched tongue and groove, 
except that wood floors may be of other than tongue and groove lumber if laid 
double with the second layer crossing the first at an angle of more than 20 
degrees. Cistern room windows shall be substantially constructed and so ar- 
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ranged and equipped that they may be securely fastened on the inside. Cistern 
room windows which, because of their location with respect to the ground, a 
ffre escape, roof, setback or balcony, create an additional jeopardy to the revenue, 
must be of the detention tvpe or be protected by iron bars or solid shutters. 
Where solid shutters are provided they must be equipped for fastening on the 
inside with a Government lock or cap seal. Except as provided in $ 220. 64, no 
door, window, or other opening (except necessary openings for approved pipe- 
]ines) leading into the distillery or into any other room or building will be 
permitted. The doors and other openings must lead into the yard connected 
with the distillery. All doors of the cistern room or building shall be equipped 
for locking on the inside with Government locks except the entrance door, which 
shall be equipped for locking on the outside with a Government seal lock. Tlie 
cistern room must be well lighted and of sufffcient size to permit the weighing, 
marking, and branding of the spirits to be done conveniently, and to accom- 
modate the necessary equipment, including a desk and chairs for the use of in- 
ternal revenue officers in preparing their reports. A sign must be placed over 
the entrance door of the cistern room bearing the words "Cistern Room". Where 
more than one cistern room is provided, each such room will be given an alpha- 
betical designation as "A", "B", etc. (68A Stat. 628, 688; 26 U. S. C. 5178, 5192, 
5198. ) 

$ 220. 68 TEMPG~RT ST01LKGE Rooir. — Where spirits, after being drawn from 
the receiving cisterns into packages, are to be temporarily retained on the 
distillery premises pending tax-payment or removal for deposit in an internal 
revenue bonded warehouse oft the distillery premises, as authorized by $ 220. 587, 
the distiller must provide a separate room in the cistern room for the temporary 
storage of such packages. The construction of such temporary storage room 
must conform to the provisionS of this part governing the construction of the 
cistern room. The entrance door of the storage room shall open into the other 
part of the cistern room and be so constructed that it may be securely locked 
with a Government lock. Where another door is provided, it must lead into 
the yard connected with the distillery and be so constructed that it may be 
securely loci-ed on the inside with a Government lock, and will be used for the 
removal of spirits temporarily stored in the room. If such other door is not 
provided, spirits may not be removed from the temporary storage room through 
the other portion of the cistern room while packages are being fflled therein. 

$ 220. 64 EMPTY CGNTEINER STGRERoohr. — If empty packages are to be stored 
on the distillery premises a separate room or building must be provided for 
such purpose. Such room or building shall not have any means of interior 
communication with any other room or building used in connection with the 
production or storage of distilled spirits: Provided, That the Assistant Regional 
Commissioner may authorize a door connecting v ith the cistern room when, 
in his opinion, such opening will not constitute a jeopardy to the revenue. Such 
door must be equipped for locking on the cistern room side with a Government 
lock. The empty container room or building may be used for general cooperage 
purposes. 

$ 220. 6O GovERNxiENT OPPTOE. — The distiller shall provide and maintain on the 
distillery premises, for the exclusive use of internal revenue officers, a securely 
constructed, well-lighted, heated, and ventillated offfce of suitable dimensions: 
Provided, That where the proprietor operates an internal revenue bonded ware- 
house on the same or contiguous premises, and a Government oiffce conforming 
to the requirements speciffed in this section is provided on the warehouse prem- 
ises, and such office is so located as to be suitable for the use of internal revenue 
officers assigned to the distillery, a separate Government Ofhce need not be pro- 
vided on the distillery premises. The Government otffce shall be equipped with 
toilet and lavatory facilities, and with a suitable number of desks, chairs, file 
cases, and such other furniture as may be necessary for the keeping of records 
and the preparation of reports. The door of the Government otffce shall be 
equipped with a cylinder type lock and a sulffcient number of keys therefor 
shall be furnished the Assistant Regional Commissioner for the use of internal 
revenue oiffcers. Where deemed necessary to afford adequate security to Gov- 
ernment property, the Assistant Regional Commissioner may require the windows 
of the Government office to be protected by shutters or iron bars, and the door 
to be so equipped that it may be securely fastened with a Government lock. 
A. sign bearing the words "Government Offic" must be placed over the entrance 
door. 
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$220. 66 GOVERNMENT CABINET. — There shall be provided in the Government 
office a cabinet of adequate security and size, suitably equipped for locking with 
a Government seal lock, for use in safeguarding Government locks, kevs, seals, 
and other Government property, and stamps in the custody of internal revenue 
officers. L&ach such cabinet shall be subject to approval by the Assistant Regional 
Commissioner. 

(B) Section 220. 100 is revoked. 
(C) Section 220. 101 is amended to read as follows: 

$220. 101 Sexi. ss. — The distiller must provide in the cistern room suitable 
and accurate scales for weighing packages of distilled spirits. The distiller 
niust also provide on the distillery premises suitable and accurate scales for 
the weighing of grain and other non-liquid distilling materials used, Beams 
or dials of scales used to weigh packages must indicate weight in half-pound 
graduations. (68A Stat. 639; 26 U. S. C. 5212) 

(D) Section 220. 102 is amended by striking from the first sentence 
the phrase "a weighing tank" and inserting in lieu thereof the word 

taiiks 
(E) Section 220. 111 is amended by inserting at the end thereof the 

following new sentence: 
The waste discharge line of every still, except those used for primary distilla- 
tion of beer, must be secured to the sewer in such a manner as to preclude 
the recovery of distilled spirits from the waste discharge line: Provided, That 
where it is not practicable to secure such discharge lines to sewers, the Assistant 
Regional Commissioner may approve other construction, if he finds that such 
other construction ivill afford adequate protection. 

(P) By inserting a new section, reading as follows, immediately 
after $ 220. 118: 

$220. 113a HroH WrNss, Low Wixss oa Ur-FrvrsHEn Srrarrs TxxKs. — (a) 
General rcqaiicmeats. — Where high wines, low wines, or unfinished spirits are 
produced, suitable tanks for the reception of such high wines, low wines, or un- 
finished spirits must be provided. The tanks shall be constructed and secured iu 
conformity with the provisions of $ 220. 112, except that Government locks will 
not be required on tlie inlet or outlet valves. Each such tank shall have plainly 
and legibly painted thereon the words "Hi h wine tank", "Low wine tank", or 
"Unfinished spirits tank", as the case may be, followed by its serial number and 
capacity in gallons. These tanks shall be connected with the inlets of the stills 
in ivliich the spirits are to be redistilled, either directly or through the charge or 
feed tanks thereof, by means of pipelines constructed in accordance with the 
provisions of $ 220. 121. The pipelines connected with high wine, low wine, and 
unfinished spirits tanks shall be provided with valves to control the fiow of spir- 
its into and out of the tanks and such valves shall be so constructed that they 
iuay be closed and locked. 

(b) Special t qaiI&recit. — Where it is desired to reduce or . crub unfinished spir- 
its before redistillation, there shall be permanently connected to the tank in 
which the spirits are reduced or scrubbed the necessary air and water lines. 
Such air and water lines shall be equipped with check valves located near the 
point of entry to the tank aml the water lines shall be equipped with valves so 
a& ranged that they may be locked with Government locks: Provided, That if spir- 
i(s are to be reduced during other than regularly assigned hours of supervision, 
the ivater lines shall not be equipped for locking but shall be equipped with me- 
tering or rueasuring devices by which the quantity of water added to a tank may 
be determined. If the distiller so desires, he may provide mechanical agitators 
in lieu of air lines. The introduction of any materials or substances into the 
tanks during other than regularly assigned hours of supervision must be accom- 
plished by mechanical devices which eftectively prevent the abstracting of spirits 
Where the distiller desires to charge pot or kettle stills duriug other than regu- 
larly assigned hours of supervision, he must provide such measuring devices as 
inay be necessary to determine the quantity of spirits withdrawn from the tanl-s. 
If the distiller desires to withdraw samples from the tanks, it will be necessary 
that he install sampling devices unless authoritv to withdraw the samples under 
supervision has been given pursuant to $ 220. 484. (68A Stat. 628, 680; 26 U. S. C. 
5173, oo52. ) 
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(G) The headnote to $ 220. 114 is changed to read: "TANGOS Foil 
RETENTION OF UNFINISEIKD SPIRITS DURING A. LTERNATE OPERATIONS. 

(H) By inserting a new section, reading as follows, immediately 
after $ 220. 116: 

) 220. 116a Ovrsrnz TANKS, STILLs AND rlscTIFYING KquirxrKNT. — Tanks used 
as receptacles for spirits, stills and rectifying equipment which, pursuant to 
[ 220. 60, are not located ivithin a building, shall conform to the requirernenl. s of 
this section in addition to other applicable provisions of this part. The equip- 
ment shall be erected on a solid concrete base or foundation and all tanks shall 
be of substantial metal construction. The tanks, stills and rectifying equipment 
shall be completely enclosed hy a fence extendin to a height of at least ten feet 
above the ground, constructed of not less than No. 6 gauge, nor more than 2-inch 
mesh, expanded metal or proven wire, with at least three rows of barbed wire 
superimposed on the top thereof. The fence posts shall be made of iron or steel, 
imbedded securely in a continuous concrete foundatio~ which shall be at least 
twelve inches thicl-, and extend not less than eighteen inches below the ground. 
A suitable gate in such fence shall be provided, ivhich gate shall be of equal se- 
curity and shall be equipped with a hasp and staple for the reception of a lock. 
Pipelines to and from the equipment shall conform to the requirements of 
) 220. 121. The Assistant Regional Corumissioner may require, in any case in 
which he deems necessary, in addition to the installation of electric flood lights 
for lighting the enclosure as required by $ 220. 60, the maintenance of watchman 
service, or other protective measures or devices. (68A Stat. 628; 26 U. S. C. 
5178. ) 

(I) Section 220. 118 is amended by striking from the second sen- 
tence the figures "220. 74" and inserting in lieu thereof the figures 
"920. 61. " 

( J) Section 220. 119 is amended as follows: 

(1) By striking the second sentence, which begins "The ade- 
quacy of". 

(2) By changing the fourth sentence to read, "Each receiving 
cistern must be equipped with a suitable measuring device, such 
as an etched gauge glass, or other equally accurate gauge device 
whereby the actual contents will be correctly indicated and shall 
have plainly and legibly painted thereon the words, "Receiving 
Cistern" followed by its serial number and capacity in gallons. 

(3) By inserting, immediately after the fourth sentence, a new 
sentence, "Where gauge glasses are used provision must be made 
to exhaust or Hush the glasses so they will accurately refiect the 
contents of the cisterns. " 

(4) By inserting, immediately after the eighth sentence, which 
begins, "Pipe lines connected", a new sentence, "The inlet to each 
cistern shall be equipped with a valve located in close proximity 
to the cistern and so arranged that it may be locked with a 
Government lock. " 

(5) By inserting at the end of the section a new sentence, "Xo 
receiving cistern shall be used until it has been calibrated or, in 
the case of existing cisterns, recalibrated, and approved by an in- 
ternal revenue Ofhcer, and a certificate, Form 244, has been at- 
tached thereto as provided in 3 220. 303a. " 

(K) Section 220. 120 is amended by placing a period after the phrase 
"any of the cisterns" in the first sentence and striking the remainder 
of the section. 

(L) Section 220. 249 is amended as follows: 

(1) By striking from the headnote the words "Materials and". 
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(2) By striking from the first sentence the phrase "distilling 
materials" and inserting in lieu thereof "mash, beer". 

(3) By striking from the second sentence the phrase "If the 
unfinished spirits and distilling materials" and inserting in lieu 
thereof "If the mash, beer, and unfinished spirits". 

(M) Section 220. 258 is amended to read as follows: 

$ 220. 258 Mesa, Bnxu, ANn Uxrzxrsuzn Spmrrs. — If mash, beer, and uhfinished 
spirits are received by transfer from the predecessor, the successor must comply 
with the requirements of Subpart BB of this part. 

(N) Section 220, 280 is amended by changing paragraph (c) to read 
iis follows: 

(c) N'ash, , beer, and n»finisl&ed spirits. — If mash, beer, aud unfinished spirits 
are to be transferred to the successor, comply with the requirements of $( 220. 720, 
220. 721 and 220. 728. Whenever the proprietorship is to be alternated after the 
first suspension, the procedure prescribed in $&) 220. 282 aud 220. 288 will be 
followed. 

(0) Section 220. 282 is amended by changing paragraph (b) to 
read as follows: 

(b) 1lasl&„beer, and»»fi»isbcd spirits. — If mash, beer, and unfinished spirits 
are to be transferred to the successor, the procediire prescribed by $/ 220. 720, 
220. 721 and 220. 728 must be followed, except that Form 1014 will be filed with 
the storekeeper-gauger in charge. 

(P) Section 220. 288 is amendecl by changing paragraph (b) to read 
as follows: 

(b) nasl&, beer, a»d n»fi»islied spi&its. — If mash, beer, aud uufiuishcd spirits 
are to be rec'eived from the predecessor, the procedure prescribed by $$ 220. 720, 
220. 721 and 220. 728 will be followed, except that I&'orm 1014 will be filed with the 
storekeeper-gauger in charge. 

(Q) Section 220. 200 is amended by changing paragraph (c) to read 
as follows: 

(c) kfash, beer, beads and tails, and nnfinisbed spirits. — If mash aud beer are 
transferred to the successor or if heads aiud tails or uufinished spirits are to 
be retained on the premises pending the resumptio~ of operatious as a registered 
distillery, comply with the requirements of $$ 220. 700 — 220. 710. Whenever alter- 
nate operations are to be conducted after the first suspeusiou, the procedure 
prescribed by $ f 220. 202 and 220. 208 will be followed. 

(R) Section 220. 202 is amended by changing paragraph (b) to read 
as follows: 

(b) 3fasi&, beer, beads and tails, and n»finisbed spi&its. — If mash and beer are 
transferred to the successor or if heads and tails or unfinished spirits are to be 
retained on the preiuises pending the resumption of operatious as a registered 
distillery, comply with the requirements of &f) 220. 707, 220. 708, and 220. 710. 

(S) Section 220. 2N is amended by changing paragraph (b) to read 
as follows: 

(b) 3fateriafs. — If mash or beer are received by transfer from the predecessor, 
comply with the requirements of if) 220. 700 and 220. 710. 

(T) By inserting a new section, reading as follows, immediately 
after $ 220. 303: 

$220. 803a. Appuov&L or REGEIVIÃG CIS'TERNS. — When the officer who is i'e- 

required to examine the receiving cisterns is satisfied that the same are properly 
constructed, and that the gauge glasses or other gauge devices are accurate, he 
will so report to the Assistant Regional Commissioner, in writing, aud will 
securely attach to the receiving cistern a certificate on Form 244. 
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(U) By inserting a new section, reading as follows, immediately 
after $ 220. 666: 

&l 226, 366a DIsTILLER s SOIIEDULE or OPERATIC&vs, — The &listiller shall furnish 
daily to the storekeeper-gauger in charge a schedule of operations for the next 
succeeding work day. This schedule shall show all activities which require 
the immediate supervision or ai, tention of a storekc&p& r-gauger, such as, the 
quantity and kind of spirits to be received for redistilla&ion, cistern room opera- 
tions, including the approximate number of packag&. s to be gauge&1 either for 
taxpayer or for deposit (with notations as to any packages inten&l&. d for subse- 
quent withdrawal ou the original gauge), as well as the anticipated re&»ovals by 
pipeline or by tank car or tank truck, and schedules repairs which will involve 
the breaking or replacing of seals or thc Inanipulation of Governmc»t locks. 

(V) Section 220. 367 is amended to read as follows: 

) 220. 367 REGEIPT oF MATEI'IALs. — The distiller shall maintain a record of 
all distilling materials received on the distillery premises, showing the date of 
receipt, the name of the person from whom received, and the kind and quantity 
of each Iaaterial received. Where commercial i»voices or bills of lading contain 
the required information, a separate record will not be required. Such record, 
commercial invoices or bills of lading shall be kept available for inspection by 
internal revenue office at all times during re ular business hours. (68A Sia. t. 
637; 26 U. S. C. 5197. ) 

(W) Section 220. 679 is amended as follows: 

(1) By inserting immediately after the first sentence the fol- 
lowing new sentences: 
Where two or more types of mash are produced or processed in i. he same 
month, a separate page of part 1 of 1& orm 151)8 shall be used to report each 
type of mash. Each page shall bear a notation identifying the type of 
mash reported thereon. 

(2) By striking the second, third and fourth sentences. 

(X) Section 220. 390 is revoked. 
(Y) Section 220. 891 is amended as follows: 

(1) By striking from the second sentence, which begins "The 
doors", the words "in the presence of the storekeeper-gauger". 

(2) By striking from the third sentence, which begins "The 
entrance door", the figures "220. 75" and inserting in lieu thereof 
the figures "220. 62". 

(6) By inserting immediately after the third sentence the fol- 
lowing new sentence: "The valves on the inlets of receiving cis- 
terns must be closed and locked prior to gauge of the spirits 
therein for withdrawal and shall remain locked until the with- 
drawal is completed. " 

(4) By changing the fourth sentence, which begins, "The open- 
ings in", to read: «All other openings in receiving cisterns will 
be kept locked at all times, except the outlets of cisterns being 
emptied, and the manheads when spirits are being agitated and 
reduced preparatory to withdrawal. " 

(5) By changing the fifth sentence, which begins, "The cistern 
room", to read; "The keys to the Government locks will not be 
intrusted at any time to the distiller or any person in his employ, 
but will be retained at all times in the possession of the designated 
storekeeper-gauger. " 

(Z) Section 220. 435 is amended by striking the third, fourth and 
fif th sentences. 
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(AA) Section 220. 445 is amended as follows: 

(1) By changing the first sentence to read, "Distilled spirits 
may be received at the distillery for redistillation after the dis- 
tiller has given notice, in duplicate, to the Assistant Regional 
Commissioner. " 

(2) By striking from the third sentence, which begins, "Spirits 
received", the words "a Government" and inserting in lieu thereof 
the words "an internal revenue". 

(BB) Section 220. 446 is revoked. 
(CC) Section 220, 447 is amended to read as follows: 

$220. 447 AcrxoN nv Assxsx+Nr Rsrxovsx. Coxxxxxssxoxrs. — Upon receipt of 
a notice of intent to receive spirits for redistillation, the Assistant Regional 
Commissioner will note the penal sum of the distiller's bond on all copies of the 
notice, retain one copy, and furnish one copy to tlie storekeeper-gauger in charge 
at the distiller's premises. The Assistant Regional Commissioner will advise 
the storekeeper-gauger of any subsequent change in the penal sum of the dis- 
tiller's bond. (68A Stat. 684; 26 U. S. C. 5104. ) 

(DD) Section 220. 448 is amended as follows: 

(1) By striking the first and second sentences aiid inserting in 
lieu thereof the following new sentence, "A hen the distiller de- 
sires to receive spirits for redistillation, he shall prepare Form 
236, properly modified for that purpose, covering the transfer 
of such spirits. " 

(2) By striking the third sentence, which begins "0 here the 
consignor", and inserting in lieu therof the following new 
sentences: 
Where the consignor distillery or warehouse is located in the same region, 
au original and five copies of the Form 266 will be prepared and delivered 
to the storekeeper-gauger. An original and six copies of the form will 
be prepared if the consignor distillery or warehouse is located in a different 
region. 

(3) Byptriking the fourth sentence, which begins, "The store- 
keeper-gauger will", and inserting in lieu the following new 
sentence: "If the storekeeper-gauger finds that the penal sum of 
the distiller's bond is sufiicient to cover the redistillation of the 
spirits described therein, he will execute a certificate ou all copies 
of Form 236 and return all of the copies to the distiller. " 

(4) By striking from the fifth sentence, which begins, "The 
distiller will", the phrase "and one copy of the approved special 
application". 

(EK) Section 220. 451 is amended as follows: 

(1) By inserting, immediately after the first sentence, the 
following new sentence; "Spirits for redistillation shall be tians- 
ferred to the fermenters or beer well or introduced into tanks in 
the distilling system only during the hours of re mlarly assigned 
supervision. " 

(2) By striking the third and fourth sentences, which begin 
"Where spirits received" and "Where such spirits", respectively. 

(FF) Section 220. 453 is amended by striking the second sentence, 
which begins n Where such spirits". 

(GG) Section 220. 454 is amended to read as follows: 
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$ 220. 454 Gros or Sprarrs. — Upon receipt of application, Form 236, the 
distiller, rvhen he desires to make shipment, will give a copy of Form 236 to the 
storekeeper-gauger and furnish a complete description of the spirits to be shipped. 
Where the spirits are remored by pipeline to a contiguous distillery, they may be 
gauged in rveighing tanl-s either before removal or upon receipt: Provided, That 
rvhere the spirits are removed to a contiguous distillery operated by the same 
distiller, or an affiliate or subsidiary of the distiller, they may be gauged by 
volume in accurately calibrated tanks in the cistern room of tbe transferring 
distiller. The storel-. eeper-'auger will verify the distiller's gauge as provided 
in ) 220. 536. The distiller rvill prepare his report of gauge on Form lo20. An 
original and 4 copies rvil be prepared for intraregion shipments and an original 
and 5 copies for interregion shipments. The marking of containers will be made 
in accordance with $ 220. 545 insofar as applicable, and, in addition to required 
transfer-in-bond markings for containers of spirits removed for redistillation, 
there will be stenciled thereon the rvords, "For redistillation": Provided, That 
v here containers of spirits are removed to a contiguous distillery for prompt 
redistillation, the transfer-in-bond markings and the words "For Redistillation" 
need not be placed on the containers. The distiller rvill note on all gauge reports 
covering removal of spirits for redistillation the words, "For Redistillation. " 
Forms 236 and 1520 will be disposed of in accordance with $ 220. 611 for intra- 
re~on transfers and $ 220. 610 for interregion transfers. (68A Stat. 634; 26 
U. S. C. 5194. ) 

(HH) Section 220. 455 is amended by changing the comma follow- 
ing the phrase "'For Redistillation'" in the second sentence to a 
period and striking the remainder of the sentence. 

(II) Section 220. 480 is amended as follows: 

(1) By striking the phrase "three pints" where it appears in 
paragraphs (a) and (b) and inserting in lieu thereof the phrase 
"two quarts". 

(2) By striking from the first sentence in paragraph (d) the 
phrase "during specified periods, ". 

(3) By striking from the second sentence of paragraph (d) 
the phrase "of such samples shall not exceed one quart, ". 

(JJ) Section 220. 484 is amended as follows: 

1) By changing the headnote to read, "TaIeing of samples. ". 
2) By striking from the first sentence the phrase "and unfiin- 

ished spirits must be taken under the immediate supervision of 
the storekeeper-gauger except that samples of unfinished spirits 
may be taken" and inserting in lieu thereof the following, "spirits 
must be taken under the supervision of the storekeeper-gauger. 
Samples of unfinished spirits, including those from tanks, shall 
be taken". 

(3) By changing the period at the end of the last sentence to 
a colon and adding the following: Provided, That where new 
equipment is being tested, the storekeeper-gauger may supervise 
the taking of samples of unfinished spirits: Provided further, 
That the Assistant Regional Commissioner may, on receipt of 
written application by the distiller, authorize the storekeeper- 
gauger to regularly supervise the taking of samples of unfinished 
spirits from tanks. No application to regularly take samples of 
unfinished spirits from tanks under supervision, rather than by 
sampling devices, shall be approved unless it is shown by the dis- 
tiller that such procedure would not be burdensome and that 
requests for supervision of such sampling would be made only 
at such time as the storekeeper-gauger is free from other supervis- 
ory duties. 



$ 7805. ] 

(KIZ) Section 220, 488 is amended by changing the first sentence to 
read, "The storekeeper-gauger shall keep on Form 1615, in quad- 
ruplicate, a record of all taxable samples removed. " 

(LL) Section 220. 501a is amended by inserting, immediately after 
the lihrase "in tank cars", the phrase "or tank trucks". 

(MM) Section 220. 505 is amended by inserting in the first sen- 
tence, immediately after the phrase "in tank cars", the phrase "or tank 
trucks". 

(NN) Section 220. 510 is amended by inserting, immediately after 
the phrase "in tank cars", the phrase "or tank trucks". 

(OO) Section 220. 514 is amended by inserting, immediately after 
the phrase "in tank cars", the phrase "or tank trucks". 

(PP) Section 220. 518 is amended by inserting, inimediately after 
the phrase "in tank cars", the phrase "or tank trucks". 

(QQ) Section 220. 522 is amended by inserting in the first sentence, 
inimediately after the phrase "in tank cars", the phrase "or tank 
trucks". 

(RR) By inserting a new section, reading as follows, immediately 
after $ 220. 525: 

f 220. 525a Exponrs. — Vodka of auy proof may be removed in tank cars or 
tank trucks, free of tax, for exportation. Vodka of auy proof may be removed 
to;in internal revenue lionded warehouse in wooden packages, each containing 
two or more metallic cans having a capacity of not less than five wine gallons 
each, for exportatiou ouly. (68A Stat. 088, 047; 26 U. S. C. 5198, 5217. ) 

(SS) Section 220. M1 is amended by striking from the last sentence 
the phrase "to be marked on the empty" and inserting in lieu thereof 
the phrase "of the". 

(TT) Section 220. 588 is amended by inserting in the first sentence, 
immecliately following the phrase "the date of filing, ancl" the 
phrase "), except as provicled in $ 220. 546a, ". 

(UU) Section 220. 586 is amended as follows: 

(1) By inserting, immediately after the headnote, the follow- 
ing new sentence: 

All distilled spirits drawn from receiving cisterns (a) for taxpayment and 
removal by pipeline or in tank cars or tank trucks, or (b) into packages 
which are to be taxpaid immediately from the cistern room or from a tem- 
porary storage rooin within the cistern room, or (c) into packages, tank 
cars, or tank trucks, which are to be withdrawn on the origiual gau e from 
any internal revenue bonded warehouse, or (d) into tank cars or tank trucks 
for exportation, shall be caiefully gauged by the storekeeper-gauger, who 
will also record the details of the gauge and otlier recpiired information 
on the report of gauge, Foian 1520. 

(2) By striking the first sentence and inserting in lieu thereof 
tlie following new sentences: 

Distilled spirits drawn from receiving cisterns for all other purposes will be 
carefully gauged by the distiller, under the supervision of the storekeeper- 
gauger, by weighing, except as provided by $ 220. 588, and proofiug the spirits 
in accordance with this subpart aud the Gauging SIanual (Part 186 of this 
title), and the details thereof will be entered by the distiller on the report 
of gauge, Form 1520. The total number of barrels shown ou Forru 1520 to 
have been filled shall be verified. 

(3) By inserting, immediately after the first sentence the fol- 
lowing new sentences: 
The storekeeper-gauger shall in every instance verify the proof (before aud 
after reductiou) of the spirits in tlie cistern and determine, either by weight 
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or by volume, the contents of each cistern before and after any spirits are 
withdrawn therefrom. Where spirits are gauged by the distiller for re- 
moval in tanl- cars, tank trucks, or by pipeline, the storekeeper-gauger shall 
personally verify the net weight or wine gallons, proof, and tax gallons and 
enter his name and title on all copies of Form 1520. 

(4) By inserting in the second sentence, immediately after the 
word "Fntries', the words "on Form 1520". 

(5) By changing the third sentence to read, "The proof of dis- 
tillation of the spirits gauged shall be noted on the Form 1520 in 
every instance. " 

(6) By striking from the fourth sentence, which begins "The 
proof of", the ivord "being" and inserting in. lieu thereof the 
phrase "the spirits are", 

(7) By striking from the seventh sentence, which begins 
"0'here the proof", the phrase "this title (Gauging Manual)" and 
inserting in lieu thereof the phrase "the Gauging Manual". 

(8) By striking from the ninth sentence, which begins "In any 
such case", the phrase "shall made notation on Form 1520 that the 
spirits were reduced to a whole degree of proof or, if they were 
not so adjusted, the fractional deg~ree of proof at which with- 
drawn. " and inserting in lieu thereof the phrase "shall show on 
Form 1520 the whole or fractional degree of proof at which the 
spirits are withdrawn. " 

(9) By striking from the last sentence the phrs. ses "for ship- 
ment" and "in a weighing tank". 

(VV) By inserting two new sections, reading as follows, immedi- 
ately after $ 220. 536: 

ei 220. 5Ma STOREKEEPER-GAUGER To CHEGK DIsTILLER s GAUGE. — In every in- 
stance where the removal gauge of spirits is performed and reported by the dis- 
tiller, the storekeeper-gauger shall compare his determination of the total quan- 
tity withdrawn from the receiving cistern with the total quantity reported as 
withdrawn by the distiller and where the spirits are drawn into packages the 
storekeeper-gauger shall also, from time to time, verify the tares, proofs, gross 
weights, and tax gallonages as determined by the distiller. Where the store- 
keeper-gauger finds, as the result of his sampling of a gauge made by the distiller, 
or upon comparing his gauge of a receiving cistern with the total reported with- 
drawn by the distiller, significant discrepancies in the distiller's entry record, or 
the marks and brands required to be placed on any container, the distiller shall 
make such corrections of the gauge, the entry record, and the marl s and brands 
as may be required by the storekeeper-gauger to insure that the gauge, the entry 
record, and the marks and brands are correct. (68A Stat. 666, 680; 26 U. S. C. 
5102, 51N, 5212. ) 

$ 220. 586b ENTRY FoR SUB$EQUENT WITHDRAwAL ON ORIGINAL GAUoE. — '0 here 
the distiller desires to draw spirits from receiving cisterns for entry into an 
internal revenue bonded warehouse and subsequent withdrawal on the original 
gauge, he shall notify the storekeeper-gauger of such intention in writing in 
order that the gau e and report of such spirits ruay be made by the storekeeper- 
gauger. The notice, which shall be prepared on the distiller's letterhead, and 
be signed by the distiller or a designated attorney-in-fact, shall contain the 
following information: 

(a) A statement that the distilled spirits identified therein are to be 
entered for deposit and subsequent withdrawal on the original gauge; 

(b) 'I'he registry number and location of the vrarehouse in which the 
distilled spirits are to be entered; 

(e) The kind of distilled spirits; 
(d) The proof of distillation; 
(e) The kind of cooperage, or, if not to be packaged, the means of removal; 

and 
(f) The approximate quantity to be removed. The storekeeper-gauger 

will note on all copies of Form 1520 covering the gauge of such spirits, 
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"withdraw on original gauge. " The notice will be securely attached to the 
copy of the form 1520 retained by the storekeeper-gauger at the distillery. 
(68A Stat. 688, 684, 689, 647; 26 U. S. C. 51M, 5194, 5212, 5245. ) 

(%V%V) Section 220. 537 is amended by striking from the first sen- 
tence reference to "$ 220. 76" and inserting in lieu thereof "f 220. 62". 

(XX) Section 220. 588 is amended as follows: 

(1) By inserting in the 6rst sentence, immediately after the 
phiase "operated by the distiller, " the phrase "or an afhliate or 
subsidiary of the distiller, ". 

(2) By changing the period at the end of the first sentence to 
a conima and adcling the following, "or they may be gauged by 
volume in accurately~ calibrated tanks in the cistern room of the 
transferring distiller. " 

(8) By striking the second sentence. 
(4) By striking from the last sentence the phrase "by the 

storekeeper-gauger". 

(YY) Section 220. 544 is amended to read as follows: 
$ 220. 544 GENERAL. — Any cask or package which contains or has on its interior 

or exterior any substance that will prevent the correct ascertainment of tare 
shall not be used. The tare or weight of empty pacl-ages will be determined 
immediately prior to filling by the person responsible for the gauge: Provided, 
That the tare of a nuuiber of packages may be ascertained and marked thereou 
before any are filled out but not exceeding the number which are to be filled the 
same or the following day. If the packages are not to be filled until the folloiving 
day, they must be locked in the cistern rooin after being weighed. Whenever 
there is a cha~ge in the specifications as to capacity and weight of cooperage, 
the distiller shall give notice to the storekeeper-gauger. All packages of spirits, 
Ivhen filled, shall be further marked and branded as provided bv this subpart, 
aud where such packages are taxpaid, the prescribed stamps will be aifixed 
i. hereto and cauceled in the manner prescribed in $ 220. 507. (68A Stat. 688, 684, 
639; 26 U. S. C. 5192, 5198, 5194, 5212. ) 

(ZZ) Section 220. 545 is amended as follows: 

(1) By striking the first sentence of paragraph (a) and insert- 
ing in lieu thereof the following new sentences: 
There shall be marked on the head of each package the name of the dis- 
tiller or the person in whose uame the spirits were produced, the registry 
number of the distillery, the city or town and state in which the distillery 
is located, the kind of cooperage, the serial nmnber of the package, the 
kind of spirits, the date of filling, the proof at which distilled, and, except 
as provided in 3 220. 546a, the original proof gallons, the original proof 
and tare determined at the time of filling. If packages are taxpaid in the 
cistern room, the date of taxpayment and serial number of the wholesale 
liquor dealer's stamp shall also be marked on the head of each package. 

(2) By striking from the third sentence of paragraph (d), 
which begins "The proof, ", the phrase "proof gallons, tare and 
withdrawal data, " and inserting in lieu thereof the phrase "proof 
gallons, and tare (where used), and withdrawal data, ". 

(AAA) By inserting a new section, reading as follows, immedi- 
ately after $ 220. 546: 

5 220. 546a OPTIoNAL MARIIING. — The markings on pacl-ages and barrels witli 
respect to proof, proof gallons and tare which are requireil and illustiated in 
$$ 220. 533, 220. 545 and 220. 546 may, at the option of the distiller, be omitted froiu 
the pacl'age or barrel if such package or barrel is filled to capacity and if there 
is shown in lieu of such markings the rated capacity, in gallons, of the package 
or barrel as prescribed by the manufacturing specifications. Where used, the 
rated capacity shall be in letters and figures not less than one-half inch in 
height aud may be shoivn on "RC — G. " (68A. Stat. 688; 26 U. S. C. 5198) 
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(BBB) By inserting a new section, reading as follows, immediately 
preceding $ 220. 556: 

f 220. 555a PRoDUcT IDENTIFIcATIQN. — The distiller shall be resPonsible for 
correctly identifying spirits at the time of their gauge for removal from the 
cistern room and for the accuracy of prescribed marks and brands. (68A 
Stat. 688, 864; 26 U S. C. 5198, 5194) 

(CCC) Section 220. 557 is amended by striking from the last sen- 
tence the phrase "expect the instruments for proofing the spirits". 

(DDD) Section 220. 558 is amended to read as follows: 
) 220. 558 TEsTING oF SOArss. — The storekeeper-gauger shall balance the 

scales before the wei 'hing of packages, either empty or filled, is corumenced, 
and will frequently test the accuracy of such scales by means of test weights 
provided in accordance with $ 220. 104. The storekeeper-gauger will not permit 
the use of any scales which upon testing are found to be inaccurate. (68A 
Stat. 689; 26 IJ. S. C. 5212. ) 

(EEE) Section 220. 559 is amended as follows: 

(1) By inserting, immediately after the headnote the follow- 
ing new sentence, "The proof of spirits shall be determined in 
accordance with the instructions set forth in the Gauging Manual 
(part 186 of this title) . " 

(2) By changing the first sentence to read, "The storekeeper- 
gauger shall determine, or verify, as the case may be, the proof 
of all spirits gauged. " 

(3) By stri%ing the second sentence, which begins, "The store- 
keeper-gauger will". 

(FFF) Section 220. 560 is revoked. 
(GGG) Section 220. 589 is amended as follows: 

(1) By changing the first sentence to read, "Where the dis- 
tiller operates an internal revenue bonded warehouse on the dis- 
tillerv premises and spirits produced at the distillery are to be 
entered for deposit in such warehouse, the spirits shall, as au- 
thorized by $$ 220. 500 — 220. 526, be dragon into approved contain- 
ers, gauged, marked, and branded, and then immediately 
deposited in such warehouse, or, in the case of pipeline transfers, 
gauged and deposited in the warehouse tanks in the manner 
provided in $ 220. N8. " 

(2) By striking from the second sentence the word "imme- 
diate". 

(3) By inserting in the third sentence, immediately after the 
words "The storekeeper-gauger", the words, "or distiller, as re- 
quired by $ 220. 586, ". 

(4) By changing the last sentence to read, "On completion 
of the form, the distiller will execute his entry of the spirits for 
deposit. " 

(HHH) Section 220. 593 is amended as follows: 

(1) By striking the third sentence, which begins, "The store- 
keeper-gauger". 

(2) By striking from the last sentence the word "direct". 

(III) A new section, reading as follows& is inserted immediately 
after $ 220. 596: 

II 220. 596a FORMs 286 OnrerNArrNG Ar CONRLGNOR PRE~rrsEs. — Where spirits 
are to be transferred to and entered for deposit in an internal revenue bonded 
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warehouse operated by the distiller, or an affiliate or subsidiary of the dis- 
tiller, in the same region and the receiving vvarehouse has on file a bond in the 
maximum penal sum of $200, 000, the consignee warehouseman may designate 
on agent or employee of tlie consignor distiller as an attorney-in-fact to execute 
I&'orm 286 for the consignee wareliouseman. The consignee warehouseman shall 
file letter application with the Assistant Regional Commissioner for permission 
to establish such procedure, together vvith power of attorney on Form 1584, 
in triplicate, executed as provided in &I 220. 1i36, authorizin an in&lividual at the 
consignor premises to execute F&orm 280 for the consignee warehouseman. If 
tlie Assistant Regional Conimissioner approves the application, he shall so. notify 
the applicant and furnish the storekeeper-gauger in char 'e at the consignor 
prcinises a copy of the approved Form I;&, '&4 on vvhich lie has noted the fact 
that the consignee warehouse has on file a bond in the maximum penal sum. 
Tlie Assistant Regional Commissioner will advise the storel-eeper-gauger of any 
subsequent change in the penal sum of the consignee's bond. The designated 
attorney-in-fact may thereafter execute Forms 280 covering transfers to the 
designated warehouse in the manner provided in $ 220. i05 and the storelieeper- 
gauger in charge at the distillery may approve such Forms 280. 

(JJJ) Section 220. 598 is amended by inserting in the last sentence, 
immediately after the phrase "the storekeeper-gauger", the phrase 
"or distiller, as required by $ 220. 5M, ". 

(KKK) Section 220. 606 is amencled by striking the phrase "Upon 
receiving an order to gauge spirits to be" and inserting in lieu thereof 
the phrase "lVhen spirits are to be". 

(LLL) Section 220. 607 is amended as follows: 

(1) By striking from the first sentence the phrase "in the 
immediate presence" and inserting in lieu thereof the phrase 
"under the supervision". 

(2) By striking the second and third sentences. 
(3) By striking from the fourth sentence, which begins "The 

officer", the phrase officer wi]1 enter on Forln 1520, covering the 
gauge of the spirits, the". 

(4) By inserting in the fourth sentence, inunediate]y after 
the phrase "spirits at filling", the phrase "will be entered on Form 
152" 

(5) By striking the fifth sentence, which begins "The store- 
keeper-gauger", and inserting in lieu thereof. the following new 
sentence, "The storekeeper-gauger will seal the tank car or tank 
truck as soon as it is filled and will note on Form 286 the serial 
numbers of the seals used. " 

(6) By striking from the sixth sentence, which begins "In the 
case of", the phr~ase "he Ivi]1 also enter" and inserting in lieu 
thereof the phrase "the storekeeper-gauger will enter". 

(~I%1M) By inserting a new section, reading as fo]lows, immedi- 
ately after $ 220. 618: 

$ 220. 018a FGRMs 280 ORIGINATING AT CQNsIGvoR PREIiisEs. — Where spirits 
are to be transferred to and entereil for cleposit in au interual revenue bonded 
warehouse operated by the distiller, or an affiliate or subsidiary of the distiller 
located in a different region and the. receivin warehouse has on file a bond iu 
the maximum penal sum of $200, 000, the cousignee warehouseman may desi"- 
nate an agent or employee of the consignor distiller as an attornev-in-fact to 
execute Form 280 for the consignee warehouseman. The consignee warehouse- 
man shall file letter application with the Assistant Regional Commissioner for 
permission to establish such procedure, together ivith power of attorney on 
F&orm 1584, in quadruplicate, executed as provided in $ 220, 166, authorizing an 
individual at the consignor premises to execute I&'orm 280 for the consignee ware- 
houseman. If the Assistant Regional Commissioner approves the application, 
he shall so notify the applicant and furnish the Assistant Regional Commissioner 
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of the region in which the consignor distillery is located two copies of the 
approved Form 1584 on which he has noted the fact that the consignee ware- 
house has on file a bond in the maximum penal sum. The Assistant Regional 
Commissioner for the consignee premises will advise the Assistant Regional 
Commissioner for the consignor premises of any subsequent chan. e in the penal 
sum of the consignee's bond. The Assistant Regional Commissioner of the 
consignor premises shall furnish one copy of the approved lcorm 1564 to the 
storel-eeper-gauger at the consignor premises. The designated attorney-in-fact 
may thereafter eirecute Forms 266 covering transfers to the designated ivare- 
house in the manner provided in g 220. 612 and the storekeeper-gauger in charge 
at the distillery may approve such Forms 266. 

(ibNX) Section 220. 615 is amended by stril. -ing from the last sen 
tence the phrase 'by the storekeeper-gauger". 

(OOO) Section 220. 622 is amended to read as follows: 

$ 220. 622 REPoRT OF GAUGE AND TRANSFER. — The distiller shall gauge the 
rum, under the supervision of the storekeeper-gauger, by weight, either in the 
cistern room or in the denaturing bonded warehouse at the time of deposit 
therein, or by volume in accurately calibrated tanks in the cistern room. In 
any case, the distiller shall prepare Form 1520, in triplicate, reporting thereon 
the details of the gau e, and deliver all copies to the storekeeper-gauger. Upon 
completion of the gauge and transfer of the rum, the storekeeper-gauger will 
execute his report of removal on Form 578 and attach one copy of the Form 
1520 to each copy of Form 578. The storekeeper-gauger will then forward one 
copy of each form to the Assistant Regional Commissioner, deliver one copy 
of each to the distiller, and retain one copy of each. (68A Stat. 684, 661; 26 
U. S. C. 5104, 5331) 

(PPP) Section 220. 628 is amended as follows: 

(1) By inserting in the first sentence, inimediately after the 
phrase "in tank cars", the phrase "or tank trucks". 

(2) By striking from the first sentence the phrase "with the 
Assistant Regional Commissioner". 

(8) By inserting in the last sentence, immediately after the 
phrase "the tank cars", the phrase "or tank trucks". 

(QQQ) Section 220. 661 is revoked. 
(RRR) Section 220. 662 is amended by inserting in the first sen- 

t, ence, immediately following "Form 1598, " the phrase "part 3, ". 
(SSS) Section 220. 698 is amended by striking from the last sen- 

tence the word "storekeeper-gauger's". 
(TTT) Section 220. 712 is amended by changing the first sentence 

to read, "The outgoing distiller will complete his record Form 1598, 
and the storekeeper-gauger his record, Form 1686, as to the transfer 
to the successor of mash and beer in process, and the removal of all 
spirits produced by the outgoing distiller. " 

(UUU) Section 220. 718 is amended as follows: 

(1) By striking from the first sentence the phrase "materials, 
including those in process, received" and inserting in lieu thereof 
the phrase "materials in process received". 

(2) By inserting in the last sentence, immediately after the 
words "If materials", the words "in process". 

(VVV) Section 220. 723 is amended by inserting in the first sen- 
tence, immediately after the words "all materials", the words "in 
process". 

(WWW) Section 220. 756 is amended by striking the first and, 
second sentences and inserting in lieu thereof the following new 
sentences: 
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Tlie distiller will deliver to the storekeeper-gauger, on or before the 5th day 
of the month succeeding that for which the report was rendered, one copv each 
of parts 1 and 2 and two copies of part 3 of Form 1598. The storekeeper-gauger 
will examine the report, execute the certificate of the internal revenue oflicer 
on both copies of part 3, return parts 1 and 2 and one copy of part 3 to the 
proprietor, and forward the original of part 3 to the Assistant Regional 
Conimissioner. 

(XXX) By inserting a new section, reading as follows, immedi- 
ately after $ 220. 758: 

&j 220. 758a OFER&TINS RKcoans. — Every proprietor of a registered distillery 
who lms distillates from two or more types of mash in process at the same time 
shall maintain such operating records iu support of Form 1598 as will permit 
the spirits to be traced through the various processes froni the distillation of 
the beer to the deposit of the finished spirits in the receiving cisterns. Such 
operating records shall show, by kind, proof, and proof gallons, the deposits in un- 
finished spirits tanks, charges to the various stills for re&listillation, redeyosits 
in unfinished spirits tanks, and other movements of spirits. The operating 
records required by this section shall be kept available for inspection by internal 
revenue officers for not less than three vears. (68A Stat. 637; 26 U. S, C. 5197) 

(YYY) Section 220. 766 is amended by inserting a comma immedi- 
ately after the phrase "Form 1598" in the second sentence of para- 
graph (c) and by striking the comma following the phrase "Forms 
52 — A and 52 — B" in the same sentence. 

(ZZZ) Section 220. 776 is amended by inserting at the beginning 
of the first sentence the phrase "L&xcept as may be authorized in con- 
nection with the conduct of another business approved under the 
provisions of $ 220. 51, ". 

(AAAA) Section 220. 777 is amended as follows: 
(1) By striking the headnote thereto and inserting in lieu 

thereof the follolving new headnote, "PltoIIIITEn RE~fovAL oE 
SrlRITs. " 

(2) By striking from the text of the section the phrase "in the 
absence" and inserting in lieu thereof the phrase "except under 
supervision". 

PAR. 2. 26 CFB (1954) part 221, Production of Brandy, is 
amended as follows: 

(A) Section 221. 60 is amended by inserting, immediately after the 
phrase, "or where liquors of any description are retailed, or", the 
phrase ", except as provided in $ 221. 61, " and by striking the ph~rase 
", except that the assistant regional commissioner lnay authorize 
the use of the distillery building~s or premises for miscellaneous stor- 
age of unfermentable materials during periods the distillery is under 
suspension". 

(B) By inserting, immediately after $ 221. 60, the following new 
section: 

5 221. 61 Usz oF DISTIIIKRT PRK'MIszs FoR OTHER BusINKss. — Distillery prem- 
ises may be used by the proprietor of the distillery for the conduct of other 
businesses not involving the production of alcoholic beverages but which (a) 
utilize materials, equipment, or processes similar to or interchangeable with 
those used for the production of brandy, or (b) involve the use of by-yroducts 
or wastage from the production of brandy, or (c) utilize yortions of yremises 
or equilnnent, not requirell in tlie production of brandy, for entirely dissimilar 
businesses such as general storage or mechanical repair lvork: Provided, That the 
Director, Alcohol and Tobacco Tax Division, shall find, upon apylication made 
to him through the assistant regional commissioner in each ease, that such use 
will not jeopardize the revenue and will not unduly increase administrative 
supervision. (68A Stat. 627; 26 U. S. C. 5171. ) 
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(C) B5' amendino' Subpart E, Construction to rend as follows: 
I%221. 70 DrsrrLz. sax Br&rrnrxes. — Distillery buildings must be constructed of 

substantial materials and shall be so arranged and coustructed as to afford 
adequate protection to the revenue and facilitate inspection by internal revenue 
oificers: Prorided, That the assistant regioual corn&uissiouer may, in his dis- 
cretiou, approve fruit distilleries having equipment and apparatus, except as 
required by $ 2'1. 72, not located iu a roo&n or building, if, in his oi&inion, the 
location aud construction are such that the revenue is not, endangered and no 
additional supervision would be required: Provided f»&'tkc&', That brancly n&ay 
not be filled into barrels or drun&s except within a room or building. Where a 
brandy receiving roo&u is provided, it n&ust be constructed aud equipped in ac- 
cordance with the provisious of $ 221. 71. Except as otherwise provided in this 
part, distillery buildings must be completely separated from contiguous build- 
ings not ou the distillery premises by uubrol-en partitions of substautial construc- 
tion exteuding from the ground to the roof iu a direct vertical line. The assistant 
regional commissioner may authorize communicating doors from distillery prem- 
ises to au off-premises room or building when, in his opi»iou, such door would 
not constitute a jeopardy to the revenue, but no such door shall be permitted 
in a brandy receiviug room. All outside doors of distillery buildings shall be 
equipped for locking with Government locks. Notwithstanding any other provi- 
sion of this part, openings may be provided in roofs or outside walls of distillery 
buildings for safety equipment or for ventilating, lighting, or heating purposes, 
Such openings shall be equipped with substantial n&etal gratings, screens, or other 
protective devices ~ heu the assistaut regioual commissioner determines that such 
devices are uecessary for the protection of the revenue. Outside tanks used 
as receptacles for spirits and stills must be enclosed and protected in the manner 
required by N) 221. 120a. Where equipment or apparatus is uot located in a roo&u 
or building, electric fiood lights shall be installed for lighting the premises at 
night. Any other protective measures deemed essential by the assistant regional 
commissioner may be required for distillery buildings or for equipment located 
within or without the distillery buildings. 

$ 221. 71 REczrvlxG Rooir. — The proprietor may provide a receiving room in 
which to locate the receiving tanks. If such a room is provided, it shall be con- 
structed of substantial materials. Where the floors, ceiling or walls are con- 
structed of wood, the boards must be matched tongue and groove, except that 
wood iioors may be of other than tongue and groove lumber if laid double with 
the second layer crossing the first at an angle of more than 20 degrees. Receiv- 
ing room windows shall be substantially constructed and so arranged and equipped 
that they may be securely fastened on the iuside. Receiving room windows 
which, because of their location with respect to the grouud, a fire escape, roof, 
setback or balcony, create an additional jeopardy to the revenue, must be of 
the detention type or be protected by iron bars or solid shutters. Where solid 
shutters are provided they must be equipped for fastening on the inside with 
a Governmeut lock or cap seal. No door, window, or other opening leading from 
the receiving room into any other building or room, except the distilling build- 
ing or room, will be permitted: Prouided, That where the receiving room and 
brandy deposit room adjoin each other there may be a communicating door 
between them. All doors of the receiving room shall be locked on the inside 
with Government locks, except the entrance door and the communicating door, 
if auy, between the receiving room and the brandy deposit room. The entrance 
door shall be locked on the outside of the receiving room with a Government 
seal lock and the communicating door between the receiving roo&n and the brandy 
deposit room shall be locked on the brandy deposit room sirle. The receiving 
room must be well lighted, and of sufiicient size and so equipped as to permit 
prompt and convenient co~duct of operations required therein. A sigu must 
be placed over the entrance door bearing the words "Receiving Room. " 

$ 221. 72 BPA&vDY Dzposrr Rooxf. — Unless all bramly is removed from the dis- 
tillery in accordance with $$ 221. 515 — 221. 520, during the regular v orking hours 
of the same day on which it is drawn trom the receiving tanks, there must be 
Provided a room (or building) to be known as the brandy deposit room (or 
building) for the temporary storage of brandy pending removal thereof from 
tbe distillery premises. The brandy deposit room shall be constructed of sub- 
stantial materials. Where the floors, ceiling or walls are constructed of wood, 
the boards must be matched tongue and groove, except that wood iioors may be 
of other than tongue and groove lumber if laid double with the second layer 
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crossing the first at an angle of more than 20 degrees. No door, window, or 
other opening leading from the brandy deposit room into anv other building 
or room, except the distilling building or room, will be permitted: Provided, That 
where the brandy deposit room and the receiving room adjoin each other there 
may, as provided in $ 221. 71, be a communicating door between them. All doors 
of the brandy deposit room shall be locked on the inside with Government locks, 
except the entrance door, which shall be locked on the outside of the room with 
a Governmeut seal lock. The brandy deposit room must be well lighted aud of 
sufficient size and so equipped as to permit of prompt and convenient conduct 
of operations required therein. A sign must be placed over the entrance of the 
room bearing the words "Brandy Deposit ltoom. " 

$ 221. 78 Pn. r. zn PAGKAGE SToRERQQM. — Where pacl-ages are filled from tanks 
in the brandy deposit room and it is desired to store such fflled packages tempo- 
rarily pending removal from the distillery, a separate compartment or room must 
be provided ivithin the brandy deposit room for the storage thereof. The con- 
struction of such filled package storeroom must conform to the applicable provi- 
sions of $ 221. 72. All doors of this compartment or room shall be equipped for 
locking on the inside with Government locks, except the entrance door which shall 
be equipped for locking on the outside. The entrance door of the filled package 
storeroom shall open into the other part of the brandy deposit room. 

) 221. 74 EMFTT CoNT~INER, SToRERooM. — If empty packages are to be stored 
on the distillery premises, a separate room or building must be provided for 
such purpose. Such room or building shall not have any means of interior 
communications with any other room or building used in connection with the 
production or storage of brandy: Provided, That the assistant regional com- 
missioner may authorize a door connecting with the brandy receiving or deposit 
room when, in his opinion, such opening will not constitute a jeopardv to the 
revenue. Such door must be equipped on the brandy receiving room or deposit 
room side with a Government lock. The empty container building may be used 
for general cooperage purposes. 

$ 221. 75 GovERNMENT OFFIGE. — The proprietor shall provide and maintain 
on the distillery premises for the exclusive use of internal revenue officers a 
securely constructed, mell-lighted, heated, and ventilated office of suitable di- 
mensions: Provided, That where the proprietor operates an internal revenue 
bonded warehouse on or contiguous to the distillery premises, or a bonded wine 
cellar contiguous to such premises, and a Government oflice conforming to the 
requirements specified in this section is provided on the warehouse or wine 
cellar premises, and such office is so located as to be suitable for the use of 
internal revenue offlccrs assigned to the distillery, a separate Government ofiice 
need not be provided on the distillery premises. The Government office shall be 
equipped with toilet and lavatory facilities and with a suitable number of desks, 
chairs, file cases, and such other furniture as may be necessary for the keeping 
of Government records and the preparation of reports. Where distilling ma- 
terials, etc. , are tested by internal revenue officers, the Government ofiice shall 
also be provided with running water, and such tables and shelves as ms. y be 
required, unless suitable laboratorv facilities are available to internal revenue 
ofilcers elsewhere ou the premises. 'The door of the Government ofiice shall be 
equipped with a cylinder type lock, and a sufficient number of keys therefor 
shall be furnished the assistant regional commissioner for the use of internal 
revenue officers. Where deemed necessary to afford adequate securitv to 
Government property, the assistant regional commissioner may require the 
windows of the Government office to be protected by shutters or iron bars, and 
the door to be so equipped that it may be securely fastened with a Government 
lock. A sign must be placed over the entrance door bearing the words, "Govern- 
ment Office". Where brandy is drawn into packages from receiving or brandy 
storage tanks the distiller must provide beside the scales on which the packages 
are weighed a desk or table and chair for the use of the storekeeper-gauger in 
preparing his reports of gauge. 

5221. 76 GovERNMENT CABINET. — There shall be provided in the Government 
office a cabinet of adequate security and size, suitably equipped for locking with 
a Government seal lock, for use in safeguarding Government locks, keys, seals, 
and other Government property, and stamps in the custody of internal revenue 
officers. Each such cabinet shall be subject to approval by the assistant regional 
commissioner. 

(D) Section 221. 111 is amended by striking from the first sentence 
the words, "brandy to a weighing tank in a warehouse on the same 
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or contiguous preniises or to a weighing tank in a. contiguous bonded 
wine cellar, or to a weighin« tank iii a contiguous distillery, anil 
gaugecl therein. " and inseltin« in lieu thereof the worcls, "brancly to 
tanks on the same or contiguoiis premises as provided by $ 221. 542. " 

(E) Section 2' 1. 115 is a~mended by striking from the proviso in the 
first sentence the words "charges, as authorized by $221. 92, " and 
inserting in lieu thereof the woids, "chargers by fixed pipelines, ". 

(F) +ection 221. 110 is amended by striking the second sentence. 
(6) Section 221. 118 is amended by insertin~g at the end thereof the 

following new sentence: 
The waste discharge line of every still, except those used for prinmry distillation, 
must be secured to the seiver in sucli niaimer as to preen&dc the recovery of 
brandy froni the ivaste dischar 'e line: Providecf, That ivliere it is not prac- 
ticable to secure sucli discharge lines to sewers, the assistant regional com- 
missioner may approve othe&' construction if he finds that such otlier construction 
will afFord adequ;ite protectiou. 

(H) Section 221. 120 is;imenclecl by ch;inging the first and second 
sentences to read as follows: 
All tanlrs used as receptacles for brandv shall be equipped ivith a suitable 
nieasuriu. device whereby tlie actual conteuts ivill be correctly indicated. 
Openiugs in the tanl-s for cords or ivires for floats and counterivei hts, wheie 
used, must be no larger thau ai'e absolutely necessary to accommodate the cords 
01' wil'es. 

(I) Section 221. 122 is amended by clranging the heaclnote thereto 
to I'ead "T XNKs FQR RETKNTloN oF UNFINTS~IIED 13RANDY DURING AI. — 

TERA~ XTE OPFRATIONS& . 
( J) Section 221. 125 is aniended to read as follows: 

&& 221. 125 HIGH WI&IES, Loiv WI&vss, SINGLI&GGs, 0R UNFINisHED BGANDY' 
T~xics. — (a) Ge»eral & cq&ti&c»&c»ts. — Wliere unfinished brandy is produced the 
distiller shall provide suitable tauks for the reception thereof. The tanks shall 
be constructed and arrauged in accordance ivith &I 221. 110, and equipped with a 
suitable measuring device conforming to the requirements of && 221. 120, whereby 
the actual contents will be correctly indicated. Each such tank shall have 
plainly and legibly painted thereon the words "High wines tank", "Low ivines 
tank", "Singlings tank" or "Unfinished brandy tank", as the ease may be, fol- 
lowed by its serial number and capacity in gallons. These tanks shall be con- 
nected by means of fixed pipelines with the stills in which the unfinished brandy 
is to be redistilled, or, if it is desired to mingle unfinished brandy with distilling 
material about to be distilled, the tanl-s may be connected by means of fixed 
pipelines ivith the distilling materials sump or the chargers of the still, or the 
distilling material pipeline leading to the still, in accordance with II 221. 126. 
The pipelines connected with the tanks shall be provided with valves to control 
the flow of unfinished brandy into and out of the tanks, and such valves shall be 
so constructed that they may be closed and secured with Government locks. 
Where the tanks are connected ivith a closed, locked still in which the unfin- 
ished brandy is redistilled, the valves controlling the flow of the unfinished 
brandy into and out of the tanks need not be equipped for lockiug with a Gov- 
ernment lock. By the term "closed, locked still" is meant a still having all 
openings by vhich access may be had to the brandy or singlings closed and 
secured with Government locks or sealed. 

(b) 8peciai equipment. — Where it is desired to reduce or scrub unfinished 
brandy before redistillation, there shall be permanently connected to the tank 
iu which the unfinished brandy is reduced or scrubbed the necessary air and 
water lines. Such air and water lines shall be equipped with check valves lo- 
cated near the point of eutry to the tank and the water lines shall be equipped 
ivith valves so arranged that they may be locked with Government locks: Pro- 
Di&ie&F, That if brandy is to be reduced during other than regularly assigned hours 
of supervision, the water lines shall not be equipped for locking but shall be 
equipped with metering or measuring devices by which the quaiitity of water 
added to a tank may be deterinined. If the distiller so desires, he may provide 
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mechanical agitators in lieu of air lines. The introduction of any materials or 
substances into the tanks during other than regularly assigned hours of supervi- 
sion must be accomplished by mechanical devices which effectively prevent the 
abstracting of brandy. Where the distiller desires to charge pot or kettle stills 
in the absence of the storekeeper-gauger, he must provide such measurin devices 
as may be necessary to determine the quantity of unfinished brandy withdrawn 
from the tanks. If the distiller desires to withdraw samples from the tanks, it 
will be necessary that he install sampling devices unless authority to withdraw 
the samples under supervision has been given pursuant to $ 221. 504. 

(K) Section 221. 127 is amended as follows: 

(1) By inserting in two places in the fourth sentence, which 
begins, "At distilleries where ', immediately after the words "twice 
a month to gauge", the words "or supervise the gauging of". 

(2) By changing the sixth sentence, which begins "Ea~ch receiv- 
ing tank", to read, "Each receiving tank shall be equipped with a 
suitable measuring device, such as an etched gauge glass, or other 
equally accurate gauge device whereby the actual contents will be 
correctly indicated. " 

(8) By inserting, immediately after the sixth sentence, the fol- 
lowing new sentence, "AVhere gauge glasses are used provision 
must be made to exhaust or Gush the glasses so they will accurately 
reffect the contents of the tanks. " 

(4) By inserting, immediately after the twelfth sentence, which 
begins, cPipelines connected", the following new sentence, "The 
inlet to each receiving tank shall be equipped with a valve located 
in close proximity to the receiving tank and so arranged that it 
may be locked with a Government lock. " 

(5) By inserting at the end of the section the following new 
sentence, "No receiving tank shall be used until it has been cali- 
brated, or in the case of existing tanks, recalibrated, and approved 
by an internal revenue officer, and a certificate, Form 244, has been 
attached thereto as provided in $ 221. 313 a. " 

(L) Section 221. 128 is amended by placing a period after the phrase 
"any of the tanks" in the first sentence and striking the remainder of 
the section. 

(M) By inserting a new section, reading as follows, immediately 
after $ 221, 129: 

$ 221. 129a OvrsmE Txzxs &Nn sTrLLs. — Tanks used as receptacles for brandy 
and stills which, pursuant to f 221. 70, are not located within a building, shall 
conform to the requirements of this section in addition to other applicable pro- 
visions of this part. The equipment shall be of substantial metal construction 
and shall be erected on a solid concrete base or foundation. The tanks and 
stills shall be completely enclosed by a fence extending to a height of at least 
ten feet above the ground, constructed of not less than No. 6 gauge, nor more 
than 2-inch mesh, expanded metal or woven wire, with at least three rows 
of barbed wire superimposed on the top thereof. The fence posts shall be 
made of iron or steel, embedded securely in a continuous concrete foundation 
which shall be at least twelve inches thick and extend not less than eighteen 
inches below the ground. A suitable gate in such fence shall be provided, which 
gate shall be of equal security and shall be equipped v ith a hasp and staple for 
the reception of a lock. pipelines to and from the equipment shall conform to 
the requirements of $ 221. 180. The assistant regional commissioner may require, 
in any case in which he deems necessarv, in addition to the installation of 
electric flood lights for lighting the enclosure as required by $ 221. 70, the main- 
tenance of watchman services, or other protective measures or devices. (68A 
Stat. 628; 26 U. S. C. 5178. ) 
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(N) Section 221. 251 is amended by inserting, immediately after the 
word "materials", in the headnote and in two places in the text the 
words ln pl'ocess 

(0) Section 221. 268 is amended by inserting, immediately after the 
word "materials" in the headnote and in the text, the words "in 
process". 

(P) Section 221. 202 is amended by inserting in paragraph (b), 
and the headnote thereto, the words "in process" immediately afte1 
the word "Inaterials". 

(Q) Section 221. 208 is amended by inserting in paragraph (b), 
and the headnote thereto, the words "in process" immediately after 
the word "materials". 

(R) Section 221. 800 is amended by inserting in paragraph (c), 
and the headnote thereto, the words "in process" immediately after~ 
the word "materials". 

(S) Section 221. 802 is amended by inserting in paragraph (b), and 
the headnote thereto, the words "in process" immedi~ately after the 
word "materials". 

(T) Section 221. 808 is amended by inserting in paragraph (b), and 
the headnote thereto, the words "in process" immecliately after the 
word "materials". 

(U) By inserting a new section, reading as follows, immediately 
after f 221. 818: 

Nl 
221. 818a APPRovAL oF RECEIvrve TANEs. — When the ofiicer who is required 

to examine the receiving tanks is satisfied that the same are properly con- 
structed, and that the gauge glasses or other gauge devices are accurate, he 
will so report to the assistant regional commissioner, in writing, and will 
securely attach to the receiving tank a certificate on Form 244. 

(V) Section 221. 853 is amended as follows: 

(1) By striking from the first sentence the phrase "Except as 
provided in $ 21. 871 the" and inserting in lieu thereof the word 
ttThen 

(2) By striking from the fourth sentence, which begins 
"Ordinarily, storekeeper-gaugers", the words "g~auging and". 

(8) By striking from the fifth sentence, which be~gins "At dis- 
tilleries", the phrase "gauge the brandy and supervise" and insert- 
ing in lieu thereof the phrase "gauge or supervise the gauging of 
the brandy and to supervise". 

(W) By inserting a new section, reading as follows immediately 
after $ 221. 354: 

$221. 854a DISTILLER's SCHEDULE OF OPERATIONS. — The distiller shall furnish 
the storekeeper-gauger a schedule of planned operation at his plant as earlv as 
such schedule can be prepared. At least one day's written notice must be "iven 
the storekeeper-gauger of any operation requiring supervision. This schedule 
shall show all activities which require the immediate supervision or attention 
of a storekeeper-gauger, such as, the kind and quantity of brandy to be received 
for redistillation, receiving room (or tank) operations, including the approxi- 
mate number of packages to be gauged either for taxpayment or for deposit 
(with notations as to any packages which it is intended to subsequentlv with- 
draw on the original gauge), as well as the anticipated removals by pipeline or 
by tank car or tank truck, and scheduled repairs which will involve the breaking 
or replacing of seals or the manipulation of Government locks. 
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(X. ) Section 221. N5 is amended as follows: 

(1) By changing the headnote to read, "Eeceipf of materia. " 
(2) By striking the first sentence and inserting in lieu thereof 

the following new sentences: 
The distiller Ivill maintain a record of all distilling materials received 

on the distillery premises, showing the date of receipt, the name of the 
person from whom received, and the kind and quantity of each material 
received. Where commercial invoices or bills of lading contain the required 
information, a separate record Ivill not be required. Such record, com- 
mercial invoices or bills of lading shall be kept available for inspection 
by internal revenue officers at all times during regular business hours. 

(3) By striking from the fourth sentence, which begins "The 
distilling material", the phrase ", as provided in 5 221. M, ". 

(Y) Section 221. 857 is amended to read as follows: 
fI 221. 857. REcoED oF MATEEIAI. S REGEIvED. — Where wine or distilling ma- 

terial is received in bond from a bonded wine cellar for distillation, the distiller 
will record the receipt thereof on Form 15 and will complete Form 708, prepared 
by the consignor, in accordance with the instructions on the form. Where wine, 
or brandy for redistillation, is received the alcoholic content thereof will also be 
entered on Form 15. (07A Stat. 087; 20 U. S. G. 5197. ) 

(Z) Section 221. 362 is amended as follows: 

(1) By inserting in the eighth sentence, which begins "The dis- 
tiller", immediately after the phrase "each lot of distilling mate- 
rial", the phrase "received in bond". 

(2) By striking from the ninth sentence, which begins "The 
kind, ", the phrase "material distilled" and inserting in lieu there- 
of the phrase "distilling material received in bond". 

(8) By striking the last sentence and inserting in lieu thereof 
the following new sentences: 
Where two or more types of distilling material are produced, or received, 
or processed in the same month, a separate page of part 1 of Form 15 shall 
be used to report each type of material. Each page shall bear a notation 
identifying the tvpe of distilling material reported thereon. 

(AA) Section 221. 871 is revoked. 
(BB) Section 221. 872 is revoked. 
(CC) Section 221. 878 is revoked. 
(DD) Section 221. 882 is amended by inserting in the second sen- 

tence, immediately after the phrase "until gauged by", the phrase 
", or under the supervision of, ". 

(EE) Section 221. 383 is revoked. 
(FF) Section 221. 884 is amended by striking the second and third 

sentences. 
(GG) Section 221. 427 is amended by striking the last sentence. 
(HH) Section 221. 487 is amended as fo]lows: 

(1) By changing the first sentence to read, "The distiller vill 
enter on his monthly return, Form 15, part 1, all removals of fusel 
oil. " 

(2) By changing the period at the end of the second sentence 
to a comma and adding the following, "including on the form the 
name and address of the consignee. " 
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(II) Section 221. 450 is amended by striking from the first sentence 
the phrase "$ ' ' 1. 454" and inserting in heu thereof the phrase "part 
2&2&5& of this title". 

( JJ) Section 221. 454 is revoked. 
(I&It) Section 221. 460 is amended by changing the first sentence 

to reacl, 'Brandy may be received at the clistilleiy for redistillation 
, 'ifter the distiller has given notice, in duplicate, to the assistant re- 
gion, 'll colnlnisslonel'. 

(LI ) Section 221. 461 is revoke&1. 
(1141) Section 2 &1. 462 is amencled to read as follows: 

)221. 402 AGTIGN BY AssisTNNT REGIONBL Coxi&iissioxsa. — l. pon receipt of a 
uotice of inteiit to receive brandy for redistillation, the assistant regional com- 
»fis. ioner Ivill note the penal sum of the distiller's bond o» both copies of the 
»otice, retain one copy and furnish one copy to tlie storekeeper-ganger at tlie 
distiller's premises. The assistant regional commissioner wul advise the store- 
l-eeper-gau er of any subsequent chan"e in the penal su»i ot the distiller's bond. 
(08A Stat. 034; 20 U. S. C. 5104) 

(XX) Section &2&1. 468 is amended as follows: 

(1) By striking the first and second sentences and inserting in 
lieu thereof the following new sentence, "'0 hen the distiller de- 
sires to receive brancly four reclistillation, he shajl prepare Forni 
266, properly modified for that purpose, covering the transfci 
of =uch spirits. " 

(2) By striking the third sentence, which begins "AVhere the 
consignor", and inserting in lieu thereof the following new 
scn tcilccs: 
Ivhere the eonsi nor distillerv or ivarehouse is located in tlie sanie iegion, 
au original and five copies of the Form 280 ivill be prepared and delivereil 
to the storekeeper-gauger. Au original and six copies of the form Ivill 
be prepared if the consignor distillery or warehouse is located in a different 
I'egloii. 

(6) By striking the fourth sentence, which begins "The store- 
keeper-gauger", abend inserting in lieu thereof the following neiv 
sclltcnce: 
lf the storekeeper-"'auger fi»ds that the penal sum of the distiller's bond 
is sufhcient to cover the redistiuation of the branclv described in the Form 
280, he Ivill execute his certificat on all copies of the forni and return all 
copies to the distiller. 

(4) By striking froni the last sentence the phrase "and one 
copy of the approved special application". 

(OO) Section 221. 466 is amencled as follows: 

(1) By inserting, immediately after the first sentence, the 
following new sentence: 
Brandy for redistillation shall be min"led with wine or fermented material, 
or transferred to the charger or sump, of introduced into tank in the distill- 
ing system only under the supervision of a storekeeper-gauger. 

(2) By striking the fourth sentence, which begins "AVhere such 
brandy". 

(PP) Section 221. 468 is aniended by stril. -ing the second sentence, 
which begins "4Vhere such brandy". 

(QQ) Section 221. 460 is amended to read as follows: 
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g 221. 469 Gxvoa or Ba&Nnv. — Upon receipt of application, Form 286, the 
distiller, when he desires to make shipment, will give a copy of Form 286 to 
the storekeeper-gauger and furnish a complete description of the brandy to be 
shipped. Where the brandy is removed by pipeline to a contiguous distillery, 
it may be gauged in weighing tanks either before removal or upon receipt: 
Provided, That where the brandy is removed to a contiguous distillery operated 
by the same distiller, or an afhliate or subsidiary of the distiller, it may be 
gauged by volume in accurately calibrated tanks on the premises of the trans- 
ferring distiller. The storekeeper-gauger will verify the distiller's gauge, as 
provided in $221. 541. The distiller will prepare his report of gauge on Form 
1520. An original and four copies will be prepared for intraregion shipments 
and an original and five copies for interregion shipments. The marking of 
containers will be made in accordance with l)221. 549 — 221. 556 insofar as appli- 
cable, and in addition to required transfer-in-bond markings for containers of 
brandy removed for redistillation there will be stenciled thereon the words, 
"For Redistillation": Provided, That where containers of spirits are removed 
to a contiguous distillery for prompt redistillation, the transfer-in-bond mark- 
ings and the words "For Redistillation" need not be placed on the containers. 
The distiller will note on all gauge reports covering removal of brandy for re- 
distillation the words, "For Redistillation". Forms 296 and 1520 will be dis- 
posed of in accordance with ) 221. 611 for intraregion transfers and $ 221. 619 
for interregion transfers. (68A Stat. 664; 26 U. S. C. 5194. ) 

(RR) Section 991. 470 is amended by changing the comma follow- 
ing the phrase " ' For Redistillation' " in the second sentence to a pe- 
riod and striking the remainder of the sentence. 

(SS) Section 221. 495 is amended as follows: 

(1) By striking from the end of the first sentence the phrase 
"shown in paragraphs (a), (b), and (c) of this section:" and 
inserting in lieu thereof "follows:". 

(2) By striking the phrase "three pints" where it appears in 
paragraphs (a) and (b) and inserting in lieu thereof the phrase 
"two quarts". 

(TT) Section 991. 504 is amended as follows: 

(1) By inserting immediately after the headnote a new sen- 
tence reading, "All samples of finished brandy must be taken 
under the supervision of the storekeeper-gauger. " 

(2) By striking from the first sentence the phrase "Samples 
of brandy may", and inserting in lieu thereof the phrase "Samples 
of unfinished brandy, includmg those from tanks, shall". 

(8) By changing the period at the end of the first sentence 
to a colon and adding the following: 
Provided, That where new equipment is being tested, the storekeeper- 
gauger may supervise the taking of samples of unfinished brandy: Pro- 
vided fiirther, That the assistant regional commissioner may, upon re- 
ceipt of written application by the distiller, authorize the storekeeper- 
gauger to regularly supervise the taking of samples of unfinished brandy 
from tanks. No application to regularly take samples of unfinished brandy 
from tanks under supervision, rather than by sampling devices, shall be 
approved unless it is shown by the distiller that such procedure would 
not be burdensome and that requests for supervision of such sampling 
would be made only at such time as the storekeeper-gauger is free from 
other supervisory duties. 

(4) By striking the second sentence, which begins "All 
samples, ". 

(5) By inserting in the third sentence, immediately after the 
phrase "taking of the samples", the phrase "(other than those 
taken by means of approved mechanical sampling devices)". 
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(~), Section 221 5O7 is amended by changing the first sentence 
to read, "The storekeeper-gauger shall keep on Form ]615, in (luad- 
ruplicate, a record of all taxable samples removed. " 

(VV) Section 221. 518 is amended by inserting, immediately fol- 
loiving the phrase "in tank cars", the phrase "or tank trucks". 

('0'3V) Section 221. 522 is amended by striking from the first sen- 
tence the phrase "gauge the same" and inserting in lieu thereof the 
phrase "gauge or supervise the gauging of same". 

(XX) Section 221. 523 is amended by striking from the last sen- 
tence the figures "221. 01" and inserting in lieu thereof the figures 
u 221. 78". 

(YY) Section 221. 529 is amended as follows: 

(1) By inserting in the fiirst sentence, imniediately after the 
plirase "assign an oflicer to gauge", the phrase "or supervise the 
gauging of". 

(2) By striking f'rom the last sentence the phrase "gauge the 
brandy", and inse~rting in lieu thereof "perform such duty". 

(ZZ) Section 221. 530 is amended by inserting in the second sen- 
tence, immediately after tlie phrase "storekeeper-gauger to gauge", the 
phrase "or supervise the gauging of". 

(A%A) Section 221. 5ZO is amended by striking from the last sen- 
tence the phrase "to be marked on the empty" and inserting in lieu 
thereof the phrase "of the". 

(BBB) Section 221. 538 is amended by inserting in the fiirst sen- 
tence, immediately following the phrase "the date of filling, and. ", the 
phrase ", except as provided in $ 221. 551a, ". 

(CCC) Section 221. 541 is amended as follows: 

(1) By inserting, immediately after the headnote the following 
new sentence: 
All brandy drawn from receiving tauks (a) for taxpayment and removal 
by pipeline or in tanl- cars or tank trucks, or (b) into packages which are 
to be taxpaid immediately on being filled or after a period of temporary 
storage in the brandy deposit room, or (c) into packages, tank cars, or tank 
trucks, which are to be withdrawn on the original gauge from anv internal 
revenue bonded warehouse, or (d) into tank cars or tank trucks for expor- 
tation, shall be carefully gauged by the storekeeper-gauger who will also 
record the details of the gauge and other required information on the report 
of gauge, Form 1520. 

(2) By striking the first sentence and inserting in lieu thereof 
the following new sentences: 
Brandy drawn from receiving tanks for all other purposes will be carefully 
gauged by the distiller, under the supervision of the storekeeper-gauger by 
weighing, except as provided by $ 221. 542, and proofing the brandy in ac- 
cordance with this subpart and the Gauging Manual (part 186 of this title) 
and the details thereof will be entered by the distiller on the report of 
gauge, Form 1520. The total number of barrels shown on Form 1520 to 
have been filled shall be verified. 

(8) By inserting immediately after the first sentence the fol- 
lowing new sentence: 
The storekeeper-gauger shall in every instance verify the proof (before and 
after reduction) of the brandy in the receiving tank and determine, either 
by weight or by volume, the contents of each receiving tank before and after 
any brandy is withdrawn therefrom. Where brandy is gauged by the dis- 
tiller for removal in tank cars, tank trucks, or by pipeline, the storekeeper- 
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gauger shall personally verify the net weight or wine gallons, proof, and 
tax gallons and enter his name and title on all copies of the Form 1520. 

(4) By inserting in the second sentence immediately after the 
word "Entries", the words "on Form 1MO". 

(5) By changing the third sentence to read, "The proof of dis- 
tillation of the brandy gauged shall be noted on the Form 1MO 
in every instance. " 

(6) By striking from the fourth sentence, which begins "The 
proof of u the word "being" and inserting in lieu thereof the phrase 
'the brandy is". 

(7) By striking from the seventh sentence, which begins 
"Where the proof", the phrase "this title (Gauging Manual)" 
and inserting in lieu thereof the phrase "the Gauging Manual". 

(8) By striking from the ninth sentence, which begins "In 
any such case", the phrase "shall make notation on Form 1MO 
that the spirits were reduced to a whole degree of proof or, if 
they were not so adjusted, the fractional degree of proof at which 
withdrawn. " and inserting in lieu thereof the phrase "shall show 
on Form 1520 the whole or fractional degree of proof at which 
the brandy is withdrawn. " 

(9) By striking from the last sentence the phrase "for ship- 
ment". 

(DDD) By inserting two new sections reading as follows, imme- 
diately after I3 221. 541: 

$ 221. 541a SToREKEEPER"GAUGER To CHEGK DISTILLER s GAUGE. — In every in- 
stance where the removal gauge of brandy is performed and reported by the 
distiller, the storekeeper-gauger shall compare his determination of the total 
quantity withdrawn from the receiving tank with the total quantity reported 
as withdrawn by the distiller and where the brandy is drawn into packages 
the storekeeper-gauger shall also, from time to time, verify the tares, proofs, 
gross weights, and tax gallonages as determined by the distiller. Where the 
storekeper-gauger finds, as the result of his sampling of a gauge made by the 
distiller, or upon comparing his gage of a receiving tank with the total reported 
withdrawn by the distiller, significant discrepancies in the distiller's entry 
record, or the marks and brands required to be placed on any container, the 
distiller shall make such corrections of the gauge, the entry record, and the 
marks and brands as may be required by the storekeeper-gauger to insure that 
the gauge, the entry record, and the marks and brands are correct. (68A 
Stat. 688, 680; 26 U. S. C. 5102, 5108, 5212. ) 

f 221. 541b ENTRY FQR SUBsEQUENT WITHDRAw~ oN ORIOTNBL GAUGE. — Where 
the distiller desires to draw brandy from receiving tanks for entry into an 
internal revenue bonded warehouse and subsequent withdrawal on the original 
gauge, he shall notify the storekeeper-gauger of such intention in writing in 
order that the gauge and report of such brandy may be made by the storekeeper- 
gauger. The notice, which shall be prepared on the distiller's letterhead, and be 
signed by the distiller or a designated attorney-in-fact, shall contain the follow- 
ing information: 

(a) A statement that the brandy identified therein is to be entered for 
deposit and subsequent withdrawal on the original gauge; 

(b) The re "istry number and location of the warehouse in which the 
brandy is to be entered; 

(c) The kind of brandy; 
(d) The proof of distillation; 
(e) The kind of cooperage, or, if not to be pael-aged, the means of re- 

moval; and 
(f) The approximate quantity to be removed. 

The storekeeper-gauger will note on all copies of Form 1520 covering the 
gauge of such brandy, "Withdraw on original gauge. " The notice will be 
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securely attached to the copy of the Forn& 15'&0 retained by the storekeeper- 
gauger at the distillery. (OSA Stat. OOO, OM, 600, 647; 26 U. S. C. 5100, 
5104, 5&212, 52)5) 

(KEE) Section 221. 542 is amended as follows: 
(1) By stril-ing from the first sentence the phrase "to a bonded 

warehouse" and insertin & i» lieu thereof the phrase "to an internal 
revenue bonded warehouse". 

(2) By inserting in the proviso in the fir. -t sentence, immedi- 
ately after the phrase "for use in wine procluction", the phrase 
", ancl brandy transferred by pipeline to an internal revei&ue 
bonded warehouse or distillery operated by the distiller, or an 
;dhliate or subsidiary of the distiller, on contiguous premises, ". 

(8) By striking from the second se~ntence the word "storekeeper- 
gauger" and insel ting in lieu thereof "distiller". 

(I'FF) Section 221. 544 is amende&l to read as follows: 
) 221. 544 Foa Svoax&'E lx l R. &xDY DEPosIT Roou. — When brandy to be tem- 

porarily stored in the brandy deposit roo&u is gauged, the storekeeper-gau er 
or distiller (as provided iu q& 221. 541) will prepare a report thereof' on I&omn 
1520, iu triplicate. The storel-eel&cr-gauger will forward one copy of the form 
to the assistaut rcgioual co&mnissiouer ou the same day the brandy is gauged, 
deliver or return oue col&y to the distiller, and retain the reu&aining copy as a 
permanent record iubis ofhce. 

(GGG) Section 221. 5-17 is amended by striking the phrase "the 
storel. -eeper-gauger will prepare and dispose of" and inserting, imme- 
diately after the phrase "the reports of gauge, Form 1520, " the phrase 
"will be prepared and disposed of&'. 

(HHH) Section 221. 540 is anlended to read as follows: 
q~2 1. 540 GExERm. — Any cask or package which contains or has on its in- 

terior or exterior auy substauce that will prevent the correct ascertainment of 
tare shall not be used. The tare or weight of empty packages will be determined 
immediately prior to filling by the person responsible for the gauge: Pro@i&lcd, 
That the tare of a number of packages may be ascertained and marked thereon 
before any are filled but not exceeding the number which are to be filled the 
same day or the following day. If tbe packages are uot to be filled until the 
following day, they must be locked in the receiving or brandy deposit room after 
being weighed. Whenever there is a change in the specifications as to capacity 
and weight of cooperage, the distiller shall give notice to the storekeeper-gauger. 
All pacl-ages of brandy, when filled, shall be further marked and branded as 
provided by this subpart, and where such packages are tax paid, the prescribed 
stamps will be affixed thereto and cancelled in tbe manner prescribed in $22&1. 56&. 
(OSA Stat, 688& 684, 680; 26 U. S. C. 5108, 5104, o212) 

(III) Section 221. 550 is amended as follows: 

(1) By striking the first sentence of para«raph (a) and insert- 
ing in lieu thereof the following new sentences: 
There shall be marked on the head of each package the name of the distiller 
or the person in whose name the brandy was produced, the registry number 
of the distillery, the city or town and State in which the distillery is located, 
the kind of cooperage, the serial uumber of the package, the kind of brandv, 
the date of filling, the proof at which distilled, and, except as provided in 

NI 221. 551a, the original proof gallons, tbe original proof and tare determined 
at the time of filling. If packages are taxpaid in the distillery, the date of 
taxpayment and serial number of the wholesale liquor dealer stamp shall 
also be marked upon the head of each package. 

(2) By striking from the third sentence of paragraph (d), 
which begins "The proof", the phrase "proof gallons, tare and 
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withdrawal data" and inserting in lieu thereof the phrase "proof 
gallons, and. tare (where used), and withdrawal data". 

(JJJ) By inserting the following new section immediately after 
$ 221. 551: 

g 221. 551a OPTIQNAL MARKING. — The markings on packages and barrels with 
respect to proof, proof gallons and tare which are required and illustrated in 
$$ 221. 588, 221. 550 and 221. 551 may, at the option of the distiller, be omitted from 
the package or barrel if such package or barrel is filled to capacity and if there 
is shown in lieu of such markings the rated capacity, in gallons, of the package or 
barrel as prescribed by the manufacturing specifications. Where used, the rated 
capacity shall be in letters and figures not less than one-half inch in height and 
may be shown as "RC — G. " (68k. Stat. 688; 26 U. S. C. 5198. ) 

(KKK) By inserting a new section reading as follows, immediately 
preceding $ 221. 556: 

$ 221. 555a PRoDUGT IDENTIFIcATIoN. — The distiller shall be responsible for cor- 
rectly identifying brandy at the time of its gauge for removal from receiving tanks 
and for the accuracy of prescribed marks and brands. (64 Stat. 688, 684; 26 
U. S. C. 5198, 5194) 

(LLL) Section 221. 557 is amended by striking from the last sen- 
tence the phrase "except the instruments for proofing the brandy". 

(MMM) Section 221. 558 is amended as follows: 

(1) By changing the first sentence to read, "The storekeeper- 
gauger shall balance the scales before the weighi'ng of packages, 
either empty or filled, is commenced, and will frequently test the 
accuracy of such scales by means of test weights provided in ac- 
cordance with $ 221. 118. " 

(2) By striking the second sentence. 

(NNN) Section 221. 559 is amended as follows: 

(1) By ins'erting, immediately after the headnote, a new sen- 
tence, reading, "The proof of brandy shall be determined in ac- 
cordance with the instructions set forth in the Gauging Manual 
(part 186 of this title) . " 

(2) By changing the first sentence to read, "The storekeeper- 
gauger shall determine, or verify, as the case may be, the proof 
of all brandy gauged. " 

(8) By striking the second sentence, which begins, "The store- 
keeper-gauger will". 

(OOO) Section 221. 560 is revoked. 
(PPP) Section 221. 589 is amended as follows: 

(1) By changing the first sentence to read: 
Where the distiller operates an internal revenue bonded warehouse on the 
distillery premises and brandy produced at the distillery is to be entered 
for deposit in such warehouse, the brandy, shall, as authorized by 5 221515, 
be drawn into approved containers, gauged, marked, and branded, and 
then immediately deposited in such warehouse, or, in the case of pipeline 
transfers, gauged and deposited in the warehouse tanks in the manner 
provided in $ 221. 542. 

(2) By striking from the second sentence the word "imme- 
diate" 

(8) By inserting in the fourth sentence, immediately after the 
phrase "The storekeeper-gauger", the phrase "or distiller, as 
required by $ 221. 541, ". 
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(4) By changing the last senteiice to reacl, "On completion ot 
the form, the clistiller ivill execute his entry of the brandy for 
deposit. " 

(QQQ) Section 221. 508 is amended as follows: 

(1) By striking the third sentence, ivhich begins "The store- 
keeper-gauger". 

(2) By striking from the last sentence the ivord "direct". 
(RRR) By inserting a new section, reacling as follows, in»nediate]y 

after $ 221. 506: 
) 221. 590a FGRMs 236 ORIGINATING AT CONsIGNOR PREMIsEs. — Where brandy is 

to be transferred to and entered for deposit in an internal revenue bonded iv;irc- 
house operated by the distiller, or an affiliate or subsidiary of the distiller, in the 
same region and the receiving warehouse has on file a boiid in the maximmn 
penal sum of $200, 000, the consignee wareliouseman may designate an agent 
or employee of the consignor distiller as au attorney-in-fact to execute Form 230 
for the consignee warehouseman. The consignee ivarehouseman shall file letter 
application with the assistant regional coiumissioner for permission to establish 
such procedur, together with power of attorney on Foi'm 1534, in triplicate, 
executed as provided in $ 221. 173, authorizing an individual at the consignor 
premises to execute Form 230 for the consignee warehouseman. If the assistant 
regional commissioner approves the application, he shall so notify the applicant 
and furnish the storekeeper-gaugers at tlie consignor preniises a copy of the ap- 
proved Form 1534 on which he has noted the fact that tlie cousignee warehou. e 
has on file a bond in the maximum penal sum. The assistant regional commis- 
sioner will advise the storekeeper-gauger of any subsequent ch" n e in the penal 
sum of the consignee's bond. The designated attornev-in-fact may thereafter 
execute Forms 236 covering transfers to the designated warehouse in the manner 
provided in $ 221. 505 and the storekeeper-gauger at the distillery may approve 
such Forms 230. 

(SSS) Section 221. 508 is amended as follows: 

(1) By striking from the third sentence, which begins, "The 
details of", the word "storekeeper-gauger" ancl inserting in lieu 
thereof the word "distiller". 

(2) By inserting in the last sentence, immecliately after the 
phrase, "the storekeeper-gauger", the phrase "or distiller, as 
required by $ 221. 173, ". 

(TTT) Section 221. 606 is ainended by striking the phrase "Upon 
receiving an order to gauge brandy to be" and inse~rting in lieu thereof 
the phrase "When brandy is to be". 

(UUU) Section 221. 607 is aniended as follows: 

(1) By striking froin the first sentence the phrase "in the 
immediate presence" and inserting in lieu thereof the phrase 
"under the supervision". 

(2) By striking the second and third sentences. 
(3) By changing the fourth sentence, which begins "The of- 

hcer", to read, "The level of the brandy above or below the full 
mark for each compartment, and the temperature of the brandy 
at filling will be entered on Form 1520; for example: 'Filled 2 
inches above full mark at 80 degrees F'. " 

(4) By inserting, immediately after the fourth sentence, a 
new sentence, reading, "The storekeeper-gauger will seal the tank 
car or tank truck as soon as it is filled and will note on Form 286 
the serial numbers of the seals used. " 

(5) Hy striking the last sentence. 
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(VVV) By inserting a new section, reading as follows, immediately 
after $ 221. 613: 

$ 221. 618a FoRM's 286 ORIGINATING AT CONGIGNOR PREMIGEs. — Where brandy 
is to be transferred to and entered for deposit in an internal revenue bonded 
warehouse operated by the distiller, or an afliliate or subsidiary of the distiller, 
located in a dif'ferent region and the receiving warehouse has on file a bond in 
the maximum penal sum of $200, 000, the consignee warehouseman may designate 
an agent or employee of the consignor distiller as an attorney-in-fact to execute 
Form 286 for the consignee warehouseman. The consignee warehouseman shall 
file letter application with the assistant regional commissioner for permission to 
establish such procedure, together with power of attorney on Form 1534, in 
quadruplicate, executed as provided in $ 221. 178, authorizing an individual at the 
consignor premises to execute Form 286 for the consignee warehouseman. If 
the assistant regional commissioner approves the application, he shall so notify 
the applicant and furnish the assistant regional commissioner of the region in 
which the consignor distillery is located tive copies of the approved Form 1534 
on which he has noted the fact that the consignee warehouse has on file a bond in 
the maximum penal sum. The assistant regional commissioner for the consignee 
premises will advise the assistant regional commissioner for the consignor 
premises of any subsequent change in the penal sum of the consignee's bond. 
The assistant regional commissioner of the consignor premises shall furnish one 
copy of the approved Form 1584 to the storekeeper-gauger at the consignor 
premises. The designated attorney-in-fact may thereafter execute Forms 286 
covering transfers to the designated warehouse in the inanner provided in 
$ 221. 612 and the storekeeper-gauger in charge at the distillery may approve 
such Forms 286. 

(WWW) Section 221. 615 is amended as follows: 
(1) By striking from the third sentence, which begins "The 

details", the phrase "by the storekeeper-gauger". 
(2) By striking from the last sentence the word "storekeeper- 

gauger" and inserting in lieu thereof the word "distiller". 
(XXX) Section 221. 622 is amended as follows: 

(1) By striking from the second sentence, which begins "Where 
no", the phrase "to gauge and release" and inserting in lieu 
thereof the phrase "to supervise the gauging of and to release". 

(2) By striking from the fifth sentence, which begins "The 
storekeeper-gauger", the word "storekeeper-gauger" aud inserting 
in lieu thereof the word "distiller". 

(3) By inserting, immediately after the fifth sentence, a new 
sentence, reading, "The distiller vill deliver the forms to the 
storekeeper-gauger. " 

(YYY) Section 221. 626 is amended by striking from the last sen- 
tence the word "storekeeper-gauger" and insertin~ in lieu thereof the 
word "distiller". 

(ZZZ) Section 221. 632 is amended as follows: 
(1) By inserting in the first sentence, immediately after the 

phrase "in tank cars" the phrase "or tank trucks, ". 
(2) By striking from the first sentence the phrase "with the 

assistant regional commissioner". 
(3) By inserting in the last sentence, immediately after the 

phrase "The tank ears" the phrase "or tank trucks". 
(AAAA) Section 221. 666 is amended by inserting, immediately 

after the phrase "and storekeeper-gaugers' " the phrase "and dis" 
tillers' ". 
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(BBBB) Section 221. 667 is amended by inserting in the first sen- 
tence, iminediately following "Form 15, ", the phrase "part 6, ". 

(CCCC) Section 221. 716 is amended by striking from the last 
sentence tlie word "storekeeper-gauger's". 

(%DD) Section 221. 727 is aniencled by changing the first sentence 
to read, "The outgoing distiller will complete his r~ecoi'd, Form 15, as 
to the t~ransfer to thc successor of materials in process, a. nd as to pIro- 
cluction and removal from the clistillery of all brancly produced by 
li nil. 

(EEEE) Section 221. 728 is amended as follows: 

(1) By striking from the first sentence tlie phr;i, e "materials, 
including those in process, receivecl" and inserting in lieu thereof 
the phrase "niaterials in process received". 

(2) By inserting in the last sentence, iinniediately after the 
words "Ii materials", the words "in process". 

(FFFF) Section 221. 748 is amended by inserting in the first sen- 
tence, immediately after the phrase 'all materials", the phrase "in 
pi'ocpss' . 

(GGGG) Section 221. 771 is anlended by inserting, immecliately 
after the phrase "the storekeeper-gaugers'", the phi'~ase "and dis- 
tillers' ". 

(HHHH) Section 221. 772 is amencled by inserting, immediately 
following "Forin 15, ", the plii ase ", part 3, ". 

(IIII) By insertin~g a, new section, reading as follows, immediately 
after $ 221. 778: 

$ 221. 776a OpERATIxo REcoRDs. — Every proprietor of a fruit distillery who 
has distillates from two or more types of inaterials in process at the same time 
shall maintain such operating records in support of Form 15 as Ivill permit the 
brandy to be traced through the various processes from the initial process of 
distillation to the deposit of the finished brandy in the receiving tanks. Such 
operating records shall show, hy kind, proof, and proof gallons, the deposits in 
singliugs and unfinished brandy tanks, charges to the various stills for redistilla- 
tion, redeposits in unfinished brandy tanks, and other moveinents of the bramlv. 
The operating records required by this section shall be kept available for inspec- 
tion by internal revenue officers for not less than three years. (68K Stat. 687; 
26 V. S. C. 5197) 

(JJJJ) Section 221. 781 is amended by inserting a comma immedi- 
ately after the phrase "Form 15" in the second sentence of subpara- 
graph (a) (3) and by striking the comma following the phrase "Forms 
52 — A and 52 — B" in the same sentence. 

(KKKK) Section 221. 701 is amended by striking the phrase "Xo 
mash, " and inserting in lieu thereof the phrase "Except as may be 
authorized in connection with the conduct of another business ap- 
proved under the provisions of $ 221. 61, no mash, ". 

PwR. 6. 26 CFPi, (1954) part 225, Warehousing of Distilled Spirits, 
is amended as follows: 

(A) Section 225. 117 is amended by inserting in the fifth sentence, 
immediately after the phrase "in a concrete foundation", the phrase 
"at least twelve inches thick and". 

(B) Section 225. 261 is amended by striking from the first sentence 
the word "duplicate" and inserting in lieu thereof the word 
"triplicate". 

(C) Section 225. 262 is amended by striking the word "duplicate" 
where it appears in the first and second sentences and inserting in 
lieu thereof the word "triplicate". 
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(D) Section 225. 816 is amended by striking from the first sen- 
tence the word "and" and inserting in lieu thereof a comma and by 
inserting at the end of the sentence the phrase "and one copy to the 
storekeeper-gauger in charge at the warehouse. " 

(E) By inserting, immediately after $ 225. 855, the following new 
section: 

$ 225. 855a ExczPTIGN FoR WINoows. — Notwithstanding the provisions of 
$ 225. 355, assistant regional commissioners may, pursuant to letter application, 
authorize warehouse windows to be left open at night or on non-work days for 
necessary ventilation if, in the opinion of the assistant regional commissioner, 
the watchman service and lighting of the premises are adequate and other 
conditions are such that the open windows will not jeopardize the revenue. 

(F) Section 225. 878 is amended by striking from the first sentence 
the word "immediate". 

(6) Section 225. 876 is amended by striking from the last sentence 
the phrases "or spirits intended for exportation in tank cars, " and "or 
'For Exportation, ' ". 

(H) Section 225. 877 is amended by striking the period at the end 
of the section and inserting in lieu thereof a colon and the following 
proviso: 
Promded, That spirits of 190 degrees or more of proof, produced during different 
distilling seasons and years which are otherwise homogeneous may be mingled 
in storage tanks but such spirits may not be bottled in bond. 

(I) Section 225. 407 is amended by striking from the fifth sentence, 
which begins "The tare", the phrase "and will be marked on the 
package". 

( J) Section 225. 400 is amended by striking from the first sentence 
the words "the original proof gallons, the original proof and tare de- 
termined at time of filling, the date of original entry of the spirits for 
deposit, and the warehouse number and State in which located, " and 
inserting in lieu thereof the words "the date of original entry of the 
spirits for deposit, the warehouse number and State in which located 
and except as provided in $ 225. 409a, the original proof gallons, the 
original proof and tare determined at the time of filling. " 

(K) By inserting the following new section immediately after 
$ 225. 409: 

$ 225. 409a OPTIoNAL MARKING. — The markings on barrels with respect to proof 
gallons, proof and tare which are required or illustrated in f$ 225. 409, 225. 413, 
225. 417, 225. 475, 225. 611 may, at the option of the warehousemen, be omitted 
from the barrel if such barrel if filled to capacity and if there is shown in lieu 
of such markings the rated capacity, in gallons, of the barrel as prescribed by 
the manufacturing spccidcations. Where used, the rated capacity shall be in 
letters and figures not less than one-half inch in height and may be shown as 
"RC — G. " (68A Stat. 688; 26 U. S. C. 5198. ) 

(L) Section 225. 412 is amended to read as follows: 
$ 225. 412 DETERMINING DATE OF ORIGINAL ENTRY. — Where distilled spirits are 

deposited in a warehouse storage tank on different dates, each lot so deposited 
and mingled shall retain its date of original entry for the purpose of determining 
the period of storage in bond and withdrawals shall be considered to be made on 
a Qrst-in first-out basis. 

(M) Section 225. 424 is amended by adding at the end thereof the 
following new sentence: 
Where distilled spirits are deposited and mingled in a warehouse storage tank as 
provided in $ 225. 877, each lot so deposited shall retain its date of original entry 
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for the purpose of determining the period of storage in bond and withdrawals 
shall be considered to be made on a first-in first-out ba. sis. 

(N) Section 225. 565 is amended to read as follows: 
) 225. 565 WITHDRAwAL ON ORIGINAL GAUGE. — Distilled sPirits in Pac'kages, 

tank ears, and tank trucks filled from internal revenue bonded warehouse 
storage tanks may be withdraivn from an internal revenue bonded warehouse 
on the original gauge. Except as provided in f 225. 491, distilled spirits in pack- 
ages, tank cars, or tank trucks, filled at a distillery may be withdrawn from an 
internal revenue bonded warehouse on tlie original gauge only if the entry gauge 
was made by a storekeeper-gauger. Where the gauge was made pursuant to 
notification from the distiller that the spirits would be withdrawn on the original 
gauge, and the deposit forms for such spirits bear the nota. tion "Withdrawn on 
the original gauge, " the spirits must be withdrawn on the original gauge unless 
permission for a regauge is first obtained from the assistant regional commis- 
sioner. 

(0) Section 225. 584 is amended to read as follows: 
) 225. 584 ADDITIoN OF BURNT SUGAR OR CARAMEL. — Where brandy is found 

to be unmerchantable owing to a deficiency in color, a small quantity of burnt 
sugar or caramel may be added to the brandy, either in packages or in the bulk 
gauging tank, after the brandy has been regauged for taxpayment and prior to 
the affixing of the wholesale liquor dealer's stamps to the packages or removal 
of the brandy from the bulk gauging tank. Burnt sugar or caramel may not be 
so added to any spirits other than brandy. The burnt sugar or caramel added 
to brandy shall not contain any substantial quantity of sugar which has not 
been caramelized, or possess any material sweetening properties. When the 
warehouseinan desires to add burnt sugar or caramel to brandy he must file 
application in duplicate with the storekeeper-gauger in charge, showing the 
serial numbers of the packages or identifying the gauge tank, the name of 
the producing distillery, and the necessity for the addition of the burnt sugar or 
caramel to the brandy. If the application is in order the storekeeper-gauger 
in charge will approve the application and permit the addition, under his super- 
vision, of the burnt sugar or caramel. The original copy of the approved ap- 
plication will be retained by the storekeeper-gauger and the duplicate returned 
to the applicant. Packages containing brandy to which burnt sugar or caramel 
has been added, in addition to all other marks and brands required by this part, 
shall be branded with the letters "B. S. A. " A similar notation shall be made 
oa the regauge form covering brandy to which caramel has been added in the 
bulk regauging tank. (68A Stat. 607, 689; 26 U. S. C. 5025, 5212) 

(P) Section 225. 632 is amended by striking from the ninth sentence, 
which begins "After the packages", the phrase "kind of cooperage, ". 

(Q) By inserting, immediately following $225. 784, the following 
»ew section: 

$225. 784a FURMS 286 ORIGIN$TING xT CQNsIGNoR PREIIIszs. — Where spirits 
are to be transferred in bond to an internal revenue bonded warehouse operated 
by the warehouseman, or an affiliate or subsidiary of the warehouseman, in the 
same region and the receiving warehouse has on file a bond in the maximum 
penal sum of $200, 000, the consignee warehouseman may designate an agent or 
employee of the consignor warehouseman as an attorney-in-fact to execute Form 
286 for the consignee warehouseman. The consignee warehouseman shall file 
letter application with the assistant regional commissioner for permission to 
establish such procedure, together with power of attorney on Form 1584, in 
triplicate, executed as provided in $ 225. 168, authorizing an individual at the 
consignor premises to execute Form 286 for the consignee warehouseman. If 
the assistant regional commissioner approves the application, he shall so notify 
the applicant and furnish the storekeeper-gauger in charge at the consignor 
premises a copy of the approved Form 1584 on which he has noted the fact 
ihat the consignee warehouse has on file a bond in the maximum penal sum. The 
assistant regional commissioner will advise the storekeeper-gauger of any sub- 
sequent change in the penal sum of the consignee's bond. The designated 
at&orney-in-fact may thereafter execute Forms 286 covering transfers to the 
designated warehouse in the manner provided in $ 225. 788 and the storekeeper- 
gauger in charge at the consignor warehouse may approve such Forms 286. 

39/4740 SS 5I 
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(P~) Section 225. 785 is amended by inserting, immediately after the 
fifth sentence, which begins "The storekeeper-gauger", the following 
new sentence, "If the deposit forms for any of the packages included 
on the Forms 2M and 1619 bear the notation 'Taxpay on original 
gauge' the storekeeper-gauger shall identify such packages on the 
Form 1619 by a similar notation. " 

(S) Section 225, 742 is amended by inserting in the first sentence, 
immediately after the phrase "for use in the preparation of wine, ", the 
phrase "or to transport spirits for exportation, ". 

(T) By inserting, immediately after $ 225. 753, the following new 
section: 

$225. 758a FoRMs 286 ORIGINATING kT CoNsIGNoR PREMIBE8. — Where spirits 
are to be transferred in bond to an internal revenue bonded warehouse operated 
by the warehouseman, or an afhliate or subsidiary of the warehouseman, lo- 
cated in a different region and the receiving warehouse has on file a bond in 
the maximum penal sum of $200, 000, the consignee warehouseman may designate 
an agent or emplovee of the consignor warehouseman as an attorney-in-fact 
to execute Form 286 for the consignee warehouseman. The consignee ware- 
houseman shall file letter application with the assistant regional commissioner 
for permission to establish such procedure, together with power of attorney on 
Form 1584, in quadruplicate, executed as provided in $225. 168, authorizing 
an individual at the consignor premises to execute Form 286 for the consignee 
warehouseman. If the assistant regional commissioner approves the appli- 
cation, he shall so notify the applicant and furnish the assistant regional com- 
missioner of the region in which the consignor warehouse is located two 
copies of the approved Form 1584 on which he has noted the fact that the 
consignee warehouse has on file a bond in the maximum penal sum. The assist- 
ant regional commissioner for the consignee premises will advise the assistant 
regional commissioner for the consignor premises of any subsequent change 
in the penal sum of the consig»ee's bond. The assistant regional commissioner 
of the consignor premises shall furnish one copy of the approved Form 1584 
to the storekeeper-gauger at the consignor premises. The designated attorney- 
in-fact may thereafter execute Forms 286 covering transfers to the designated 
warehouse in the I»armer provided in f 225. 752 and the storekeeper-gauger in 
charge at the consignor warehouse may approve such Forms 286. 

(U) Section 225. 770 is amended by striking from the third sen- 
tence, which begins "Spirits for redistillation", the phrase "an ap- 
proved application" and inserting in lieu thereof the phrase "Form 
286". 

(V) Section 225. 771 is amended as follows: 

(1) By striking from the first sentence the phrase "and the 
copy of the special application authorizing the removal, ". 

(2) By striking the second sentence. 
(3) By striking from the third sentence the word "He" and 

inserting in lieu thereof' the words "The storekeeper-gauger". 
(4) By changing the period at the end of the tenth sentence 

to a colon and adding the following: 
Provided, That where containers of spirits are removed to a distillery o» 
the same or contiguous premises for prompt redistillation, the transfer- 
in-bond markings and the words "For Hedistillation" need not be placed 
on the containers. 

(5) By striking from the eleventh sentence, which begins "The 
storekeeper-gauger will note", the comma in the phrase "'Foi' 
Hedistillation, ' " and inserting in lieu thereof a period and strik- 
ing the remainder of the sentence. 

(6) By striking the last sentence. 
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(AV) Section 225. 781 is amended by changing item (e) to read, 
"in tank cars or tank trucks filled at the distillery or from warehouse 
storage tanks;". 

(X) Section 225. 701 is amencled by striking the phrase "need not 
be accompanied by an export bond" and inserting in lieu thereof. the 
phrase "will be submitted to the storekeeper-gauger in charge". 

(Y) Section 225. 707 is amended as follows: 

(1) By changing the headnote to read "APPRovAL or BONO ANO 
APPLiOArioN Bv ASSISTANT REGIONAL COMMISSIONER. 

(2) By inserting in the last sentence, immediately after the 
phrase "the assista~nt regional commissioner shall" the phrase 
", except where the application is submitted to the storekeeper- 
gauger in charge, ". 

(Z) By inserting, immediately following 5225. 707, a new section 
reading as follows: 

$225. 797a APPRovAL oF APPLIcATION BY SroREKEEPER-GAUGER. — Where the 
oivner of the spirits has on file with the assistant regional commissioner a con- 
tinuing bond on Form 657 or Form 658 and, pursuant to $ 225. 791, the appli- 
cation is submitted to the storekeeper-gauger in charge, that ofiicer shall, if 
the owner and proprietor of the warehouse have complied with the law and 
this part and the application is complete in all respects, execute the permit for 
removal and transportation of the spirits on all copies of Form 206. (68A Stat. 
647; 26 U. S. C. 5247. ) 

(AA) Section 225. 798 is amended by striking from the first sentence 
the phrase "Upon receipt by the storekeeper-gauger of Form 206 with 
the permit executed by the assistant regional commissioner, " and in- 
serting in lieu thereof the phrase "Upon notification by the store- 
keeper-gauger that the permit to export has been executed, ". 

(BB) Section 225. 817 is amended by striking from the last sentence 
the phrase "the application need not be accompanied by a bond if the 
applicant has on file with the assistant regional commissioner an ap- 
proved continuing bond (Form 657 or 658) in a sufhcient penal sum. " 
and inserting in lieu thereof the phrase "when an approved continuing 
bond (Form 657 or 658), in a sufficient penal sum, if on file in the 
assistant regional commissioner's office, applications covering expor- 
tations thereunder will be submitted to the storekeeper-gauger in 
charge. " 

(CC) Section 225. 818 is amended as follows: 

(1) By changing the headnote to read "APPRovAI. oz BONn ANn 

APPLICATION BY ASSISTANT REGIONAL COMMISSIONER. 

(2) By striking the second sentence, which begins "In cases 
where". 

(3) By inserting in the last sentence, immediately after the 
phrase "the assistant regional commissioner shall, ", the phrase 
"except where the application is submitted to the storekeeper- 
gauger, ". 

(DD) By inserting, immediately after $ 225. 818, the following new 
section: 

) 225. 818a. APPRovAL oF APPLIGATIQN BY STQREKEEPER-GAUGER. — Where the 
owner of the spirits has on file with the assistant regional commissioner a con- 
tinuing bond on Form 657 or Form 658 and, pursuant to $ 225. 817, the appli- 
cation is submitted to the storekeeper-gauger in charge, that officer shall, if the 
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owner and the proprietor of the warehouse have complied with the law and this 
part and the application is complete in all respects, execute the permit for 
removal and transportation of the spirits on all copies of I&'orm 206. (68a Stat. 
647; 26 U. S. C. 5247) 

(EE) Section 225. 819 is amended by striking from the first sen- 
tence the phrase "Upon receipt of Form 206, approved by the assistant 

regional commissioner, " and inserting in lieu thereof the phrase "Upon 
approval of Form 206, ". 

(I& F) By inserting~, immediately after $ 225. 888, the following new 
section: 

$ 225. 888a STCREKEEPER-GAUGER s AccoUNT WITH KXPCRT BoNDs, FDRMs 657 
&ND 658. — The storekeeper-gauger in charge of a warehouse having on tile an 
approved continuing export bond on I&'orm 657 or 6o8 will keep an account on 
Form 1688 of such bond in the manner prescribed by $ 225. 888. The assistant 
regional commisisoner will, upon approving a bond on Form 657 or 658, furnish 
the storekeeper-gauger a Form 1688 on which all information in the heading 
has been inserted and will, from time to time as circumstances indicate, advise 
the storekeeper-gauger of credits which may be made in the account. (68A Stat. 
647; 26 U. S. C. 5247) 

(66) Section 225. 843 is amended as follows: 

(1) By inserting, immediately after the phrase "in any internal 
revenue", the word "bonded". 

(2) By inserting, immediately after the phrase "to tank cars", 
the phrase "or tank trucks". 

(HII) Section 225. 844 is amended as follows: 

(1) By striking from the first sentence the phrase "pursuant to 
the above provisions of law, " and inserting in lieu thereof the 
phrase "or tank trucks, ". 

(2) By inserting in the second sentence immediately after the 
phrase "The tank cars", the phrase "or tank trucks". 

(3) By inserting in two places in the third sentence, immedi- 
ately after the words "tank car", the words "or tank truck". 

(4) By inserting at the end of the section a new sentence read- 
ing, "The use of tank trucks for exportation of distilled spirits 
shall be subject to the applicable provisions of $$ 225. 740 — 225. 748. " 

(II) Section 225. 845 is amended as follows: 

(1) By striking from the first sentence the phrase "assistant 
regional commissioner with whom export withdrawal entries are 
filed" and inserting in lieu thereof the phrase "storekeeper-gaugers 
in charge of premises from which such spirits are withdrawn". 

(2) By striking from the last sentence the phrase "in type- 
written Form on oScial letterheads. " and inserting in lieu thereof 
the phrase "on Form 2177. " 

(3) By adding at the end of the section the following new 
sentence: 
Form 2177 may also be isued for distilled spirits removed to a foreign-trade 
zone, in which case the number and location of the foreign-trade zone will 
be shown on the form in lieu of the name of the foreign country. 

(JJ) Section 225. 862 is amended by changing the last sentence to 
read as follows: 
Insofar as applicable the procedure prescribed in $$ 22O. 817 to 225. 819 relating 
to the transfer and withdrawal of spirits bottled in bond for exportation, is 
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hereby extended to cover the transfer and withdrawal of bottled spirits free 
of tax for use as supplies on vessels or aircraft, except that where the spirits 
are for use on aircraft, application on Form 206 shall be executed in quintupli- 
cate and shall show the name of the airline operating the aircraft and the name 
and location of the airport from which the aircraft will depart in international 
travel, and one copy of the Form 206 shall be marked "Consignee's copy". 

(KK) Section 225. 864 is amended as follows: 

(1) By inserting in the first sentence, immediately following 
the words "with the collector of customs", the words "and, in the 
case of spirits withdrawn for use on aircraft, must forward or 
deliver the copy of Form 206, prepared and marked for the con- 
signee in accordance with the provisions of $ 225. 862, to the airline 
coInpany at the airport". 

(2) By inserting in the list of sectional references in the second 
sentence, in its proper numerical sequence, a reference to section 
"225. 865a. " 

(LL) Section 225. 865 is amended as follows: 

(1) By inserting at the end of the headnote the words "on 
ve88el8". 

(2) By striking from the first sentence, wherever they appear, 
the phrases "or aircraft" and "or supplies for aircraft". 

(MM) By inserting, immediately after $ 225. 865, the following two 
new sections: 

$225. 8%a DIsTILLED SPIRITs FoR USE As SUPPLIES oN AIRGRAFT. — All dis- 
tilled spirits withdrawn for use as supplies on aircraft will be consigned to 
the airline at the airport from which the aircraft will depart in international 
travel, in care of the collector of customs. Upon receipt of the distilled spirits 
they will be stored at the airport under customs custody until laden as supplies 
on aircraft. When an airline desires to withdraw distilled spirits from its stock 
being held at the airport under customs custody, as supplies for a particular 
aircraft, a requisition in triplicate will be prepared for presentation to the 
customs offlcer. The requisition shall show the flight number, the registry num- 
ber of the aircraft on which the distilled spirits are to be laden, the date of 
departure of the aircraft, and the brand, kind, and quantity of distilled spirits. 
Where the distilled spirits are contained in kits which have been previously pre- 
pared while the distilled spirits are under customs custody, the kit number 
will also be shown on the requisition. Where the kits are not prepared and 
the distilled spirits are withdrawn for direct lading on aircraft, the requisitions 
shall be serially numbered in lieu of the insertion of the kit number. When the 
distilled spirits are withdrawn and laden aboard the aircraft, the lading will be 
verified by the customs officer by an appropriate stamp or notation on the 
requisition. One copy of the requisition will be retained by the customs ofiicer 
who certifies to the lading for attachment to the outgoing manifest. The other 
two copies will be delivered to the airline which will retain both copies until 
the return of the fiight. In case any distilled spirits are removed from the 
aircraft upon its return, appropriate notation will be made on both copies of 
the requisition retained by the airline and one copy will be delivered to the 
customs oificer for attachment to the incoming manifest. The reInaining copy 
will be retained by the airline. 

5226. 865b CERTIFIcATE oF UsE FoR DIsTILLED SPIRITs USED As SUPPLIEs oN 
AIRORAFT. — When all of the distilled spirits represented by any Form 206 have 
been withdrawn from customs custody, and laden and used as supplies on 
aircraft, the airline will prepare a certificate of use on which are itemized all 
requisitions for such distilled spirits. The certificate shall show the name of the 
exporter, the entry number, the brand and kind of spirits, and the number of 
bottles to be accounted for; and, as to each requisition, the requisition (or kit) 
number, the date laden, the registry number of the aircraft, the country for 
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Ivhich the aircraft was cleared, and the number of bottles used. The certificate 
shall be in substantially the following form: 
Name of Exporter 
Entry No. 
Brand and kind of spirits 
No. of bottles to be accounted for 

Number of requisition (or kit 
number) Date laden 

Registry 
number of 

aircraft 
Cleared for 
(country) 

Number of 
bottles 
used ~ 

~ The number of bottles shown in this column will represent the difference between the number with- 
drawn for supplies and the number returned unused ss shown by the requisition. 

CERTIFICATE OF USE 

I hereby certify that the above described distilled spirits were withdrawn from 
stock in customs custody and were laden for use as supplies on aircraft as set 
forth and that the records of the aircraft show such distilled spirits were used 
outside the continental limits of the United States as supplies on aircraft oper- 
ated by this company in international travel. 

(Airline company) 

(Capacity) 
When the form has been completed as to all distilled spirits laden and used as 
supplies, the certificate of use will be executed by the authorized representative 
of the airline. The form will be presented to the customs officer at the airport 
who, upon verification with the requisitions previously verified, will certify the 
form by appropriate notation and execute his certificate of inspection and lading 
on Form 206, noting thereon exceptions, if any, such as shortages, breakage, etc. 
The customs ofilcer will forIvard both copies of Form 206, with the certificate of 
use attached to the original, to the collector of customs, who will execute his 
certificate on Form 206 and forward the original, with the certificate of use 
attached, to the assistant regional commissioner who approved it. 

(NN) Section 225. 866 is amended by inserting at the end thereof a 
iiew sentence reading, "In the case of spirits laden on aircraft, credit 
will be given at the time the spirits are accounted for in conformity 
with the requirements of $ 225. 865b. " 

(OO) Section 225. 877 is amended as follows: 

(1) By striking the word "The" at the beginning of the fourth 
sentence and inserting in lieu thereof the following: "Except 
where an approved continuing bond on Form 1618, in a su]]icient 
penal sum, is on file in the assistant regional commissioner's 
oSce, the". 

(2) By inserting at the end of the section the following new 
sentence: "Where an approved continuing bond on Form 1618 is 
on file in the assistant regional commissioner's once, the appli- 
cation shall be submitted to the storekeeper-gauger in charge for 
approval. " 

(PP) By inserting, immediately after $ 225. 878, the following new 
section: 

]) 225. 878a STOEE+EEPEE-GAUGEE's AccoUNT WITH CQNTINUING BoND, FGEM 
1618. — The storekeeper-gauger in charge of a warehouse having on file an ap- 
proved continuing bond on Form 1618 covering transfers of liquors to customs 
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manufacturing bonded warehouses &vill keep an account on Form 1687 of such 
bond in the manner prescribed by ii 

'»', 
&. 878. The assistant regional commis- 

sioner will, upon approvin ~ a bond on Forln 1618, furnish the storekeeper-gauger 
a Form 1687 on which all information in the he:&&ling has been inserted and 
will, from time to time as circumstances indicate, advise the storekeeper-g;luger 
of credits which may be made in the account. (68A Stat. 604, 670; 26 U. S. C. 
5611, 5522. ) 

(QQ) By inserting, iminediately after $ 995. 955 the following new 
section: 

$ 225. 056 BQTTLING A PART oF A LGT FoR ExPoRTATIoN. — A lval'chousenlan nlay 
bottle for expoltation a part of a lot of spirits du&up& 6 for domesiic bottling in 
bond. The application on Form 1, &15, as required by &i' 225. 05&I:&nd 22, &. 0&&S, shall 
be modified to show that the spirits are to be withdl awn tor bottling in bon&1 for 
domestic purposes and for exportation and the quantity of spirits intended for 
exportation shall be indicated. Upon completion of bottling the storekeeper- 
gauger will enter the details of the cases on Form 15&1, & sholving, as a separate 
entry, the serial numbers of those cases of spirits intended for &&xportation and 
the proof of the spirits contained therein. The procedure prescribed in 
)&'l 225. 950 — 225. 05o shall be observed insofar as:lpplicable. 

(PP&) Section 925. 960 is amended by inserting, immediately after 
the fifth sentence, which begins, "Adjusting the proof»& a new sentence 
reading, "When a part of a lot of spirits dumped for domestic bottling- 
in-bond is to be bottled for exportation, as provided in $ 225. 95C&, such 
quantity may be further reduced in proof and filtered if necessary. " 

(SS) Section 925. 971 is amended by changing the period at the end 
of the second sentence, which begins, "If the spirits", to a colon and 
adding the following: 
Provided, That where a lot of spirits is deposited in more than one bottling tank, 
or a part of a lot is transferred to another tanl. -, Form 1515 will be attached to one 
of the tanks and will be marked to show the serial nun&hers of the other tanks in 
which the spirits were deposited. Such other tanks will be marked to show the 
serial number of the Form 1515 pursuant to which the contents thereof were with- 
drawn for bottling. The quantity deposited in each bottling tank shall be entered 
on Form 1515. 

(TT) Section 995. 979 is amended as follows: 

(1) By inserting, immediately after the second sentence, which 
begins, "Prior to", the following two new sentences: 

Where, as provided in ) 225. 0&&6, a part of a lot of spirits is to be bottled for 
exportation, the quantity to be so bottled may be deposited in a selrarate 
bottling tank. In such case, the proof and quantity in each tanl- &vill be 
enter'ed on Form 1515. 

(2) By changing the period at the end of the third sentence to 
a colon and adding tile following: 

Provided, That when the remaining part of a lot of spirits is to be bottled for 
exportation, as provided in $ 225, 956, the inlet of the bottling tank may be 
opened prior to completion of bottling to permit the addition of pure water 
for reduction in proof of those spirits intended for exportation. 

(UU) Section 995. 975 is amended by inserting, immediately after 
the first sentence, the following new sentence: 
Where a lot of spirits is bottled in part for domestic purposes and in part for 
exportation, as provided in &i 225. 056, the total loss or gain for the combined oi&er- 

ation shall be entered on Form 1515. 

(VV) Section oo5. 1000 is amended as' follows: 

(1) By striking from the first sentence the phrase "the assistant 
regional commissioner of the region in which the work is to be per- 
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formed. " and inserting in lieu thereof the phrase "the storekeeper- 
gauger in charge of the warehouse. " 

(2) By striking from the fourth sentence, which begins "Ware- 
housemen and" the words "Warehousemen and assistant regional 
cominissioners will bear in mind that the' and inserting in lieu 
thereof the word "The". 

(WW) Section 225. 1061 is amended to read as follows: 
$225. 1061 ExxMiiv&TzoN oF SrzRrrs. — Upon receipt of such application, the 

storekeeper-gauger in charge at the warehouse will examine the condition of 
the spirits and verify the data contained in the application. 

(XX) Section 225. 1062 is amended as follows: 

(1) By striking from the first, second, and third sentences the 
words "assistant regional commissioner" and inserting in lieu 
thereof the word "storekeeper-gauger". 

(2) By striking from the first sentence the word "recon- 
ditioning". 

(8) By striking from the third sentence the words "Director, 
Alcohol and Tobacco Tax Dixision, " and inserting in lieu thereof 
the words "assistant regional commissioner". 

(4) By inserting at the end of the section the following new 
sentence: 
The storekeeper-gauger will make a full report of his inspection, and of 
the action taken on the application, to the assistant regional commissioner. 

(YY) Section 225. 1065 is amended by striking the last sentence. 
(ZZ) Section 225. 1103 is amended as follows: 

(1) By striking the last sentence and inserting in lieu thereof 
the following new sentences: 
Where two or more lots of spirits are deposited in the same storage tank, 
withdrawals shall be charged in red against the deposit entry (Form 1520) 
on a first-in first-out basis and when a quantity equivalent to that covered 
by such deposit entry has been withdrawn or otherwise accounted for the 
form shall be noted accordingly and shall then be removed to an inactive 
file. When a storage tank is emptied the storekeeper-gauger shall note on 
the last deposit entry the date the tank was emptied. 

(2) By changing the citation of authority following the section 
to read "(68A Stat. 644; 26 U. S. C. 5241) . " 

(AAA) Section 225. 1126 is amended by striking from the sixth sen- 
tence, which begins "The proprietor shall", the phrase "part 2 of Form 
52C, in duplicate, " and inserting in lieu thereof the phrase "Form MC 
(ori~ginal ) ". 

(BBB) Section 225. 1140 is amended as follows: 
(1) By striking from the first sentence the word "triplicate" 

and inserting in lieu thereof the word "duplicate". 
(2) By striking from the last sentence the words "and one 

copy 
(6) By striking from the last sentence the word "remaining" 

and inserting in lieu thereof the word "duplicate". 
(CCC) Section 225. 1141 is revoked. 
Because it is necessary to provide regulations which will enable dis- 

tilleries to operate with less supervision by Government oflicers, it is 
hereby found impracticable to issue this Treasury decision subject to 
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the efFective date limitations of section 4(c) of the Administrative 
Procedure Act (60 Stat. 288; 5 U. S. C. 1008 (c) ). Accordingly, this 
Treasury Decision shall be efFective on the date of publication in the 
Federal Register, except that the provisions of part 220 (sections 258, 
280, 282, 288, 290, 292, 298, 867, 879, 485, 451, 662, 712, 718, 728 and 
756) and of part 221 (sections 254, 268, 292, 298, 800, 802, 808, 855, 
857, 862, 884, 427, 487, 466, 667, 728, 748 and 772) as they relate to the 
keeping of I+cords and rendering of returns on Forms 1598 and 15 
shall be efFective on the first day of the first month which begins not 
less than 80 days following the date of publication in the Federal 
Register. 

(This Treasury Decision is issued under the authority contained in 
section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917; 26 
U. S. C. 7805). ) 

RUSSELL C. HARRINGTON) 
Commu8sioner. 

Approved: December 28, 1955. 
H. CHAPMAN ROSE, 

Acting Secretary of tAe Treasury. 
(Published in the Federal Register January 10, 19M) 

26 CFR 220. 489: Disposition of samples. 

For clarification of the permissible and prohibited uses and disposi- 
tion of samples of distilled spirits withdrawn from distilleries, internal 
revenue bonded warehouses and bonded wine cellars, see Rev. Proc. 
56 — 19, page 1048. 

26 CFR 221. 60: Restrictions. 

The conduct of business other than the production of alcoholic bev- 
erages on distillery premises. See T. D. 6159, page 758. 

26 CFR 225. 117: Storage tanks outside ware- 
house building. 

Construction of permanent tanks outside warehouse buildings for 
the storage of distilled spirits. See T. D. 6159, page 758. 

Rev. Rul. 56 — 97 26 CFR 225. 584: Limitation on number, size, 
and use of samples of distilled spirits 
other than brandy or wine spirits. 

Section 225. 584 of the Regulations relating to the Warehousing of 
Distilled Spirits makes provision for the taking of samples, by the 
proprietor of an internal revenue bonded warehouse, from tank cars 
or tank trucks of distilled spirits received in bond. No specific provi- 
sion is made for the taking of samples from tank cars and tank trucks 
of distilled spirits removed for shipment in bond. IIeld, the taking of 
samples from tank cars and tank trucks of distilled spirits removed 
for shipment in bond is analogous to the taking of samples from tank 
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cars and tank trucks received in bond, and is permitted within the 
limitations as to number, size, and use, specified in section 225. 584 of 
the regulations. 

26 CFR 225. 860: General. 

Tax-free withdrawal of distilled spirits from internal revenue 
bonded warehouses as supplies for fishing vessels. See T. D. 6180, 
page 708. 

26 CFR 240. 690: Withdrawal free of tax. 

Tax-free withdrawal of wine from bonded wine cellars as supplies 
for fishing vessels. See T. D. 6180, page 758. 

26 CFR 245. 290: General. 

Tax-free withdrawal of beer from breweries as supplies for fishing 
vessels. See T. D. 6180, page 753. 

26 CFR 252. 8: Supplies upon certain vessels and 
aircraft. 

T. D. 6181 ' 

TITLE 26 — INTERNAL REVENUE, 1994. — CHAPTER I, ST:BCIIAPTKR E, PART 292. — 
DRAWBACK ON LIQUORS EXPORTED 

Part 252 of Title 20 of the Code of Federal Regulations amended 
in regard to (I) supplies on vessels employed in the fisheries to con- 
form with Custoins regulations, and (2) the exportation of taxpaid 
beer. 

DEPART:vIENT OI THE TREASURY) 
OFFICE OF COMAI ISSIONER OF I NTERNAL REVENT K 

~ 

ll'a8hi ngton 85, D. C. 
To Opere and Ernployeee o j the Interna/ Eeeenne 8ereice and Other8 

Concerned: 
On July 28, 1955, a notice of proposed rulemaking with respect to 

the amendment of the above-entitled regulations was published in the 
Federal Register (20 FR 5400) to conform such regulations with the 
Bureau of Customs regulations as amended by Treasury Decision 
58935 (20 FR 8329) to define the types of vessels employed in the 
fisheries which are entitled to withdraw distilled spirits, wines, and 
beer for use as supplies on such vessels, pursuant to section 809(a) of 
the Tarifi" Act of 1980 (19 U. S. C. 1809(a) ). 

No data, views, or arguments were received within the period of 80 
days from the date of such publication. 

The amendments of 26 CFR Part 252 as set forth below are hereby 
adopted: 

PARAGRAPH 1. Section 252. 8 is amended by inserting immediately 
following the word 'fisheries" in paragraphs (b) and (e), the phrase: 
"as provided in $ 252. '3a". 

PAR. 2. Immediately following $ 252, 8, the following new section 
is a, dded: 

i 21 F. R. 3929. 
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q& 252. 8a Vzsszns KMer. oxzn iN rHE Yisiizaizs. — Distilled spirits, wines, and 
beer may be shipped and laden ivith benefit of ilr;iivl&ack on fishing vessels under 
the provisions of paragraphs (b) aml (e) of $ 252. 8 only for use on vessels of 
the United St'ites documented to eng'age in the fisheries and foreign fishing ves- 
sels of 5 net tons or over if the Collector of Custonis is satisfied 1&y reason of the 
quantity requested, in the light of (1) whether the vessel is employed in sub- 
stantially continuous fishing activities, and (2) the vessel's coinplement, that 
none of the withdrawn;irticles is intended to be removed from the vessel in, 
or otherwise returned to, the United States. Such shipment and lading shall be 
couditioned upon compliance with the applicable provisions of this part. I. ading 
of such articles for use on such vessels shall be subject to a»»rovnl by the Col- 
lector of Customs of a special written application, in du»licate, on Customs 
Form 5125, of the exporter and designation by the applicant in part 1 of the 
notice Form 1582, 1, &82 — A or 1. &8" — B, as the case may be, that the articles are 
to be laden for use as supplies on a vessel employed in the fisheries. The orig- 
inal application on Customs Form 5125, after approval, shall be stamped with 
the withdrawal number (entry number on Form 1582, 1582 — A or 1582 — B) and 
date thereof and shall be returned bv the Collector of Customs to the exporter 
for use as prescribed below. Approval of each such application shall be sub- 
ject to the condition that the original shall be presented thereafter by the 
exporter or the vessel's master to the Collector of Customs within 24 hours 
(excludin any period durin ~ which the customhouse is not open for general 
customs business) after each subsequent arrival of the vessel at a customs port 
or station and that an accountin shall be made at the time of such preseiitation 
of the disposition of the articles until the Collector of Customs is satisfied 
that all of them have been consumed on board, or landed under customs super- 
vision, and takes up the authorization. The approval of Customs Form 5125 
shall be subject to the further condition that any such withdrawn articles 
remaining on board while the vessel is in port shall be safeguarded in the man- 
ner and to such extent as the collector for the port or place of arrival shall 
deem necessary. When such articles have been accounted for to the satisfaction 
of the Collector of Customs, he shall so certify on the completed Customs Form 
, &1';& taken up from the exporter or the vessel's master and forward the form 
to the Assistant Regional Commissioner for the region in which the claim for 
drawback is required to be filed. In the event of a failure on the part of the 
exporter or the master of the vessel to comply with the conditions of the ap- 
plication or upon receipt of evidence that the articles were not lawfully used 
as supplies on the vessel, the Collector of Customs will advise the Assistant 
Regional Commissioner for the region in which the claim for drawback is 
required to be filed of all the facts in the case for determination as to ivhether 
to make demand upon the principal and the surety on the bond in accordance 
with the provisions of $ 252. 125, or to disallow the claim, as the case may be. 

PAIL 3. Section 252. 41 is amended to read as follows: 
$252. 41 GENEa~. — Whenever, as to any shipment, a certificate of foreign 

landing, as provided by $ 252. 114, is required by the assistant regional com- 
missioner on an affidavit as to lading and intended use is required under the 
provisions of $ 252. 115, or an accounting of the spirits or wines is required as 
provided in $ 252. 8a, and the exporter desires drawback on the shipment of 
distilled spirits or wines under the provisions of this subpart prior to submission 
of such certificate or affidavit to the Assistant Regional Commissioner, or 
accounting for the distilled spirits or wines as provided in I) 252. 8a, he shall file 
bond in accordance with the provisions of this subpart. 

PAR. 4. Section 252. 48 is amended by striking the period at the end 
thereof and adding the following: "or, in the case of withdrawals for 
supplies on vessels employed in the fisheries, until the original of 
Customs Form 5125, bearing final certification by the Collector of 
Customs as to proper accounting of the spirits or wines is submitted 
as required in 

NI 
252. 8a. " 

PAR. 5. The second sentence of $ 252. 45, which begins "The liability 
under", is amended by striking the comma at the end of the phrase 
"lading for use on vessels, " and inserting the following: "(or, in the 
case of spirits or wines laden for use on vessels employed in the fish- 
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eries, the original of Customs Form 5125 bearing final certification by 
the Collector of Customs as to proper accounting of such articles), ". 

PAR. 6. The second sentence of ) 252. 48, which begins "Credit will 
be given", is amended by striking the comina at the end of the phrase 
"supplies on vessels, " and inserting the following: "(or, in the case of 
spirits or wines laden for use on vessels employed in the fisheries, 
original of Custoins Form 5125 bearing final certification by the col- 
lector of customs as to proper accounting for such articles), ". 

PAR. 7. Section 252. 115 is amended to read as follows: 
Ij 2O2. 116 EvIDENGE oF USE As SUPPLIEB oN VEssELs. — If the spirits or wines 

were laden on board a vessel for use as ship's supplies, there must be submitted 
promptly to the Assistant Regional Commissioner with whom the claim is tiled, a 
statement of the master or other oflicer of the vessel on which the articles were 
laden, having knowledge of the facts, showing that the spirits or wines have 
been laden and will be used on board the vessel, and that no portion thereof has 
been or will be landed in the United States or any of its possessions: Provided, 
That such statement will not be required, in the case of any shipment, when the 
distilled spirits or wines are laslen on vessels of war or, in cases other than 
supplies on vessels employed in the fisheries, where the amount of tax on the 
distilled spirits or wines does not exceed, '$100. Such statement shall be signed 
by the master or other oflicer having knowledge of the facts and immediately 
above the signature there will appear the following statement: "I declare under 
the penalties of perjury that this statement has been examined by me and to 
the best of my knowledge and belief is true and correct. " In the case of vessels 
employed in the fisheries, compliance with the provisions of ri 252. ga is required. 

PAR. 8. Section 252. 110 is amended as follows: 
(A) By inserting, immediately following "for use on vessels, ", the 

following: "compliance with $ 252. 3a, "; and 
(B) By striking the period at the end of the section and adding: 

", and, where required under the provisions of $ 2M. 3a, accounting for 
such spirits or wines shall be eccomplished within such time as the 
collector of customs shall consider reasonable. " 

PAR. 9. The first sentence of $ 252. 121 is amended as follows: 
(A) By inserting, immediately following "vessels or aircraft, '-', the 

following: "or an accounting of the spirits or wines, "; and 
(B) By inserting, immediately following "provisions of this sub- 

part, ", the following: "or $ 252. 8a, ". 
PAR. 10. Section 252. 122 is amended as follows: 
(A) By inserting in the first sentence, immediately following "sup- 

plies on vessels, ", the following: "or to account for the distilled spirits 
or wines where required by $ 252. 8a, "; and 

(B) By inserting in the third sentence, which begins "The applica- 
tion shall", immediately following "for use as supplies", the following: 
"(or accounting for the spirits or wines) ". 

PAR. 11. Section 252. 124 is amended to read as follows: 
g 262. 124 APPRDYAL oF BELIEF APPLIcATIoN. — lf the Assistant Regional Com- 

missioner is satisQed from the evidence presented that the spirits or wines were 
duly exported from the United States and were landed at the designated foreign 
port or, for a good and sufiicient reason, at some other port outside the juris- 
diction of the United States, or were lade~ as supplies on vessels or were, in the 
case of spirits or wines laden as supplies on vessels employed in the fisheries, 
consumed or lost at sea and not relanded in the United States, its territories 
or possessions, and that the failure of the applicant to furnish the prescribed 
evidence of landing, or lading for use as supplies on vessels, or to account for 
the spirits or wines when required by f 252. ga, was not occasioned by any lack 
of diligence on his part or that of his agents, and, in the case of supplies on 
vessels employed in the fisheries, the master of the vi seel, and that the applicant 
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is unable to produce any other or better evidence than that submitted with the application, he will indorse his approval on the oppncation, and enter proper credit in the account kept with the drawback bond or allow the claim, as the case 
may be. 

PAR. 12. The first sentence of $ 252. 125 is amended as follows: 
(A) By inserting, immediately following "for use as supplies, ", 

the following: "or the spirits or wines are not accounted for, "; and 
(B) By striking the comma at the end of the phrase "as required 

in this subpart, " and inserting: "or II 252. 3a, ". 
PAR. 13. Section 252. 151 is amended to read as follows: 
)252. 151 AIITHORizKD WITHDRAwAI, s. — TaxPaid beer, brewed or Produced in 

the United States, may be withdrawn by the owner of the beer from a brewery 
or any other place of storage for exportation or for use as supplies on vessels or aircraft. Claim for drawback of taxes found to have been paid may be 
filed only by the producing brewer or his duly authorized agent. 

PAR. 14. Section 252. 152 is amended as follows: 
(A) By striking, in the first sentence, the words: "Entry No. —, " 

and, "and the port of exportation"; and 
(B) By striking the second sentence which begins: "The entry 

number assigned". 
PAII. 15. The undesignated center heading preceding $ 252. 1N and 

$ 252. 153 are amended to read as follows: 

CLAIM REQUIRED 

$252. 158 BEER EZPoRTED, DEPosITKD IN FOREIGN-TRADE ZDNEs, oR UsED As 
Sul'PIIEs oN VEssELs oR AIRCRAFT. — Claim for allowance of drawback of internal 
revenue taxes on beer brewed or produced in the United States shall be prepared 
on Form 1582 — B as required in this subpart. 

PAR. 16. The undesignated center heading preceding $252. 154 
and $ 2M. 154 are amended to read as follows: 

EXECUTION OF CLAIM 

I 252. 154 WITHDRAwAI. s oF BEER, RY BRrwER FROM BRKwKRY. — When taxPaid 
beer is removed from a brewery for exportation, for lading as supplies on vessels 
or aircraft, or for deposit in a foreign-trade zone, the brewer will execute part 1 
and part 8 of Form 1582 — B, in triplicate. Each Form 1582 — B shall be given a 
serial number beginning with "1" for the first day of January of each year and 
running consecutively thereafter to December 81, inclusive. Upon removal of 
the beer for shipment the brewer will immediately File one copy of Form 1582 — B 
with the Assistant Regional Commissioner of the region in which the producing 
brewery is located, and: 

(a) Immediately forward the original and one copy of Ii'orm 1582 — B to 
the Collector of Customs at the port of export; or, 

!b) In the case of shipments to the Armed Services of the United States 
for export, immediately forward the original and one copy of Form 1582-B 
to the commanding or supply officer to whom the shipment is consigned; or, 

(c) In the case of shipments to a foreign-trade zone, immediately forward 
the original and one copy of Form 1582 — B to the customs offieer in charge 
of the foreign-trade zone. 

Where the brewer operates more than one brewery in different regions, the brewer 
will file the copy of Form 1582 — B on which the claim for drawback is executed 
with the Assistant Regional Commissioner of the region in which the principal 
ofFice of the brewery is located. 

PAR. 17. Immediately following $ 252. 154, a new $ 252. 154a is added, 
which reads as follows: 

) 252. 154a RKMGVALs oF BEER DY AGENT oN BEHALF oF BRKwKR. — Where 
proper power of attorney authorizing an agent to execute a claim on behalf of 
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the breiver has be& a fiileil on Form 1564 ivith the assistant regional commissioner, 
such agent m;iy reiiiove taxpaid beer from the brewery where produced or from 
its place of storage elsewhere, and execute part 1 and part 8 of Form 1582 — B on 
behalf of the brewer. Each I"orm 1582 — B shall be given a serial number begin- 
ning with "1" for the first day of January of each year and running consecutively 
thereafter to December 31, inclusive. Such agent will prepare and dispose of 
Form 1582 — B in accordance with the applicable procedure set forth in ]] 252. 154. 

PAR. 18. Section 252. 155 is amended to read as follows: 

]] 252. 155 REMOVALS OF BEER RY FERsoNS OTHER THAN THE BREwER OR His 
ASENr. — Where there is a removal of taxpaid beer by a person other than the 
brewer or the agent of the brewer for export, or for supplies on vessels or aircraft, 
or for deposit in a foreign-trade zone, such person shall execute part 1 of Form 
1582 — B, in triplicate. Where the exportation consists of the products of more 
than one brewer, a separate Form 1582 — B must be prepared for the products of 
each brewer. Each Form 1582 — B shall be given a serial number begiuning with 
"1" for the first day of January of each year and running consecutively thereafter 
to December 81, inclusive. Information called for shall be furnished in accord- 
ance with the instructions on the form or issued in respect thereto. Upon re- 
moval of the beer for shipment such person will immediately forward one copv of 
Form 1582 — B to the producing brewer, and: 

(a) Immediately forward the original and one copy of Form 1582 — B to 
the Collector of Customs at the port of export; or, 

(b) In the case of shipments to the Armed Services of the United States 
for export, immediately forward the original and one copy of Form 1582 — B 
to the commanding or supply officer to whom the shipment is consigned; or, 

(c) In the ease of shipments to a foreign-trade zone, immediately forward 
the original and one copy of Form 1582 — B to the customs officer in charge of 
the foreign-trade zone. 

Upon receipt of the copy of Form 1582 — B from the exporter, the brewer will, if 
he wishes to claim drawback on the beer covered thereby, execute the claim for 
drawback on part 8 of the form and file the claim with the Assistant Re ional 
Commissioner of his region. Where the claim is not filed with the Assistant 
Regional Commissioner within six months after the date shown in the certificate 
of removal in part 1 of the form, the applicable provisions of $$ 2o2. 166 to 252. 160, 
relating to evidence of exportation or lading for use on vessels and aircraft shall 
apply 

PAR. 19, Section 252. 157 is amended to read as follows: 
$ 252. 157 DrREcT DELIvERY FoR CUsToM8 INsPEGTION; BILL OF LADING. — If the 

premises from which the shipment is made are located at the port of exportation, 
the beer shall be delivered directly for customs inspection and supervision of 
lading, arid a copy of the export bill of lading shall be promptly forwarded to the 
Assistant Regional Commissioner of the region in which the claim for drawback 
is filed: provided„That an export bill of lading will not be required, (a) iu the 
case of shipments to the Armed Services, where the shipment will be delivered to 
the coinmanding officer or supply officer to whom consigned, or (b) in the ease of 
shipment for lading for use as supplies ou vessels or aircraft. 

PAR. 20. Section 252. 158 is amended to read as follows: 
$ 2o2. 158 EXPORTATION BY VEssEL. — If the premises from which the ship- 

uient is made are located elsewhere than at the port of exportation, the beer shall 
be delivered either directly for custonis inspection and supervision of lading. or 
to a carrier for transportation to the port of exportation and a copy of the export 
bill of lading shall be promptly forwarded to the Assistant Regional Commis- 
sioner of the region in which the claim for drawback is filed, 

PAR. 21, Section 252. 150 is amended by striking from the third 
sentence the words "brewer or his agent" and inserting in lieu thereof 
the word "exporter". 

PAN. 22. Section 252. 162 is amended by striking from the third sen- 
tence the word "one" and inserting in lieu thereof the words "the 
origin;il". 
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PAR. 93. Section oM. 165 is amended to read as follows: 
I& 

2;)". 165 KVIDENcE GF LADING FOR UsK QN Vrssri. s oR AIRGRAFT. — When beer 
has been laden on board a vessel or aircraft for use as ship's supplies or supplies 
for aircraft, there must be submitted promptly to the Assistant Regional Commis- 
sioner a statement of the master oi' other officer of the vessel or aircraft on Ivhich 
the articles were laden, having knowledge of the facts, showing that the beer has 
been laden and will be used as supplies on board the vessel or aircraft, and that 
no portion thereof has been or. will be unladen in the United States or any of 
its territories or possessions; Prorl&r«'/, That such statenient will not be required, 
in the case of any shipment, when the beer has been laden on vessels of war, 
or, in cases other th;in supplies on vessels employed in the fisheries, where the 
amount of tax on the beer does not exceed $200 and in such case certification 
by the custonis officer of inspection and i&ding t'or use Ivill be considered evidence 
of lading or use. Such statement shall be signed by the master or other officer 
having 1-nowledge of the fuels an&1 immediately above the signature there ivill 
appear the following statement: "I declare under the penalties of perjury that 
this statement has been exaniined by me and to the best of my knowledge and 
belief is true and correct. " In the case of vessels, employed in the fisheries, 
compliance with the provisions of &j 252. 8a is required. 

Paragraphs 18 to 22, inclusive, of this Treasury Decision (identical 
to the amendments published in the Federal Register for March O7, 
1956 (21 F. R. 1858)) are efFective May 1, 1956. The purpose of 
paragraphs 1 to 12, inclusive, and paragraphs 98 of this Treasury 
Decision is to conform the applicable provisions of o6 CFR Part 9M 
with Treasury Decision 53935, which amended Customs regulations 
to define the type of vessels engaged in the fisheries which are entitled 
to withdraw distilled spirits, wines, and beer for use as supplies. It is 
necessary that the regulations in 26 CFR Part 959 conform with the 
amended Customs regulations as early as possible. Inasmuch as 
Treasury Decision 58985 became e8ective November 5, 1955, it is 
hereby found that it is impracticable and contrary to the public inter- 
est to issue paragraphs I to 12, inclusive, and paragraph M of this 
Treasury Decision subject to the ejfective date limitation of section 
4(c) of the Administrative Procedure Act (60 Stat. 238; 5 U. S. C. 
1003(c) ). Accordingly, paragraphs 1 to 12, inclusive, and paragraph 
28 of this Treasury Decision shall be effective on the date of publi- 
cation in the Federal Register of this Treasury Decision. 

(This Treasury Decision is issued under the authority contained 
in section 7805 of the Internal Revenue Code of 1954 (68A Stat. 917; 
26 U. S. C. 7805). ) 0. GoRIIDN DELE, 

Acting ConInussioner of Interna/ EeIIenue. 
RALPH KELLY', 

CoInInissioner of CIIstonss. 
Approved June 4, 1956. 

DAvzn W KENIIAr, r, 
& 

Acting Secreta~'y of the Treasury. 

(Published in the Federal Register tune 8, 1956) 
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SUBPART B. — RULINGS AND DECISIONS UNDER THE 
INTERNAL REVENUE CODE OF 1939 

Rulings and decisions published in Part III, Subpart B, of the 
Internal Revenue Bulletin are based on the application of provisions 
of the Internal Revenue Code of 1989 and, unless otherwise noted 
therein, are published without consideration as to any application of 
the provisions of the Internal Revenue Code of 19M-, the Federal 
Alcohol Administration Act, or other public laws. 

CHAPTER 27. — OCCUPATIONAL TAXES 

SUBCHAPTER A. — SPECIAL PROVISIONS 

PART VII. — LIQUOR 

SECTION M50. — TAX 

REGIJLATIONS 18) SEGTION 192. 240: Special tax. 

Liability for special tax by a brewer during a fiscal year in which no 
beer was produced but untaxpaid beer was held on the brewery 
premises. See Rev. Rul. 56-288, page 711. 

CHAPTER 28. — PROVISIONS COMMON TO 
MISCELLANEOUS TAXES 

SUBCHAPTER B. — PROVISIONS OF SPECIAL APPLICATION TO THE 
VIRGIN ISLANDS AND PUERTO RICO 

PART II. — PUERTO RICO 

SECTION 3360. — SHIPMENTS TO THE UNITED STATES 

For application of the so-called "Hurricane Tax Relief" Act, with 
respect to distilled spirits or wines lost by reason of the hurricanes of 
1954, to distilled spirits or wines from Puerto Rico, see Rev. Rul. 56 — 99, 
page 812. 
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SUBPART C. — RULINGS AND DECISIONS UNDER THE 
FEDERAL ALCOHOL ADMINISTRATION ACT OR RE- 
LATED LAWS 

Ruling s and decisions published in Part III, Subpart C, of the 
Internal Revenue Bul]etin are based on the application of provisions 
of the Federal AlcolIol Administration Act. 

FEDERAL ALCOHOL ADMINISTRATION ACT 

SECTION 4. — PERMITS 

27 CFR 1. 1: Issuance, amendnIenl& denial, 
suspension, revocation and duration of 
basic permits. 

T. D. 6167' 

TITLE 27 — INTOXICATING LIQUORS. — CHAPTER I, PART 1. — BASIC I'ERMIT 
RKQUIREisIEN'TS I'NDKR THE FEDERAL ALCOHOL AD5IINSTRATION ACT 

7'ccl&ui cul I»»c&&&lute»t 

DEPARTMENT OF TIIE TREASURV& 
OrrlCE OF COMMISSIONER Ol' IN'I'KRVAI. RKVFNUK& 

Washington 85& D. O. 
To Officers II nd E'my~ ioyees of the Internai, Eevenue Service IInd Others 

('oncerned I 
In order to substitute references to the Internal Revenue Code of 

1954 and regulations thereunder for the present references to the 
1969 Code and regulations thereunder, the regulations relating to 
basic permit requirements under the Fecleral Alcohol Administration 
Act, 27 CFR part 1, are hereby amended as follows: 

PARAGRAPH 1. The & itation of the statutory authority for the reg- 
ulation is amended to read as follows: 

AUTHoRITY: )5 1. 1 to L59 issued under OSA Stat. 017, 49 Stat. 977; 26 U. S. G. 
7805; 27 U. S. G. 201 et seq. 

PAR. 2, $ 1. 1 is amended by striking the clause "except that the pro- 
visions of Regulations 126, 'Rules of Practice in Perlnit Proceedings' 
(26 CFR (19~69) part 200) &" and substituting in lieu thereof "except 
that the provisions of 26 CFR (1954) Part 200, Ru]es of Practice in 
Pernlit Proceedings, ". 

PAR. 8. $ 1. 61& is amended by changing the reference "26 CFR Part 
200, " to "26 CFR& (1954) part 200. " 

PAR. 4. $$ 1. 65, 1. 50, 1. 51, 1. 52, and 1. 57 are amended by changing the 
reference "26 CFR (1939) part 200" to "26 CFR (1954) Part 200. " 

Because the only eA'ect of this Treasury Decision is to substitute cur- 
rent references for regulations issued under the Internal Revenue Code, 

& 21 V. R. 1859. 

802474' — 56 — 52 
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to conform the "authority" citation with such Code, and such changes 
are purely editorial in nature, it is hereby found unnecessary to issue 
this Treasury Decision with notice and public procedure thereon under 
Section 4(a) of the Administrative Procedure Act, approved June 11, 
1946. This Treasury Decision shall be effective on the 80th day after 
publication in the Federal Register. 

This Treasury Decision is issued under the authority' contained in 
68 Stat. 917; 49 Stat. 977; 26 U. S. C. 7805; 27 U. S. C. 201 et seq. ) 

O. 6ORDON DELK) 
Acting Commissioner of Internal revenue. 

Approved March 21, 1956. 
DAN TIIROOP SMITING 

8pecia/ Assistant to the 8ecretary of the Treasury in 
Charge of Tax Poiicy. 
(Published in the Federal Register March 27, 1056) 

SECTION 5. — UNFAIR COMPETITION AND UNLAWFUL 
PRACTICE 

Rev. Rul. 56 — 204 

Subsections (a), (b), and (c) of section 5 of the Federal Alcohol 
Administration Act make it unlawful for a producer, importer, or 
wholesaler of alcoholic beverages to induce a retailer to purchase his 
products to the exclusion, in whole or in part, of similar products of 
other industry members, by means of the practices set forth therein, 
Held, such provisions do not prohibit retailers in alcoholic beverages 
from engaging in co-operative purchasing for the purpose of gaining 
advantages through co-operative buying. 

FAA REGUI, ATIoNs No. 5, SEOTioN 5. 1: Definitions. 

For suitable containers for packaging brandy on which age may 
properly be claimed, see Rev. Rul. 56 — 208, page 752. 

27 CFR 5 21: The standards of identity. T. D. 6174' 
TITLE 27. — INTOXICATING LIQUORS — CHAPTER I — INTERNAL REVENUE 

SERVICE, DEPARTMENT OF THE TREASURY [REGULATIONS No. 5] 

Part 5. — Labeling and Advertising of Distilled Spirits 

TREASURY DEPARTMENT& 
OrrICE OF COMMISSIONER OF INTERNAL REVENUE, 

Washington 85, D. C. 
To Ogcers ance Employees of the Interna/ Revenue 8ervice and Others 

Concerned: 
Notice of public hearing to be held in Washington, D. C. , on Decem- 

ber 1, 1955, with respect to certain proposals to amend Regulations 

i 21 F. R. 3535, 
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Xo. 5, relatin&' to Labeling and Aclvertisin«of Distilled Spirits, was 
published in the Federal Register on Novenibei 19, 1955 (20 I&'. R. 
8574). Upon the conclusion o~f the said hearing and after considera- 
tion of all relevant material submitted by interested persons in con- 
nection therewith I egarding the proposals, the following amendments 
to Regulations No. 5 ("7 CFR, part 5) are hereby adopted: 

PARAGRAPIF 1. Section 21, cla~ss 4(a) (27 CFR 5. 21(1) )) by adding 
the following proviso at the end of the second sentence: 

PRovIDED, That in the ease of any fruit brandy, other than neutral brandy, 
pomace brandy, mare brandy or grappa brandy distilled from the fermented 
juice, mash, or svine of. grapes, or the residue thereof, which has been aged for 
less than tsvo years, the statement of tlie class (and type, if any) shall be 
preceded by the word "immature" appearing in the same size and kind of type 
and as a part thereof, e. g. , "immature brandy" or "immature grape brandy", 

PARAoRAPFF 2. The proviso at the end of section 69(b) (1) (27 CFPi, 
5. 69(b) (1) ) is amended to read as follows: 

PsovIDED, That an appropriate stateruent with respect to age shall appear on 
the brand label in the case of brandy (other than inimature brandies) not aged 
for a period of at least two years. 

PARAoRAPFF 6. Section 69(e) (5) (27 CFR 5. 89(e) (5) ) is amended 
by insertino immediately after the word "brandies" appearing in the 
proviso at the end of the first sentence thereof, the following: "(except 
immature brandies) ". 

PARAcFLspFF 4. Section 64(c) (27 CFR 5. 64(c) ) is amended by in- 
serting in the last sentence immediately after the word "brandy", the 
following: 

" (except immature brandies) ". 
This Treasury Decision shall become effective thirty days after 

publication in the Federal Register. 
(This Treasury Decision is issued pursuant to and under the author- 

ity contained in 49 Stat. 981, as amended; 27 U. S. C. 205. ) 
IIARRy J. TRAINOR, 

A c ti n g Co m missioner . 
Approved May 21. 1956. 

DAN TIIROOP SBIITFI) 
8pecial Ass& tant to the s'ecretar y in Charge of Tax Policy. 

(Published in the Federal ltegister SIay 25, ]956) 

SECTION 5(b). — U&XFAIR COIIIPETITIOX AXD UNLAWFUL 
PRACTICES: TIED HOUSE 

Rev. Rul. 56 — 205 

AVhere a brewer sells to retailers beer dispensing units for use 
in connection svith a particular style or type of container of the 
brewer for resale by the retailer to consumers, a viohition of the 
Federal Alcohol Administration Act would ensue if such sales 
resulted in the proscribed induceinent and exclusion. 

Advice llas been requested svhether the sale of beer dispensing 
equipnlent by a bresver, for use in connection with a particular type 
of package put up by the brewer, to retailers and by the retailers 
to consumers is permissible. 
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A dispensing kit has been assembled which contains equipment 
necessary for use in removing beer from a particular type of beer 
container. The brewer would sell such dispensing kits, at cost, 
to retailers handling beer put up in the special type of containers. 
Such retailer would, in turn, sell the dispensing equipment to the 
consumer at the same price. 

Section 5 (b) (8) of the Federal Alcohol Administration Act, among 
other things, makes it unlawful for a brewer, either directly or indi- 
rectly or through an afhliate, to induce a retailer to purchase malt 
beverages from such brewer to the exclusion in whole or in part 
of malt beverages sold or ofFered for sale by others in interstate or 
foreign commerce, under the conditions outlined therein, by furnish- 
ing, giving, or selling to the retailer, any equipment, fixtures, supplies, 
or other thing of value, subject to certain exceptions prescribed in the 
Regulations relating to Inducements Furnished to Retailers. 

The sale of these dispensing units to the retailer is not included 
within any of' the exceptions to section 5(b) (3) of the Act. It is 
held that the sale thereof to retailers for resale at cost to consumers 
is likely to induce the retailers to purchase beer of the brewer to the 
exclusion of malt beverages sold by others. Accordingly, within the 
limits of Federal jurisdiction under section 5 of the Act, where such 
inducement and exclusion result from the practice, a violation of the 
statute would result. 

Rev. Rul. 56 — 206 

The furnishing by a wholesaler to a retailer, with each purchase 
of a particular brand or line of alcoholic beverages, of stamps re- 
deemable for premiums, such stamps in turn to be given to the con- 
sumer upon the purchase of such beverage, falls within the coverage 
of section 5(b) (g) of the Federal Alcohol Administration Act. 

Advice has been requested whether a wholesaler may give to a 
retailer, with each purchase of beer, stamps redeemable for premiums, 
the stamps in turn to be given to the customers of the retailer upon the 
purchase of that brand of beer. 

A wholesaler would purchase and give to the retailer, with each 
purchase of beer by the retail licensee, commercial trading stamps 
redeemable for premiums. The retailer, in turn, would give the 
stamps to the consumer with the purchase of the particular brand of 
malt beverage. After the consumer had collected. a certain number 
of the stamps, he could redeem them for appliances or other like 
premiums. 

Section 5(b) (6) of the Federal Alcohol Administration Act makes 
it unlawful for a producer, importer, or wholesaler of distilled spirits, 
wine, or malt beverages, directly or indirectly, to induce a retailer 
to purchase his products to the complete or partial exclusion of com- 
petitive items by furnishing, giving, renting, lending, or selling to 
the retailer any equipment, fixture, signs, supplies, money, services, 
or other thing of value, subject to certain exceptions prescribed in 
the Regulations relating to Inducements Furnished to Retailers and 
not here relevant. 
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It is held that the stamps have a definite value in terms of equip- 
ment, such as appliance or the other things of value, and the proce- 
dure outlined falls within the coverage of section 5(b) of the Act. 
Accordingly, the giving of stamps recleemable for pi emiums by inclus- 
try members to retailers and in turn by the retailers to consumers, in 
connection with the purchase of a particulai brand of distilled spirits, 
wine, or beer, with the resulting inducement and exclusion proscribed 
by section 5(b) (8), would constitute a, violation of the Act. Vi'ith 
respect to the extent of the applicability of section 5(b) to transac- 
tions in nialt beverages, see Revenue I~uling 54 — 800, C. 13. 1054 — 2, 578. 

SECTION 5 (e) . — UNFAIR COiAIPETITION AND UNI. AAV VUI. 
PRA CTICES: LABELIN(~ 

Rev. Rul. , &6 — "& l7 

Revenue Ruling 5&W'324, C. B. 1054 — 2, 586, provides that a product 
classed as "flavoi'ed vodka~" may not contain sugar in excess of 2i/s 
percent and that such product containing excessive sugar must be 
designated as a liqueur. Since "flavored brandies, " "flZvored gins, " 
and "flavored ruins" norinally contain sugar in excess of 2i/s percent 
and since the consuming public has beconie aware that such prodiicts 
are sweet drinks, a, 2i/z percent restriction placed on the amount of 
sugar which may be contained in flavored vodka is contrary to the 
consumer conception of such liquors, Accordingly, it is held that a, 

product may be designated as 'flavored vodka, " e~ven though its sugar 
content exceeds 2i/s percent. As is the case with flavored brandies, 
gins and rums, the product may not be bottled at less than 70 degrees~ 
of proof. 

Revenue Ruling 54 — 824, supra& is hereby revoked. 

27 CFR 5. 21: The standards of identity. Rev. Rul. 56 — 08 

Section 21, class 1(a) of the Regulations relating to the Labeling 
and Advertising of Distilled Spirits, issued pursuant to the Fedeial 
Alcohol Administration Act, prescribes the standards of identity for 
vodka. It provides, in part, that if any flavoring material is a&lded 
to the distillate it shall be designated "flavored vodka-' and niay be 
further classified with the name of the flavoring niateriiil used. F/e&'rl& 

the use of sugar not exceeding two-tenths of one per cent and a trace 
amount of citric acid in the production of voclka would not materially 
afl'ect the taste or change its basic character. Therefore, a pro&luct 
containing such ingredients within the liinitations stated may be desig- 
nated and labeled as vodka. However, if any flavori»g ingredients 
are used, the product must be designated and hibele&1 as "flavored 
vodka. " The additon of any material to tlie vodka, including sugar 
or citric acid, will result in taxable rectification through compounding. 
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SUBPART D. — RULINGS AND DECISIONS UNDER OTHER 
PUBLIC LAWS INVOLVING THE VARIOUS ALCOHOL 
TAXES 

Rulings and decisions published in Part III, Subpart D, of the 
Internal Revenue Bulletin are based on the application of provisions 
of other public laws dealing with alcohol tax matters, as stated therein. 

HURRICANE TAX RELIEF ACT 

PUBI. IC I. AW 363, 84TH CONGRESS 

(Also Part III B, Section 3360. ) Rev. Rul. 56 — 99 

The Act of August 11, 1955, Public Law 363, 84th Congress, 69 Stat. 
685, C. B. 1955 — 2, 643, provides relief in the form of refund or 
allowance of the internal revenue tax or internal revenue tax and 
customs duties paid on distilled spirits and wines produced in, or 
imported into, the United States and which have been lost, or rendered 
unmarketable, or condemned by a duly authorized health ofhcer, by 
reason of the hurricanes of 1954. Section 3360 of the Internal Revenue 
Code of 1939 (section 7652 of the 1954 Code) provides, in part, that 
articles of merchandise of Puerto Rican manufacture coming into 
the United States and withdrawn for consumption or sale shall be 
subject to a tax equal to the internal revenue tax imposed in the United 
States upon the like articles of merchandise of domestic manufacture. 
HeM, since the tax imposed by section 3360 of the 1939 Code is not an 
internal revenue tax to which the A. ct applies, but merely a tax equal 
in amount to the internal revenue tax, which amount is covered into 
the Puerto Rican Treasury, and since the distilled. spirits and wines 
brought into the United States from Puerto Rico are neither produced 
in the United States nor considered to be imported into the country, 
the provisions of the Act of August 11, 1955, 8Mpru, are not applicable 
to such tax. Accordingly, no refund or credit can be allowed under 
that Act for taxes paid on such distilled spirits or wines lost, rendered 
unmarketable, or condemned by a duly authorized health ofhcer, by 
reason of the hurricanes of 1954. 
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LEGISLATION AND TREATIES 

SUBPART A. — TAX CONVENTIONS 

UNITED STATES — BELGIUM INCOME TAX CONVEX'1'1ON 

T. D. 6160 ' 

TITLE 26 — INTERNAL REVENUE, 1954. — CHAPTER I, SUBCHAPTEII G, PART 504. — 
BELGII. M 

General regulations under the income tax convention between the 
United States and Belgium, proclaimed by the President of the 
United States on September 23, 1953. 

DEPARTMENT OI' THE TREASURY 
OFrICE or COMMISSIONER OF INTERNAL REVENUE, 

Washinpton 8', D. C. 
To Overs and Employees of the Interna/ Revenge 8ervk e and Othef s 

Concerned: 
TABLE OF CONTENTS 

Sec. 
504. 101 Introductory. 
504. 102 Applicable provisions of law. 
504. 103 Scope of the convention. 
504. 104 Definitions. 
504. 105 Industrial and commercial profits. 
504. 106 Control of a United States enterprise by a Belgian enterprise. 
504. 107 Income from operation of ships or aircraft. 
504. 108 Dividends and interest. 
o04. 109 Real property income and natural resource royalties. 
o04. 110 Patent and copyright royalties and film rentals. 
504. 111 Government wages, salaries, pensions, and annuities. 
o04. 112 Private pensions and annuities. 
504. 113 Compensation for labor or personal services. 
504. 114 Visiting professors or teachers. 
o04. 115 Students or apprentices. 
504. 110 Credit against United States tax for Belgian tax. 
504. 117 Exchange of information. 
504. 118 Double taxation claims. 
504. 119 Beneficiaries of an estate or trust. 
504, 120 Members of a partnership. 
504, 121 Withholding regulations. 

AuriroRir Y: I ) 504. 101 to o04. 121, incl. , issued under 08A Stat. 917; 20 U. S. C. 
7805; and Art. XXI, income tax convention between the United States and Bel- 
gium, proclaimed by the President of the United States on Sept. 23, 1953. 

On September 20, 10M, notice of proposed rulemaking regarding 
the general regulations under the income tan convention between tlie 
United States and Belgium [C. B. 10or4 — 2, 626j, proclaimed by the 

i 21 F. R. 295. 
(815) 
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President of the United States on September 28, 1953, was published 
in the I& ederal register (20 F. R. 7260). No comments regarding the 
re~ ulations proposed were received during the 30-day period prescribed 
in such notice, and the regulations set forth below are hereby adopted: 

$ 504. 101 INTaonITcroi&v. — The income tax convention between the 
United States and Belgium, signed October 28, 1948, as modified and 
supplemented by the supplementary convention between those Gov- 
ernments, signed September 9, 1952, hereinafter referred to as the 
convention, was proclaimed by the President of the United States on 
Heptember 2, 195', and is efFective with respect to income derived in 
taxable years beginning on or after January 1, 19M. It provides, in 
part, as follows: 

ARTIcLE I 
(I) The taxes which are the subject of the present Convention are: 

(a) In the ease of the United States: The Federal income taxes. 
(b) In the case of Belgium: The income taxes, the national crisis tax, 

and the personal coniplementary tax, including all additions to these taxes. 

(2) The present convention shall apply also to any other taxes of a sub- 
stantially similar character imposed by either contracting State subsequently 
to the date of signature of the present convention or by the government of any 
territory to which the present convention is extended under Article XXII. 

(8) In the event of appreciable changes in the fiscal laws of either of the 
contracting States the competent authorities of the contracting States will 
consult together. 

ARTICLE II 
(I) In the present convention, unless the context otherwise requires: 

(a) The term "United States" means the United States of Anierica, and 
when used in a geographical sense means the States, the Territories of 
Alaska and of Hawaii, and the District of Columbia. 

(b) The term "Belgium" when used in a geographical sense means the 
Kingdom of Belgiuni in Europe. 

(c) The term "United States enterprise" means an industrial or com- 
mercial enterprise or undertaking carried on in the United States by a 
citizen or resident of the United States or by a corporation or other juridical 
person created or organized in the United States or under the laws of the 
United States or of any State or Territory of the United States. 

(d) The term "Belgian enterprise" means an industrial or commercial 
enterprise or undertaking carried on in Belgium bV a citizen or resident 
of Belgium or by a corporation or other juridical person created or organized 
in Belgium or under the laws of Belgium. 

(e) The terms "enterprise of one of the contracting States" and "enter- 
prise of the other contracting State" mean a United States enterprise or a 
Belgian enterprise, as the context requires. 

(f) The term "permanent establishment", when used with respect to an 
enterprise of one of the contracting States, means a branch, factory, mine, 
oil well, plantation, workshop, warehouse, installation, or other fixed place of 
business, but does not include an agency unless the agent has, and habitually 
exercises, a general authority to negotiate and conclude contracts on behalf 
of such enterprise or has control over a stock of merchandise from which 
he regularly fills orders on behalf of such enterprise. An enterprise of one 
of the contractin" States shall not be deemed to have a permanent establish- 
ment in the other contracting State merely because it carries on business 
dealings in such other contracting State through a bona fide commission 
agent or broker acting in the ordinary course of his business as such. When 
a corporation of one contracting State has a subsidiary corporation which is 
a corporation created or organized in the other contracting State or which 
is engaged in trade or business in such other contracting State, such sub- 
sidiary corporation shall not, merely because of that fact, be deemed to be 
a permanent establishment of its parent corporation. 



(g) The terra "industrial and commercial profits" shall not inclucle the 
following: 

(i) Income from real property; 
(ii) Income from mortgages, from public funds, securities (including 

mortgage bonds), loans, deposits, and current accounts; 
(iii) Dividends and other income froru shares in a corporation; 
(iv) Rentals or royalties arising from leasing personal property or 

from any interest in such property, including rentals or royalties for 
the use of, or for the privilege of using, patents, copyrights, secret 
processes and formulas, good will, trade marks, trade brands, franchises, 
and other like property; 

(v) Profit or loss from the sale or exchange of capital assets; 
(vi) Compensation for labor or personal services. 

Subject to the provisions of the present convention, the income referred to 
in subparagraphs (i) to (vi) shall be taxed separately or together with 
industrial and commercial profits in accordance with the laws of the 
contracting States. 

(h) The term "competent authority" or "competent authorities" means, 
in the case of the United States, the Commissioner of Inter~al Revenue or 
his duly authorized representative; and in the case of Belgium, the Directeur 
General de I'Administration des Contributions Directes or his duly author- 
ized representative; and, in the case of any territory to which the present 
convention is extended under Article XXII, the competent authority for the 
administration in such territory of the taxes to which the present convention 
applies. 

(2) In the application of the provision of the present convention by either of 
the contracting States, any term which is not otherwise rlefined shall, unless 
the context otherwise requires, have the meaning which that term has under the 
laws of such contracting State relating to the taxes which are the subject of the 
present convention. 

ARTICLE III 
(1) An enterprise of one of the contracting States is not subject to taxation 

by the other contracting State in respect of its industrial and commercial profits 
except in respect of such profits allocable to its permanent establishment in 
such other State. 

(2) However, an enterprise of one of the contracting States is not subject 
to taxation by the other contracting State if it maintains in the latter State 
only an establishment which confines itself to the purchasing of merchandise 
for the purpose of supplying establishments which such enterprise maintains in 
the former Sta. te. 

ARTICLE IV 

(1) If an enterprise of one of the contracting States has a permanent estab- 
lishment in the other contracting State, there shall be attributed to such perma- 
nent establishment the net industrial and commercial profit which it might be 
expected to derive if it were an indepenIlent enterprise engaged in the same 
or similar activities under the same or similar conditions. Such net profit 
will, in principle, be determined on the basis of the separate accounts pertaining 
to such establishment. 

(2) The competent authority of the taxing State may, when necessary, in 
execution of paragraph (1) of this Article, rectify the accounts produced, noia- 
blv to correct errors and omissions or to re-establish the costs, prices or 
remuneration entered in the books at the value which would prevail between 
independent persons. If 

(a) an establishment does not produce an accounting showin its own 
operations, or 

(b) the accounting produced does not correspond to the normal usages 
of the trade in the country where the establishment is situated, or 

(c) the rectifications provided for in this paragraph cannot be effected, 
the competent authority of the taxing State may determine the net industrial 
and commercial profit by applying to the operations of the establishment such 
methods or formulae as may be fair and reasonable. 

(8) To facilitate the determination of industrial and commercial profits which 
are allocable to the permanent establishment, the competent authorities of the 
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contracting States may consult together with a view to the adoption of uniform 
rules of allocation with respect to such profits. 

(4) In the determination of the net industrial and commercial profits allocable 
to the permanent establishment there shall be allowed as deductions all ex- 
penses, wherever incurred, insofar as they are reasonably allocable to the per- 
manent establishment, including executive and general administrative expenses 
so allocable, 

ARTICLE V 

When an enterprise of one of the contracting States, by reason of its partici- 
pation in the management or financial structure of an enteI~rise of the other 
contracting State, makes with or imposes on the latter enterprise, in their 
financial or commercial relations, conditions different from those which would 
be made with an independent enterprise, any profits which, but for those con- 
ditions, would have accrued to one of the enterprises may be included in the 
taxable profits of that enterprise, subject to applicable measures of appeal. 

ARTICLE VI 

Income of whatever nature derived from real property shall be taxable only 
in the contracting Satte in which the real property is situated. This Article 
does not apply to income derived from mortgages or bonds secured by real 
property. 

ARTIcLE VII 

(1) Income which an enterprise of one of the contracting States derives from 
the operation of ships or aircraft registered in that State shall be exempt from 
taxation in the other contracting State. 

(2) The present convention shall not be deemed to affect the provisions of 
the exchange of notes between the United States and Belgium, dated January 
28, 1M6, providing for relief from double income taxation on shipping profits. 

ARTIcLE VIII 
(1) The rate of United States tax on dividends derived from sources within 

the United States by a resident or corporation or other entity of Belgium not 
having a permanent establishment within the United States shall not exceed 
15 percent. 

(2) Belgium shall not impose on dividends derived from sources within 
Belgium by a resident or corporation or other entity of the United States not 
having a permanent establishment within Belgium any tax in the nature of a 
personal complementary tax or surtax thereon, or any tax similar to that with- 
held at the source on dividends under United States law in the case of non- 
resident aliens and foreign corporations. 

ARTIcLE VIIIA 
The rate of tax imposed by each of the contracting States upon interest (on 

bonds, notes, debentures, or on any other form of indebtedness) derived from 
sources within such State by a resident or corporation or other entity of the 
other State not having a permanent establishment within the former State shall 
not exceed 15 percent. 

ARTICLE IX 
(1) Rentals or royalties from real property or in respect of the operation « 

mines, quarries or other natural resources shall be taxable only in the contract- 
ing State in which such property, mines, quarries or other natural resources are 
situated. A resident of Belgium, or a corporation or other juridical person cre- 
ated or organized in Belgium deriving such rentals or royalties from sources 
within the United States may elect for anv taxable vear to be subject to United 
States tax as if such resident, corporation or entity were enga ed in trade or 
business Ivithin the United States through a permanent establishment therein in 
such taxable year. 

(2) Royalties derived from within one of the contracting States by a resident 
or by a corporation or other entity of the other contracting State as considera- 
tion for the right to use copyrights, patents, secret processes and formulae, trade 
marks and other analogous rights shall be exempt from taxation in the former 
State, provided such resident, corporation or other entity does not have a perma- 
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nent establishment there. The term "royalties" as used in this paragraplr shall 
be deemed to include rentals in r«ape«t of motion picture films. 

ARTICLE X 

(1) Wages, salaries and similar compensations, and pensions and annuities, 
paid by one of the contracting States or by the politi«al subdivisions or terri- 
tories thereof to citizens of that State residing in the other Stat«(wheth«r or 
not also citizens of such other State) shall be exempt from taxation in the latter 
State. 

(2) Private pensions and annuities derived from within one of the contracting 
States and paid to individuals residing in the other contracting State shall be 
exempt from taxation in the former State. 

(3) The term "pensions" as used in this Article means periodic payments made 
in consideratiou for services rendered or by way of compensation for injuries 
received. 

(4) The term "annuities" as used in this Article means a stated sum payable 
periodically at stated times, under an obligation to make tire paynrcnts in consid- 
eration of money paid. 

A. RTIcLE XI 

(1) A. resident of the United States shall be exempt from Bel ian tax upon 
compensation for labor or personal services performed wiihin Belgium if he falls 
within either of the follorving classifications: 

(a) He is temporarily present witlrin Bel "ium for a period or periods not 
exceeding a total of ninety days during the calendar year and the «ompensa- 
tion received for such labor or personal services does not exceerl $:5, 000. 00 in 
the aggregate, or its corresponding amount, except that the provisions of this 
subparagraph shall not apply to remuneration of "administrateurs", "corn- 
missaires", or qiquidateurs" of, or of other indivi&luals exercisin ~ similar 
functions in corporations created or organized in Belgium; 

(b) He is temporarily present within Belgium for a period or periods 
not exceeding a total of one hundred eighty-three days during the calendar 
year and his compensation is received for labor or personal services per- 
formed as a rvorker or employee of, or under contract with, a resident of, 
or a corporation or other juridical person created or organized in, the 
United States which carries the actual burden of the remuneration. 

In such cases the United States reserves the right to tax such income. 
(2) A resident of Belgium shall be exempt from United States tax upon 

compensation for labor or personal services performed within the United States 
if he falls within either of the following classifications: 

(a) He is temporarily present within the United States for a period or 
periods not exceeding a total of ninety days during the taxable year:md 
the compensation received for such labor or personal services does not 
exceed $8, 000. 00 in the aggregate, or its corresponding arrrount, except that 
the provisions of this subparagraph shall uot apply to remuneration of 
officers and directors of corporations created or organized in the United 
States; 

(b) He is temporarily present within the United States for a period or 
periods not exceeding a total of one hundred eighty-three days during the 
taxable year and his compensation is received for labor or personal services 
performed as a worker or employee of, or under contract with, a resident 
of, or a corporation or other juridical person created or organized in, 
Belgium which carries the actual burden of the remuneration. 

In such eases Belgium reserves the right to tax such income. 
(3) The provisions of this Article shall have no application to the income 

to which Xrticle X relates. 

ARTICLE XII 

(1) Notwithstanding any provisions of the present convention (other than 
paragraph (1) of Article X) each of the two contracting States, in determining 
the income taxes, including all surtaxes, of its citizens or residents or corpora- 
tions or other juridical persons, may include in the basis upon which such taxes 
are imposed all items of income taxable under its own revenue laws as though 
this convention had not come into effect, 
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(2) In accordance with the provisions of section 181 of the United States 
Internal Elevenue Code as in effect on the day of the entry into force of the 
present convention, the United States agrees to allow as a deduction from the 
income taxes imposed by the United States the appropriate amount of taxes paid 
to Belgium, whether paid directly by the taxpayer or by withholding. 

(3) In order to take into account the F&ederal income taxes collected in the 
United States, Belgium agrees, in conformity with the provisions of Belgian law 
relating to income taxes and the national crisis tax, as in effect on the day of 
the entry into force of the present convention, to reduce. 

(a) to one-fifth, the professional tax and the national crisis tax which 
affect that part of the taxable income which is derived from sources within 
and taxed by the United States, 

(b) to a Inaximum of 12 percent, the tax on income from personal and real 
property which has its source in the United States, and 

(c) in derogation of the provisions of Belgian law, to one-fourth the per- 
sonal complementary tax due by citizens or residents of the United States 
who are also residents of Belgium, in respect of income from sources within 
and taxed by the United States. 

ARTICLE XIII 
Professors or teachers, citizens of one of the contracting States, who, within 

the framework of agreements between the contracting States or between teaching 
establishments in the contracting States for the sending of professors and teach- 
ers, visit within the territory of the other contracting State to teach, for a maxi- 
mum period of two years, in a university, college, school or other teaching estab- 
lishment in the territory of such other contracting State, shall not be taxed by 
such other State with respect to the remuneration which they receive for such 
teaching. 

ARTIcLE XIV 

Students or apprentices, citizens of one of the contracting States, residing in the 
other contracting State exclusively for purposes of study or for acquiring experi- 
ence, shall not be taxable by the latter State in respect of remittances received 
by them from abroad for the purposes of their maintenance or studies. 

ARTICLE XV 

(1) The competent authorities of the contracting States shall exchange such 
information (being information available under the respective taxation laws of 
the contracting States) as is necessary for carrying out the provisions of the pres- 
ent convention or for the prevention of fraud or the administration of statutory 
provisions and regulations against legal avoidance in relation to the taxes which 
are the subject of the present convention. 

(2) Documents and information contained therein, transmitted under the 
provisions of the present convention by one of the contracting States to the other 
contracting State shall not be published, revealed or disclosed to any person except 
to the extent permitted under the laws of the latter State with respect to similar 
documents or information. 

ARTICLE XVI 

The competent authority of each of the contracting States shall furnish, upon 
request by the competent authority of the other contracting State, particulars 
relative to the application in concrete cases of the taxes of the requesting State 
to which the present convention relates. 

ARTIcLE XVII 
Each of the contracting States shall collect taxes, which are the subject of 

this convention, imposed by the other contracting State (as though such tax 
were a tax imposed by the former State) as will ensure that the exemption, or 
reduced rate of tax, as the case may be, granted under the present convention 
by such other State shall not be enjoyed by persons not entitled to such benefits. 

ARTICI. E XVIII 

(1) In no case shall the provisions of Articles XV, XVI, and XVII be con- 
strued so as to impose upon either of the contracting States the obligation 
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(a) to carry out administrative measures at variance IIith the regulations 
and practice of either contracting State, or 

(b) to supply information or particulars which are not procurable under 
its own legislatiou or that of the State making the application. 

(2) The State to which application is made far iuforuIation or assistance 
shall comply as soon as possible with the request addressed to it. Nevertheless, 
such State may refuse to comply with the request for reasons of public policy 
or if compliance would involve violation of a business, inclustrial or trade secrct. 
In such case it shall inform, as soon as possible, the State making the application. 

ARTICLE XIX 
Where a taxpayer shows proof that the action of the tax administrations of 

the contracting States has resulted or will result in double taxation in his case 
in respect of any of the taxes to which the present convention relates, he shall 
be entitled (within a period of two yea& s from the date of the notification of 
the tax which has been last asserted or proposed, or of the payment of the 
tax if such payment has been made prior to notification) to lodge a claiIu with 
the State of which he is a citizen, or, if he is uot a citizen of either of the 
contracting States, with the State of which he is a resident, or, if the taxpayer 
is a corporation or other juridical person, with the State in which it is created 
or organized. Should the claim be upheld, the competeut authorities of the two 
contracting States shall come to an agreement with a view to equitable avoid- 
ance of the double taxation in question. 

ARTICLE XX 

(1) The provisions of the present convention shall not be construed to restrict 
in any mauner any exemption, deduction, credit or other allowance accorded by 
the laws of one of the contracting States in the determination of the tax imposed 
by such State. 

(2) Should any difilculty or doubt arise as to the interpretation or application 
of the present convention, the competent authorities of the contracting States 
shall settle the question by mutual agreeInent. 

(3) Citizens or corporations or other juridical persons of one of the contracting 
States within the other contracting State shall not be subjected, as re "ards the 
taxes referred to in the present convention, to the payment of higher taxes than 
are imposed upon the citizens or corporations or other juridical persous of such 
other contracting State. 

ARTICLE XXI 
The competent authorities of the two contracting States may (in the case of the 

United States, with the approval of the Secretary of the Treasury, and in the ease 
of Belgium, with the approval of the Minister of Finance) prescribe regulations 
necessary to carry out the provisions of the present convention. Ivith respect to 
the provisions of the present convention relating to exchauge of information and 
mutual assistance in the collection of taxes, such authorities may, by couImon 
agreement, prescribe rules concerning matters of procedure, forms of application 
and replies thereto, conversion of curreucy, disposition of a, nIounts collected, min- 
imum aIuounts subject to collection, and related matters. 

ARTICLE XXII 

(1) Either of the contracting States may, at the time of exchange of instru- 
ments of ratification or thereafter while the present convention continues in force, 
by a written notification of extension given to the other contracting State through 
diplomatic channels, declare its desire that the operation of the present conven- 
tion, either in whole or as to such provisions thereof as may be deemed to have 
special application, shall extend to any of its colonies or overseas territories which 
imposes taxes substantially similar in character to those which are the subject 
of the present convention. 

(2) In the event that a notification is given by one of the contracting States in 
a«ordance with paragraph (1) of this Article, the present convention, or such 
provisions thereof as may be specified in the notification, shall apply to auy 
territory named in such notification on aud after the first day of January following 
the date of a written communication through diplomatic channels addressed to 
such contracting State by the other contracting State, after such action by the 
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latter State as may he necessary in accordance with its own procedures, stating 
that such notification is accepted in respect of such territory. In the absence of 
such acceptance, none of the provisions of the present convention shall apply to 
such territory. 

(8) At any time after the expiration of one year from the effective date of an 
extension made by virtue of paragraphs (1) and (2) of this Article, either of the 
contracting States may, by a written notice of termination given to the other 
contracting State through diplomatic channels, terminate the application of the 
present convention to any territory to which the convention, or any of its provi- 
sions, has been extended. In that case, the present convention, or the provisions 
thereof specified in the notice of termination, shall cease to be applicable to 
any of the territories named in such notice of termination on and after the 
first day of January following the expiration of a period of six months after 
the date of such notice; provided, however, that this shall not affect the con- 
tinued application of the convention, or any of the provisions thereof, to the 
United States, to Belgium, or to any territory (not named in the notice of 
termination) to which the convention, or such provision thereof, applies. 

(4) For the application of the present convention to any territory to which 
it is extended by the United States or by Belgium, references to "the United 
States" or to "Belgium" or to one or the other contracting State, as the ease 
may be, shall be construed to refer to such territory. 

(5) For the purposes of the present convention, the Belgian Congo shall be 
considered to be a Belgian territory to which the provisions of this Article shall 
apply. 

ARTICLE XXIII 

(1) The present convention shall be ratified and the instruments of ratifica- 
tion shall be exchanged at Brussels as soon as possible. 

(2) The present convention shall become effective with respect to income 
derived in taxable years beginning on or after the first day of January of the 
calendar year in which the exchange of the instruments of ratification takes 
place, except that if such exchange takes place after the thirtieth day of Sep- 
tember of such calendar year, Article VIII and VIIIA. and Article IX(2) shall 
become effective only with respect to payments made after the thirty-first day 
of December of such calendar. year. It shall continue effective for a period of 
five years beginning with the first day of January of the calendar year in which 
such exchange takes place and indefinitely after that period, but may be ter- 
minated hy either of the contracting States at the end of the five-year period 
or at any time hereafter, provided that at least six months' prior notice of termi- 
nation has been given, the termination to become effective on the first day of 
January following the expiration of the six-month period. 

PROCLAMATION BY THE PRESIDENT OF THK UNITED STATES 
DATED SEPTEMBER 28, 1958 

!II 1/i III 

And whereas the Senate of the United States of America by their resolution 
of July 9, 1958, two-thirds of the Senators present concurring therein, did advise 
and consent to the ratification of the two conventions aforesaid; 

Anil whereas the two conventions aforesaid were duly ratified by the President 
of the United States of America on July 28, 1958, in pursuance of the aforesaid 
advice and consent of the Senate, and the two conventions aforesaid were duly 
ratified on the part of Belgium; 

And whereas the respective instruments of ratification of the two conventions 
aforesaid were duly exchanged at Brussels on September 9, 1958, and a protocol 
of exchange was signed at that place and on that date by the respective Plenipo- 
tentiaries of the United States of America and Belgium; 

And whereas it is provided in Article XXIII of the aforesaid convention of 
October 28, 1948, as amended by Article I(g) of the aforesaid convention of 
September 9, 19, &2, that the convention shall become effective with respect to 
income derived in taxable years begiuuing on or after the first day of January 
of the calendar year in which the exchange of the instruments of ratification 
takes place, provided such exchange takes place on or before the thirtieth day of 
September of such calendar year; 

And whereas it is provided in Article II of the aforesaid convention of Sep- 
tember 9, 1952, that the supplementary convention shall be regarded as an 
integral part of the convention of October 28, 1948, and shall become effective 
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and continue effective in accordance with Article XXIII of that convention as 
amended by Article I(g) of the supplementary convention; 

Now, therefore, be it known that I, Dwight D, Eisenhower, President of the 
United States of America, do hereby proclaim and make public the aforesaid 
convention of October 28, 1948, and the aforesaid convention of September 9, 
1952, to the end that the s arne and every article and clause thereof may be 
observed and fulfilled with good faith by the United States of America, and 
by the citizens of the United States of America, and all other persons subject 
to the jurisdiction thereof, the said conventions being deemed to be ef'fective 
with respect to income derived in taxable years beginning on or after January' 
1, 1958. 

$ 504. 109 APPLIOABLE PRovIsIQNs oF LAw. — (a) In general. — The 
Internal Revenue Code of 1954 provides, in part, as follows: 

SUBTITLE A. — INCOME TAXES 

SEC. 894. INGO&IE EXEMPT UNDER TREATY. 
Income of any kind, to the extent required by any treaty obligation of 

the United State, shall not be included in gross income and shall be 
exempt from taxation under this subtitle. 

SUBTITLE F, — PRocEDURE AND ADEIINIBTRATION 

SEG. 7805. RULES AND REGULATIONS. 
(a) AUTHoRIE~TIoN. — Except where such authority is expressly given 

by this title to any person other than an officer or employee of the 
Treasury Department, the Secretary or his delegate shall prescribe all 
needful rules and regulations for the enforcement of this title, including 
all rules and regulations as may be necessary by reason of any altera- 
tion of law in relation to internal revenue. 

(b) RETROAGTIVITT OF REGULATIoNs OR RULINGs. — The Secretary or 
his delegate may prescribe the extent, if any, to which any ruling or 
regulation, relating to the internal revenue lav s, shall be applied with- 
out retroactive effect. 

(b) Internal Revenue Code of 1MB. — Any reference in this Treas- 
ury Decision to any provision of the Internal Revenue Code of 1954 
shall, where applicable, be deemed also to refer to the corresponding 
provision of the Internal Revenue Code of 1939. 

(c) Effective date of regulations. — Pursuant to section 7805 of. the 
Internal Revenue Code of 1954, Article XXI of the convention, and 
other provisions of the internal revenue laws of the United States, 
this Treasury Decision, which is designated as M CFR 504. 101 
through 504. 121, is hereby prescribed c8ective with respect to income 
derived in taxable years beginning on or after January 1, 1953. All 
regulations inconsistent herewith are modified accordingly. 

$ 504. 108 ScoPE oF THE CoNvENTioN. — (a) Purposes of the con- 
vention. — The primary purposes of the convention, to be accomplished 
on a reciprocal basis, are to avoid double taxation upon certain items 
of income derived from sources within one country by citizens, resi- 
dents, or corporations or other entities of the other country, and to 
provide for administrative cooperation between the competent tax au- 
thorities of the two countries looking to the avoidance of double tax- 
ation a, nd the prevention of. fiscal evasion. 

(b) Exemption from United States tax oj income from sources 
lecithin the United States. — The following Items of income from 

393474' — 56 — 53 
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sources within the United States are exempt from United States tax 
for taxable years beginning on or after January 1, 1953, subject to the 
respective articles of the convention: 

(1) Industrial and commercial profits of a Belgian enterprise 
having no permanent establishment in the United States (Article 
III); 

(2) Income derived by a Belgian enterprise from the operation 
of. ships or aircraft registered in Belgium (Article VII); 

(3) Patent and copyright royalties, and other like amounts, 
including motion picture film rentals, derived by a nonresident 
alien who is a resident of Belgium, or by a Belgian corporation 
or other entity, if such alien, corporation, or other entity has no 
permanent establishment in the United States. (Article IX); 

(4) Private pensions and annuities paid to a nonresident alien 
individual who is a resident of Belgium Article X); 

(5) Compensation, subject to certain limitations, for personal 
services performed in the United States by a nonresident alien 
individual who is a resident of Belgium (Article XI); and 

(6) Remuneration derived from certain teaching in the United 
States by a nonresident alien professor or teacher who is a citizen 
of Belgium (Article XIII). 

(c) Reduced rates of United 8tates tax: on certain dividends and 
interest. — Dividends and interest derived from sources within the 
United States by a nonresident alien who is a resident of Belgium, 
or by a Belgian corporation or other entity, are subject to United 
States tax at reduced rates if such alien, corporation or other entity 
has no permanent establishment in the United States (Articles VIII 
and VIIIA) . 

(d) Exemption from United 8tates tax of certain amounts paid 
by Belgium. — Compensation, pensions, and. annuities paid by Belgium 
to a Belgian citizen (whether or not he is also a citizen of the United 
States) who is residing in the United States are exempt from United 
States tax (Article X) . 

(e) Exemption from United 8tates tax of certain amounts received 
by students or apprentices. — Remittances received from abroad for 
the purpose of maintenance or studies by a nonresident alien student 
or apprentice who is a citizen of Belgium temporarily present in the 
United States under specified circumstances are exempt from United 
States tax, Article XIV) . 

(f) Liability to United 8tates tax of United 8tates citizens and 
residents. — Any citizen of Belgium who is a resident of the United 
States is liable to United States tax as though the convention had not 
come into efFect; however, such individual is entitled to the benefits 
of Article X(1), relating to government wages, salaries, pensions, and 
annuities, Article XII(2), relating to credit against United States 
tax for Belgian tax, and Article XX. Moreover, a, citizen of the United 
States, even though resident in Belgium, or a domestic corporation, 
even though engaged in trade or business in Belgium through a perma- 
nent establishment situated therein, is liable to United States tax as 
though the convention had not come into efFect; however such indi- 
vidual or domestic corporation is entitled to the benefits of A:rticle 
XII(2), relating to credit against United States tax for Belgian tax, 
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and such individual is entitled to the benefits of Article X(1) insofar 
as it relates to government wages, salaries, pensions, and annuities 
in the case of dual citizenship. 

(g) Liability to United States tax of certain nonresident aliens 
and foreign, corporations. — Except as otherwise expressly provided 
by the convention, the United States tax liability of a nonresident 
alien who is a resident of Belgium, or of a Belgian corporation or other 
entity, is to be determined in accordance with the provisions of the 
Internal Revenue Code of 1954 relating to nonresident alien 
individuals and f oreign corporations. 

$ 504. 104 DErzsrrzoms. — (a)In general. — Any term defined in the 
convention or this Treasury Decision shall have the meaning so as- 
signed to it. Unless the ontext requires otherwise, any term not so 
defined shall have the meaning which it has under the internal revenue 
laws of the United States. 

(b) Specific terms. — As used in this Treasury Decision— 
(1) United States tax. — The term "United States tax" means 

the Federal income taxes, including surtaxes, and any other in- 
come tax of a substantia~lly similar character imposed by the 
United States after October 28, 1948. 

(2) Belgian tax. — The term "Belgian tax" means the income 
taxes, the national crisis tax, and the personal complementary tax 
of Belgium, including all additions to these taxes, and any other 
tax of a substantially similar character imposed by Belgian after 
October 28, 1948. 

(3) United States. — The term "United States" means the 
United States of America, and when used in a geographical sense, 
means the States, the Territories of Alaska and Hawaii, and the 
District of Columbia. 

(4) Belgium. — The term "Belgium" when used in a geograph- 
ical sense means the Kingdom of Belgium in Europe. 

(5) Enterprise. — The term "enterprise" means any commer- 
cial or industrial enterprise or undertaking carried on by any 
person (e. g. , an individual, a partnership, or a corporation). 
It includes such activities as manufacturing, merchandising, 
mining, processing, banking, and insuring. It does not include 
the rendition of. personal services. IIence, a nonresident alien 
who is a citizen or resident of Belgium and who performs per- 
sonal services is not, merely by reason of those services, engaged 
in a Belgian enterprise within the meaning of the convention, 
and his liability to United States tax is not determined under 
Article III of the convention, if he has not otherwise carried on 
a Belgian enterprise. 

(6) United States enterprise. — The term "United States enter- 
prise" means an enterprise carried on in the United States by 
a citizen or resident of the United States or by a corporation or 
other juridical person created or organized in the United States 
or under the laws of the United States or of any State or Territory 
of the United States. 

(7) Belgian enter prise. — The term "Belgian enterprise" means 
an enterprise carried on in Belgium by a nonresident alien who is 
a citizen or resident of Belgium or by a corporation or other jurid- 
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ic;il person created oi organized in Belgium or under the laws of 
Belgium. 

(8) Permanent estalilishnient. — (i) Fi~ed place of business. — 
The term "permanent establishment", when used with respect to 
an enterprise, means a branch, factory, mine, oil well, plantation, 
workshop, warehouse, installation, or other fixed place of business. 
It implies the active conduct of a business enterprise. The mere 
ownership, for example, of timberlands or a warehouse in the 
United States by a Belgian enterprise does not mean that such 
enterprise, in the absence of any business activity therein, has a 
permanent establishment in the United States. 

(ii) Agency. — A Belgian enterprise which has an agency in 
the United States does not thereby have a permanent establish- 
ment in the United States, unless the agent has, and habitually 
exercises, a general authority to negotiate and conclude contracts 
on behalf of the enterprise, or unless he has control over a stock 
of merchandise from which he regularly 611s orders on its behalf. 
If the enterprise has an agent in the United States who has power 
to contract on its behalf, but only at Fixed prices and under con- 
ditions determined by the enterprise, it does not thereby neces- 
sarily have a permanent establishment in the United States. The 
mere fact that an agent of a Belgian enterprise — assuming he has 
no general authority to negotiate and conclude contracts on be- 
half of his principal — maintains samples, or occasionally fills 
orders from mcidental stocks of goods maintained, in the United 
States does not of itself mean that the enterprise has a permanent 
establishment in the United States. The mere fact that salesmen, 
employees of a Belgian enterprise, promote the sale of their em- 
ployer's products in the United States or that a Belgian enter- 
prise transacts business in the United States by means of mail 
order activities does not mean that the enterprise has a permanent 
establishment in the United States. A Belgian enterprise shall 
not be deemed to have a permanent establishment iri the United 
States merely because it carries on business dealings in the United 
States through a bona Fide commission agent or broker acting in 
the ordinary course of his business as such. 

(iii) Subsidiary corporation. — The fact that a Belgian corpo- 
ration has a domestic subsidiary corporation, or a foreign subsid- 
iary corporation which is engaged in trade or business in the 
United States through a permanent establishment situated there- 
in, does not of itself constitute either subsidiary corporation a 
United States permanent establishment of the Belgian parent 
cor oration. 

9) Industrial and commercial profits. — The term "industrial 
and commercial proFits" means profits arising from industrial, 
commercial, mercantile, manufacturing, and like activities of an 
enterprise. It does not include the following: 

i) Income from real property; 
ii) Income from mortgages, public funds, securities (in- 

cluding mortgage bonds), loans, deposits, and current 
accounts; 

(iii) Dividends and other income from shares in a corpo- 
ration; 
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(iv) Rentals or royalties arising from leasing personal 
property or from any interest in such property, including 
rentals or royalties for the use of, or for the privilege of using, 
patents, copyrights, secret processes and formulae, good 
will, trade marks, trade brands, franchises, and other like 
property; 

(v) Profit or loss from the sale or exchange of capital 
assets; and 

(vi) Compensation for labor or personal services. 

(10) Commissioner. — The term "Commissioner" means the 
Commissioner of Internal Revenue or his duly authorized repre- 
sentative. 

(11) Directeur General. — The term "Directeur General" means 
the Directeur General de l'Administration des Contributions 
Directes of Belgium or his duly authorized representative. 

$ 504. 105 INDUsTRIAL AND CoMMRRUIAL PRoFITs. — (a) In general. — 
(1) Article III(1) of the convention adopts the principle that an 
enterprise of one of the contracting States shall not be taxable by the 
other contracting State in respect of its industrial nnd commercial 
profits unless it is engaged in trade or business in the latter Stnte 
through a permanent estnblishment situated therein. Accordingly, a 
Belgian enterprise is subject to United States tax upon its industrial 
nnd commercial profits, to the extent of such profits from sources 
within the United States, only if it is engaged in trade or business in 
the United States at sonic time during the taxable year through a 
permanent establishment situated therein. 

(2) From the standpoint of the United States tax, Article III(1) 
has application only to n, Belginn enterprise nnd its industrial and com- 
mercial profits from sources within the United States. Thus, a non- 
resident alien individual who is n citizen or resident of Belgium, or a 
Belgian corporation, or other entity, carrying on an enterprise which 
is not a Belgian enterprise is subject to tax on such profits pursuant 
to secton 871(c) or section 889(a), Internal Revenue Code of 1054, 
if such alien, corporation, or other entity wns engaged in trade or~ 

business in the United States at any time during the taxable year, even 
though it did not have a permanent establishment therein at any time 
within such year. 

(b) Eo United 8tates permanent estawishment. — A Belgian enter- 
prise is not subject to United Stntes tax with respect to its industrial 
and commercial profits from sources within the United States, nor are 
such profits includible in gross income, if the enterprise nt no time 
during the taxnble year in which such profits were derived w s engaged 
in trade or business in the United States through a permanent estab- 
lishment situated therein. For example, if during the taxable year, an 
enterprise carried on in Belgium by n nonresident nlieii individual who 
is a citizen or resident of Belgium, or by a Belgian corporation, were to 
sell merchandise, such as textiles, chemicnls, or electrical products, 
in the United States through a bona fide commission agent or broker 
in the United States ncting in the ordinary course of his business ns 
such agent or broker, the profits arising from the sale would not be 
includible in gross in~come and mould be exempt from United States 
tax under Article III(1) of the convention. Similarly, if during the 
taxable year, the enterprise were to secure orders in the United States 



for such merchandise through its sales agents whose sole function in the 
United States is sales promotion, the orders being transmitted to 
Belgium for acceptance, then the profits arising from such sales would 
not ke includible in gross income and would be exempt from United 
States tax. 

(c) United 8tates permanent establishment. — (1) In generaL — A 
Belgian enterprise is subject to United States tax with respect to its 
industrial and commercial profits from sources within the United 
States to the same extent as are nonresident aliens or foreign corpora- 
tions, which are subject to tax pursuant to section 8Y1(c) or section 
882(a), Internal Revenue Code of 1054, if such enterprise at any time 
during the taxable year in which such profits were derived was engaged 
in trade or business in the United States through a permanent estab- 
lishment situated therein. H it was so engaged, it is subject to United 
States tax upon its entire income from sources within the United States, 
except to the extent otherwise exempt from United States tax. 

(2) Allocation of prof'its ther'eto. — In the determination of the in- 
come taxable to such enterprise for purposes of the United States tax, 
all industrial and commercial profits from sources within the United 
States shall be deemed to be allocable to the permanent establishment 
in the United States. Hence, if a Belgian enterprise which had a 
permanent establishment in the United States at some time during 
the taxable year were to sell in the United States, through a bona fide 
commission agent therein acting in the ordinary course of his busi- 
ness as such, merchandise which was produced in Belgium, the profits 
arising from such sale would be allocable to the permanent establish- 
ment to the extent they were derived from sources within the United 
States, even though the sale was-made independently of the permanent 
establishment. 

(8) Determination of profits thereof. — The industrial and commer- 
cial profits allocable to the permanent establishment in the United 
States shall be its net industrial and commercial profits determined 
as if the establishment were an independent enterprise engaged in the 
same or similar activities under the same or similar conditions. Such 
net profits will, in principle, be determined on the basis of the separate 
accounts pertaining to such establishment. In arriving at such net 
profits, there shall be allowed as deductions all expenses, wherever 
incurred, insofar as they are reasonably allocable to the permanent 
establishment, including executive and general administrative ex- 
penses so allocable. When necessary in making this determination, 
the Commissioner may rectify the accounts produced, notably to cor- 
rect errors and omissions or to re-establish the costs, prices or remun- 
erations entered in the books at the value which would prevail between 
independent persons. In the event that- 

(i) A. n establishment d. oes not produce an accounting showing 
its own operations, or 

(ii) The accounting produced does not correspond to the nor- 
mal usages of the trade in the United States, or 

(iii) The rectifications so provided cannot be eÃected, 
the Commissioner may determine the net industrial and commercial 
profits by applying to the operations of the establishment such meth- 
ods or formulae as may be fair and reasonable. 



829 

(d) United States estawishment for purchase of merchandise. — 
Article III(2) of the convention adopts the principle that an enter- 
prise of one of the contracting States is not subject to taxation by the 
other contracting State in respect of its industrial and commercial 
profits if it maintains in the latter State only an establishment which 
confines itself to the purchasing of merchandise for the purpose of 
supplying establishments which such enterprise maintams in the 
former &tate. Accordingly, a Belgian enterprise is not subject to 
United States tax upon such profits if it maintains in the United 
States only an establishment confining itself to the purchasing of 
merchandise for such Belgian enterprise. In the event that such 
establishment does not so confine itself or in the event that such 
Belgian enterprise also maintains in the United States any other kind 
pf establishment, then the exemption accorded by Article III (2) shall 
not apply. 

$ 504. 106 CQNTRQL oF A UNITED STATES ENTERPRISE BY A BELGIAN 
ENTERPRIsE. — Article V of the convention provides, in efFect, that if a 
Belgian enterprise by reason of its control of a United States enterprise 
imposes on the latter enterprise conditions difFerent from those which 
would result from normal business relations between independent 
enterprises, the accounts between the enterprises shall be adjusted in 
order to ascertain the true taxable income of each enterprise. The 
purpose is to place the controlled United States enterprise on a tax 
parity with an uncontrolled United States enterprise by determining, 
according to the standard of an uncontrolled enterprise, the true tax- 
able income from the property and business of the controlled enter- 
prise. The basic objective of the article is that if the accounting 
records do not truly reflect the taxable income from the property and 
business of the United States enterprise, the Commissioner shall inter- 
vene, and, by making such distributions, apportionments or allocations 
as he may deem necessary of. gross income, deductions, credits or allow- 
ances, or of any item or element afFecting taxable income, between the 
United States enterprise and the Belgian enterprise by which it is 
controlled or directed, shall determine the true taxable income of the 
United States enterprise. The provisions of section 482 of the Inter- 
nal Revenue Code of 1954, and the regulations thereunder, shall, inso- 
far as applicable, be folio~ed in the determination of. the taxable 
income of the United States enterprise. 

$ 504. 107 INCOME FROM OPERATION OF SHIPS OR AIRCRAFT. — Under 
Article VII of the convention, so much of the income from sources 
within the United States of a Belgian enterprise as consists of earn- 
ings derived from the operation of ships or aircraft registered in 
Belgium shall not be included in gross income and shall be exempt from 
United States tax, even though at some time during the taxable year 
the enterprise was engaged in trade or business in the United States 
through a permanent establishment situated therein. The provisions' 
of Article VII shall not be deemed to afFect the provisions for relief 
from double income taxation on shipping profits contained in the 
exchange of notes between the United States and Belgium, dated 
January 28, 1936 (Executive Agreement Series, No. 87; 49 Stat. 8871) . 

$504. 108 DiviDENDs AND INTEREsT. — (a) In general. — (1) The 
rate of United States tax imposed by the Internal Revenue Code of 



1954 upon dividends and. upon interest on bonds, securities, notes, 
debentures, or any other form of indebtedness (including interest on 
obligations of the United States and its instrumentalities and on mort- 
gages and bonds secured by real property), derived from sources 
within the United States' by a nonresident alien individual who is a 
resident, of Belgium or by a Belgian corporation or other entity, shall 
not exceed 15 percent under the provisions of Articles VIII and VIIIA 
of the convention, if such alien, corporation, or other entity at no time 
during the taxable year in which such dividends or interest was de- 
rived had a permanent, establishment within the United States. 

(9) If, for example, a nonresident alien individual who is a resi- 
dent of Belgium performs personal services within the United States 
during the taxable year, but has at no time during such year a perma- 
nent establishment within the United States, he is entitled to the 
reduced rate of tax with respect to dividends derived in that year 
from United States sources, as provided in Article VIII of the con- 
vention, even though under the provisions of section 871(c) of the 
Internal Revenue Code of 1954 he has engaged in trade or business 
within the United States during such year by reason of his having 
per f ormed personal services therein. 

$ 504. 109 REAL PRQPERTY' INcoME AND NATURAL REsoUROE RoY'- 
ALTizs. — (a) In general. — Income of whatever nature derived by a 
nonresident alien who is a resident of Belgium, or by a Belgian cor- 
poration or other entity, from real property situated in the United 
States, including gains derived from the sale or exchange of such prop- 
erty, rentals and royalties from such property, and rentals and roy- 
alties in respect of the operation of mines, quarries, timber, or other 
natural resources situated in the United States, is not exempt from 
United States tax by the convention. Such items of income are sub- 
ject to taxation under the provisions of. the Internal Revenue Code 
of 1954 generally applicable to the taxation of nonresident alien in- 
dividuals and foreign corporations. See Articles VI and IX(1) 
of the convention. Interest derived from mortgages and bonds secured 
by real property does not constitute income from real property for 
the purpose of this section but is subject to the provisions applicable 
to interest generally. See $ 504. 108. 

(b) Eet bus&. — (1) In general. — Notwithstanding the provisions 
of paragraph (a) of this section, a nonresident alien who is a resi- 
dent of Belgium, or a Belgian corporation or other entity, who during 
the taxable year derives from sources within the United States any 
rentals or royalties from real property situated in the United States 
or in respect of the operation of mines, quarries, timber, or other 
natural resources situated therein may elect for such taxable year to 
be subject to United States tax on a net basis as though such alien, 
corporation, or other entity were engaged in trade or business in the 
United States during such year through a permanent establishment 
situated therein. See Article IX(1) of the convention. 

(2) 3fanner of election. — The nonresident alien individual who is 
a resident of Belgium shall signify his election to be subject to tax on 
such a basis by filing Form 1040B clearly marked at the top of the 
first page thereof as Follows: "Return of Resident of Belgium Electing 
to File on a Net Basis Pursuant to Article IX of Belgian Income Tax 
Convention. " The Belgian. corporation shall signify its election to 
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be subject to tax on such a basis by filing Form 1190 clearly marked 
at the top of the first page thereof as follows: "Return of Belgian 
CorporatIon Electing to File on a Net Basis Pursuant to Article IX 
of Belgian Income Tax Convention. " An election so signified shall 
be irrevocable for the taxable year for which such election is made. 
All income from sources within the United States, including gains 
from the sale or exchange of capital assets or of other property, shall 
be disclosed on the return so filed. See sections 871 and 889 of the 
Internal Revenue Code of 1954 and the regulations thereunder. 

$ 504. 110 PATENT AND CGPYRIGIrr RQYALTIEs AND FII M RENTALS. — 
Royalties representing consideration for the right to use copyrights, 
patents, secret processes and formulae, trade marks, and other anal- 
ogous rights, including rentals in respect of motion picture films, 
which are derived from sources within the United States by a non- 
resident alien individual who is a resident of Belgium, or by a Belgian 
corporation or other entity, are exempt from United States tax under 
the provisions of Article IX(9) of the convention if such alien, cor- 
poration, or other entity at no time during the taxable year in which 
such items of income were derived had a permanent establishment in 
the United States. 

$ 504. 111 GOVERNMENT WAGES~ SALARIEs) PENSIONS) AND ANNUI- 
TIEs. — (a) In generaL — Under Article X(1) of the convention, 
amounts constituting wages, salaries, or similar compensation, or pen- 
sions or annuities, paid by Belgium or its political subdivisions or 
territories to individuals residing in the United States who are Bel- 
gan citizens (whether or not also citizens of the United. States) are 
not includible in gross income and are exempt from United States tax. 

(b) Defi'nitions. — As used in this section, the term "pensions" means 
periodic payments made in consideration for services rendered or by 
way of compensation for injuries received, and the term "annuities" 
means a stated sum payable periodically at stated times under an obli- 
gation to make the payments in consideration of money paid. 

(c) Other provwion8. — The exclusion from gross income and the 
exemption from United States tax provided by this section shall not 
be denied despite the provisions of Article XII(1) of the convention. 
See $ 504. 116. As to the taxation generally of compensation of alien 
employees of foreign governments and the consequences of executing 
and filing the waiver provided for in section 947(b) of the Immigra- 
tion and Nationality Act, see section 898 of the Internal Revenue Code 
of 1954 and the regulations thereunder. 

$504. 112 PRIvATE PENsIGNs AND ANNUITIEs. — (a) In generaL- 
In accordance with Article X(9) of the convention, private pensions 
and annuities derived from sources within the United States and paid 
to a nonresident alien individual who is a resident of Belgium shall 
not be includible in gross income and shall be exempt from United 
States tax, even though at some time during the taxable year in which 
such items of income were derived the individual was engaged in trade 
or business in the United States through a permanent establishment 
situated therein. 

(b) Defnition8. — As used in this section, the term "pensions" means 
periodic payments made in consideration for services rendered or by 
way of compensation for injuries received, and the term "annuities" 



means a stated sum payable periodically at stated times under an obli- 

gation to make the payments in consideration of money paid. Neither 
term includes retired pay or pensions paid by the United States or by 
any State or Territory of the United States. 

$504. 113 CoiMPENsATIoN FoR LABQR oR PERsoNAL SERvIGEs — (a) 
Exemption from United 8tate8 tax. — Under Article XI (9) of the 
convention, compensation received by a nonresident alien individual 
who is a resident of Belgium for labor or personal services performed 
in the United States shall not be includible in gross income and shall 
be exempt from United States tax in either of the following situations: 

(1) Belgian emp/oyer8. — Where such individual is temporarily 
present in the United States for a period or periods not exceeding 
in the aggregate a total of 183 days during a taxable year begin- 
ning on or after January 1, 1953, and where the compensation, 
regardless of amount, received by him (irrespective of when re- 
ceived, if received in taxable years beginning on or after January 
1, 1953) for such labor or personal services performed in the 
United States during such year, was earned as a worker for or an 
employee of, or under contract with, a nonresident alien who is 
a resident of Belgium, or a Belgian corporation or other entity. 
For the exemption from tax provided by this subparagraph to 
apply, the Belgian resident, or the Belgian corporation or other 
entity, for whom the labor or personal services are performed 
must actually bear the expense of such compensation and must 
not be reimbursed therefor by any other person. For the purpose 
of the exemption, it is immaterial that the Belgian resident, cor- 
poration or other entity for whom the labor or personal services 
are performed is engaged in trade or business in the United States. 

(9) Other employers. — Where such individual is temporarily 
present in the United States for a period or periods not exceeding 
in the aggregate a total of 90 days during a taxable year begin- 
ning on or after January 1, 1953, and where the compensation 
received by him (irrespective of when received, if received in 
taxable years beginning on or after January 1, 1953) for such 
labor or personal services performed in the United States during 
such year does not exceed $3, 000 in the aggregate or the equiva- 
lent thereof. The provisions of this subparagraph do not apply 
to remuneration of OScers and directors of domestic corporations 
for services performed as such ofIicers and directors. Applica- 
tion of the provisions of this subparagraph may be illustrated by 
the following examples: 

Example (1). B, a nonresident alien individual who is a 
resident of Belgium, , performs personal services in the United 
States during the taxable year as an employee of a domestic 
corporation. His compensation for these services is $5, 000. 
None of this compensation is exempt from United States tax 
even though B is temporarily present in the United States 
during such year for a period or periods not exceeding a total 
of 90 days, since the aggregate compensation received is in 
excess of $3, 000. 

Examp/e (8). C, a nonresident alien individual who is a 
resident of Belgium, is temporarily present in the United 



States for a period of 60 days during the taxable year. Whi]e 
in the United States he performs personal services for X 
Company (a, domestic corporation) as an otlicer thereof and 
for Y Company (a domestic corporation) as an employee 
thereof. For these services X Company pays him $1, 000 
and Y Company pays him $2, 900. In determining, for the 
purposes of this subparagraph~whether C received compensa- 
tion for personal services in excess of $3, 000, the amount re- 
ceived by him as an OKcer of X Company is not taken into 
consideration. Therefore, since the compensation received 
by C for personal services which he performs in the United 
States during the taxable year is not in excess of $3, 000 and 
he is temporarily present in the United States for a period 
not exceeding 90 days, the , 900 received from Y Company 
is exempt from United States tax and is not includible in C's 
gross income. The $1, 000 received from X Company is in- 
cludible in C's gross income. 

(b) Miscellaneous applicoble rules. — For purposes of this section, 
the term "compensation for labor or personal services" shall include, 
but shall not be limited to, the compensation, profits, emoluments, or 
other remuneration of public entertainers, such as stage, motion pic- 
ture, television, or radio artists, musicians, and athletes. For the allo- 
cation or segregation as between sources within, and sources without, 
the United States in the case of compensation for labor or personal 
services, see sections 861 through 864 of the Internal Revenue Code 
of 1954, and the regulations thereunder. 

(c) Certain compensation paid by Belgium. — The provisions of this 
section have no application to the income to which Article X relates. 

$ 504. 114 VISITING PROEESSORS OR TEACIIERS. — (a) In generoL- 
Pursuant to Article XIII of the convention, a professor or teacher, a 
nonresident alien who is a citizen of. Belgium, who temporarily visits 
the United States for the purpose of teaching for a period not exceed- 
ing two years at any university, college, school, or other teaching estab- 
lishment situated within the United States shall, for a period not 
exceeding two years from the date of his initial arrival in the United 
States, be exempt from United States tax with respect to his remunera- 
tion derived in taxable years beginning on or after January 1, 1958, 
for such teaching during such period not in excess of two years. The 
provisions of this paragraph are applicable only to the remuneration 
of professors or teachers visiting the United States pursuant to an 
agreement for the exchange of professors and teachers between the 
United States and Belgium or between a teaching establishment situ- 
ated in the United States and a teaching establishment situated in 
Belgium. 

(b) A"onresidence presumeL — An individual who otherwise quali- 
fies for the exemption from United States tax granted by Article XIII 
shall) for a period of not more than two years immediately succeeding 
the date of his arrival within the United States for the purpose of 
such teaching, be deemed to have the tax status of a nonresident alien 
in the absence of proof of his intention to remain indefinitely in the 
United States. See section 871 of the Internal Revenue Code of 1954 
and the regulations thereunder. 



$ 504, 115 SrvoENTs oR AFFRENTrczs. — Under Article XIV of the 
convention, a student or apprentice, a nonresident alien who is a 
citizen of Belgium and who is temporarily present in the United 
States exclusively for the purposes of study or for acquiring experi- 
ence of a business, technical, or similar nature, shall be exempt from 
United States tax with respect to amounts derived by him in taxable 
years beginning on or after January 1, 1958, and received during such 
years from without the United States as remittances for the purposes 
of his maintenance, education, studies, or training. 

$ 504. 116 CREDIT AGAIN$T UNITED STATEs TAX FoR BELGIAN Tzx- 
(a) In gener at. — (1) Notwithstanding any other provision of the con- 
vention (except as indicated in subparagraph (2) below), the United 
States, in determining the United States tax of a citizen or resident of 
the United States, or of a domestic corporation, may, under Article 
XII(1) of the convention, include in the basis upon which such tax 
is imposed all items of income taxable under the revenue laws of the 
United States, as though the convention had not come into e8ect. 
For example, despite the exemption from United States tax granted 
by Article IX (2) of the convention with respect to a copyright royalty 
derived from sources within the United States by a resident of Bel- 
gium, such royalty is includible in gross income and is subject to 
United States tax when so derived by such resident of Belgium who is 
a citizen of the United States. 

(9) Notwithstanding the provisions of subparagraph (1) of this 
paragraph, the exclusion from gross income and the exemption from 
United States tax granted by Article X(1) of the convention with 
respect to wages, salaries, and similar compensation, and pensions and 
annuities paid by Belgium or its political subdivisions or territories, 
shall not be denied. See Article XII(1) of the convention. 

(b) Application of the credit. — For the purpose of mitigating 
double taxation, Article XII(2) of the convention provides that a 
citizens of the United States, a citizen of Belgium who is a resident 
of the United States, or a domestic corporation, deriving income from 
sources within Belgium, shall be allowed a credit against United 
States tax for the amount of Belgian tax paid or accrued during the 
taxable year. This credit shall be made in accordance with the pro- 
visions of section 181 of the Internal Revenue Code of 1989 as in effect 
on September 9, 1958, but subject to the provisions of Article XX(1) 
of the convention. 

$ 504. 117 ExcHANGE oF INFGRMATIGN — (a) In genes'aL — By Arti- 
cles XV, XVI, and XVIII of the convention, the United States and 
Belgium adopt the principle of exchange of such information as is 
necessary in carrying out the provisions of the convention, preventing 
fraud, or detecting practices which are aimed at reduction of the 
revenues of either country, but not including information which would 
be contrary to public policy or which would disclose any business, 
industrial, or trade secret. The information and correspondence rel- 
ative to exchange of information may be transmitted directly by 
the Commissioner to the Directeur General. 

(b) Return of information bymithholding agent8. — (1) To facili- 
tate compliance with Article XV of the convention, every United 
States withholding agent shall make and 61e in duplicate with the 



District Director of Internal Revenue, Baltimore 2, Maryland, an 
information return on Form 1042 Supplement, with respect to per- 
sons having addresses in Belgium, which shall be filed for the cal- 
endar year 1955 and subsequent calendar years. This return shall be 
filed simultaneously with Form 1042. 

(2) There shall be reported on such Form 1042 Supplement all 
items of fixed or determinable annual or periodical mcome (and 
amounts described in section 402(a) (2), section 631 (b) and (c), and 
section 1235, Internal Revenue Code of 1954, which are considered 
to be gains from the sale or exchange of capital assets) derived from 
sources within the United States and paid to nonresident aliens (in- 
cluding nonresident alien individuals, fiduciaries, and partnerships) 
and to nonresident foreign corporations, whose addresses at the time 
of payment were in Belgium, including such items of income upon 
which, in accordance with the withholding regulations under the con- 
vention, no withholding of United States tax is required; except that 
any of such items which constitute interest in respect of which Form 
1001-B or substitute Form 1001 — B has been filed in duplicate with 
the withholding agent is not required to be reported on such Form 
1042 Supplement. 

(c) Information to be furnished in ordinary course. — In compliance 
with the provisions of Article XV of the convention, the Commis- 
sion will transmit to the Directeur General, as soon as practicable 
after the close of the calendar year 1955 and of each subsequent cal- 
endar year during which tlie convention is in effect, the following 
information relating to such preceding calendar year: 

(1) The duplicate copy of each available Form 1042 Supple- 
ment filed pursuant to paragraph (b) of this section; and 

(2) The duplicate copy of each available ownership certifi- 
cate, Form 1001 — B, and substitute Form 1001 — B, filed pursuant 
to the withholding regulations under the convention, in connection 
with coupon bond interest. 

(d) Information, in specific cases. — Under the provisions and limi- 
tations of Articles XVI and XVIII of the convention and upon the 
request of the Directeur General, the Commissioner shall furnish to 
the Directeur General information available to, or obtainable by, the 
Commissioner relative to the tax liability of any person under the 
revenue laws of Belgium in any case in which such information is 
necessary to the administration of the provisions of the convention 
or of statutory provisions against tax avoidance, or in which such 
information is necessary for the prevention of fraud. 

) 504. 118 DOUBLE TAXATION CLAIMs. — (a) In general. — Under 
Article XIX of the convention, where the taxpayer presents proof 
that the action of the tax authorities of the United States or Belgium 
has resulted, or will result, in double taxation contrary to the provisions 
of the convention, he is entitled to lodge a claim with the country of 
which he is a citizen; or, if he is not a citizen of either country, with 
the country of which he is a resident; or, if the taxpayer is a corpo- 
ration or other entity, with the country in which it is created or 
organized. The article provides that, should the taxpayer's claim 
be upheld, the competent authority of the country with which the 
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claim is lodged shall undertake to come to an agreement with the 
competent authority of the other country with a view to equitable 
avoidance of the double taxation in question. 

(b) 3M'armer of @Ping claim. — Such a claim on behalf of a United 
States citizen, corporation, or other entity, or on behalf of a resident 
of the United States who is not a Belgian citizen, shall be filed with the 
Commissioner. The claim shall be set up in the form of a letter ad- 
dressed to "The Commissioner of Internal Revenue, Washington 25, 
D. C. ", and shall show fully all facts and law on the basis of which the 
claimant alleges that such double taxation has resulted or will result. 
If the Commissioner determines that there is an appropriate basis for 
the claim under the convention, he shall take up the matter with the 
Directeur General with a view to arranging an agreement of the 
character contemplated by Article XIX. 

$ 504. 119 BENEFIGIARIKs QF AN EsTATE oR TRUsT. — (a) If he other- 
wise satisfies the requirements of the respective articles concerned, a 
nonresident alien who is a resident of Belgium and v. ho is a beneficiary 
of an estate or trust shall be entitled to the exemption from, or reduc- 
tion in the rate of, United States tax granted by Articles VIII, VIIIA. , 
and IX(2) of the convention with respect to dividends, interest, and 
patent royalties and other like amounts, to the extent that (1) any 
amount paid, credited, or required to be distributed by such estate or 
trust to such beneficiary is deemed to consist of. such items, and (2) 
such items would, without regard to the convention, be includible in his 
gross income. 

(b) For the determination of amounts which, without regard to the 
convention, are includible in the gross income of the beneficiary, see 
subchapter J of chapter 1 of the Internal Revenue Code of 1954 and 
the regul ations thereunder. 

f 504. 120 MEmRERS oF A PARTNERSHIP'. — (a) In generaL — Whether 
an individual, corporation, or other entity, a member of a partnership 
created or organized in Belgium or under Belgian laws, is subject to 
United States tax upon such person's distributive share of the income 
of such partnership depends upon both the status of the partnership 
and the status of such member. 

(b) Citizen par tner. — A citizen or resident of the United States, or a 
domestic corporation, is subject to United States tax upon such per- 
son's distributive share of the income of such partnership as though 
the convention had not come into effect (but subject to the provisions 
of $ 504. 116) even though other members, by reason of benefits granted 
by the convention, are not subject to United States tax upon their 
distributive share of such income. 

(c) Noncitizen partner. — In any case in which income is derived 
from sources within the United States by a partnership created in 
Belgium or under Belgian laws, any member of such partnership who 
has a permanent establishment in the United States or who is either a 
nonresident alien not a resident of Belgium or is a foreign corporation 
which is not Belgian is not entitled, with respect to such member's 
distributive share of such income, to any benefit granted by the con- 
vention solely to nonresident aliens residing in Belgium or to Belgian 
corporations or other entities, having no permanent establishment in 
the United States. Conversely, any member of such partnership who 
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individually complies with the requirements for obtaining any such 
benefit will be entitled thereto with respect to such member's distrib- 
utive share of such income. A member of a Belgian partnership which 
has a permanent establishment in the United States shall likewise be 
considered to have a permanent establishment in the United States. 

$504. 121 WITHHGLDINQ REGULATIoNs. — For regulations pertain- 
ing to the release of excess tax withheld, and to exemption from or 
reduction in rate of withholding of United States tax at source, in 
the case of dividends, interest, patent and copyright royalties, film 
rentals, private pensions and annuities derived from sources within 
the United States by a nonresident alien who is a resident of Belgium, 
or by a Belgian corporation or other entity, see Treasury Decision 
6056, approved December 4, 1958 (26 CFR (1939) 7. 1100 through 
7. 1109) I C. B. 1954-1, 152]. 

RvssEI, I. C. HAltRzNGTONf 
Commissioner of Interna/ Revenue 

Approved January 5, 1956. 
H. CHAPMAN ROSE, 

Acting 8ecretary of the Treasury. 

(Filed by the Division of the Federal Register January 11, 1956, 8: 45 a. rn. ) 

UNITED STATES — FRANCE ESTATE TAX CONVENTION 

A convention between the United States and France for the avoid- 
ance of double taxation and the prevention of fiscal evasion in the 
case of taxes on estates and inheritances and for the purpose of modi- 
fying and supplementing certain provisions of the convention between 
the two Governments relating to income taxes signed at Paris on 
July 25, 1M9, ' was signed at Paris on October 18, 1946. A. supple- 
mentary protocol modifying this convention in certain respects was 
signed at Washington on May 17, 1948. The convention and protocol 
mere approved for ratification by the United States Senate on June 2, 
1948, and were ratified by the President on June 18, 1948. The con- 
vention and protocol were ratified by France on September 5, 1949. 
The instruments of ratification were exchanged at Washington on 
October 17, 1949, and the President proclaimed the convention and 
protocol on October 27, 1949. 

The provisions of Title I of the convention and other provisions 
applicable with respect to taxes which are the subject of such title 
are efi'ective on October 17, 1949, and are applicable solely to estates 
and inheritances in the case of persons who die on or after that date; 
and the provisions of Title II of the convention and other provisions 
applicable with respect to taxes which are the subject of the conven- 
tion of July 25, 1989, and of Title II of the convention, except as 
otherwise provided, are eA'ective on January 1, 1950. 

Article II of the protocol provides that, it shall become effective 
and continue effective as though it were an integral part of the con- 
vention. The convention and protocol read as follows: 



TIT). E I 

TAXES ON ESTATES AND INHERITANCES 

ARTICLE 1 

(1) The taxes which are the subject of this title are: 
(a) for the United States of America, the Federal estate tax, and 
(b) for France, the tax on inheritances. 

(2) This title shall also be applicable to all other taxes of a substantially 
similar character iniposed by either contracting State after the signing of the 
present convention, or imposed by the government of any territory to which the 
present convention applies under Article 17. 

(8) The present convention is concluded with reference to United States and 
French law in force on the day of its signature. Accordingly, if these laws 
are appreciably modified the competent authorities of the two States ivill consult 
together for the purposes of adapting the provisions of the present convention 
to such changes. 

ARTICLE 2 

(1) In this title, unless the context otherwise requires: 
(a) The term "United States" means the United States of America, and 

when used in a geographical sense means only the States, the Territories of 
Alaska and of IIawaii, and the District of Columbia. 

(b) The term "France", when used in a geographical sense, means only 
metropolitan France, excluding Algeria and the Colonies. 

(c) The term "tax" means the French tax on inheritances or the Federal 
estate tax of the'United States, as the context requires. 

(2) In the application, by one of the contracting States, of the provisions of 
this title, any term which is not otherwise defined shall have, unless the context 
requires a difTerent interpretation, the meaning which it has under the laws of 
that contracting State relating to the taxes which are the subject of this title. 

ARTICLE 

(1) For the purposes of this title, the question whether a decedent was domi- 
ciled in the territory of one of the contracting States at the time of his death 
shall be determined in conformity with the law in force in that territory. 

(2) In the case of the death of a person domiciled in the territory of one of 
the contracting States, the situs of any of the following property or property 
rights shall, for the purpose of the imposition of the tax and for the purpose of 
the credit provided for in Article 5, be determined exclusively in accordance 
with the following rules: 

(a) Real property shall be deemed to lie situated at the place where the 
land involved is located. Real property includes leases of such property, 
unless such leases are of ei "hteen years' duration or less, but excludes mort- 
gages and other liens on such property as security. The question whether 
any other property or right in property constitutes real property shall be 
determined in accordance ivith the law of the place where the land involved 
is located. 

(b) Corporeal movable property, except as hereinafter prescribed, as well 
as bank notes and any other kind of money which is legal tender at the place 
of issuance, shall be deemed to be situated where it is physically located 
at the time of the decedent's death. 

(c) Ships aud aircraft shall be deemed to be situated at the place of 
registration or documentation of the ship or aircraft. 

(d) The goodhvill of a business firm (including for the purposes of this 
subparagraph rights in a lease other than one deemed to be real propertv 
under the provisions of subparagraph (a) of this Article) or the goodwill 
attached to the practice of one of the liberal professions shall be deemed to 
be situated where the business is carried on or the profession is practiced. 

(e) Patents, trademarks and designs shall be deemed to be situated at 
the place where they are registered. 

(f) Copyrights and rights or licenses to use any copyrighted material, 
patent, trademark or design shall be deemed to be situated at the place where 
the rights arising therefrom are exercisable. 



(g) Shares in a corporation (including shares hei&1 by a nominee for the 
benefit of the decedent) shall be deemed to be situated at the place in which, 
or under the laws of which, such corporation was created or organized. 

(h) Bills of exchange and checks shall be deemed to be situated at the 
place of the drawee's residence, and negotiable promissory notes at the 
place of residence of the maker. 

(i) All property other than hereinbefore mentioned shall be deemed to 
be situated in the State in which the deceased person was domiciled at the 
time of his death. 

ABTIcLE 4 

The contracting State v hich imposes tax in the case of a decedent who, at the 
time of his death, was not domiciled in its territorv but was domiciled in the 
territory of the other contracting State: 

(;&) sh;&ll allow every abaten&eni, exen&ption, deduction, or credit, which 
would be applicable under its law if the decedent had been domiciled in its 
territorv, in an amount not less than the proportion thereof which the value 
of the property, situated according to Article 3 in such State and subject 
to the tax of such State, hears to the value of the property which would 
hare been subject to the tax of such State if (he decedent had been domiciled 
in its territory; and 

(b) shall (ex& ept for the purpose of subparagraph (a) of this Article and 
for the purpose of any other proportionate allowance otherwise provided) 
take no account of property situated according to Article 3 outside its 
territory in determining the amount or rate of tax. 

However, the provisions of this Article shall not apply to the tax imposed by 
the United States in the case of a deceased citizen of the United States. 

ARTICLE 5 

(1) The contracting State imposing tax in the case of a deceased person, who, 
at the time of his death, was domiciled in such State (or was a citizen thereof 
if such State is the United States), shall allow against its tax (as otherwise 
computed) a credit for the amount of the tax imposed by the other contracting 
State with respect to property situated in the territory of such other contracting 
State and included for tax purposes by both States, but the amount of credit 
shall not exceed the portion of the tax imposed by the former State which is 
attributable to such prope&ty. The provisions of this paragraph shall not apply 
with respect to anr propertv referred to in paragraph (2) of this Article. 

(2) If the decedent is regarded by each of the contracting States as being 
domiciled in its own territory, each State shall, in addition to the credit author- 
ized by paragraph (1) of this Article, allow against its tax (as otherwise com- 
puted) a credit for the part of the tax imposed by the other State with respect 
to property included for tax purposes by both States and situated or deemed to 
be situated 

(a) in the territory of both contracting States, or 
(b) outside of both territories. 

The total of the credits authorized by this paragraph shall be equal to the amount 
of tax imposed with respect to such property by the State imposing the smaller 
(ax, and shall be divided between the two States in proportion to the amount of 
tax imposed bv each of the two contractin" States with respect to such property. 

(3) For the purposes of this Article, the amount of the tax of each contracting 
State attributable to any designated property shall be ascertained after taking 
into account any applicable abatement, credit, remittance, diminution, or 
increase, as provided by its law, other than any credit authorized by this Article. 

AarICI. E 6 

(1) Any claim for a credit or a refund of tax. founded on the provisions of 
this title shall be made within a period of five years from the date of the death 
of the decedent. 

(2) Any such refund shall be made without payment of interest on the amount 
so refunded. 

393474' — 50 — -54 
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TITLE II 
TAX ON INCOMES 

ARTICLE 7 

The provisions of the convention and protocol between the United States 
of America and the French Republic signed at Paris on July 25, 1989 are hereby 
modified and supplemented as follows: 

(a) In the enumeration of French taxes to which the convention of July 
25, 1089, applies the reference to the national tax on undistributed profits 
which is set forth as number (8) in Article 1(b) of Title I is eliminated as 
the tax has ceased to be imposed in France since January 1, 1941. The 
second paragraph of Article 15 of said convention is abrogated. 

(b) For the purposes of Article 7 an individual resident of France de- 
riving from sources within the United States rents from real property, or 
royalties in respect to mines, quarries, or other natural resources may elect 
for any taxable year to be subject to United States tax as if such resident 
were engaged in trade or business within the United States through a perma- 
nent establishment therein in such taxable year. For the purposes of Article 
7 the term "royalties" as used in the second paragraph of such article shall, 
as to amounts paid on or after January 1, 1945, be deemed to include rentals 
in respect of motion picture films. 

(c) Article 8 is amended by adding after the words "other State" in the 
first paragraph thereof the following: "(other than citizens of such other 
State" ). 

(d) (1) Article 14, B, a) is amended by striking out "12" and inserting in 
lieu thereof "25". This subparagraph shall be deemed to be effective as of 
January 1. 1945, with respect to the taxation of income acquired since that 
date on which the French tax has not been collected. 

(2) The last paragraph of Article 14, B, b) is abrogated and replaced 
by the following provisions: 

"However, the provisions of the first and second paragraphs of Article 
114 of the French Code on direct taxation relative to the taxation of 
aliens domiciled or resident in France shall continue to be applied. " 

(e) By adding immediately after Article 17 the following new article: 

ARTICLE 17A 

The American corporations affected by Article 17 of the convention 
of July 25, 1980, which remain subject to the provisions of Article 8 of 
the Decree of December 6, 1872 which were not placed under the special 
regime established by Articles 5 and 0 of the convention for the avoid- 
ance of double taxation between the United States of America and 
France signed April 27, 1032 may, during a new period of six months 
from the date of exchange of the instruments of ratification of the 
present convention, exercise with reference to past years the option 
provided in those two Articles under the conditions which they prescribe. 

(f) Paragraph VIII of the Protocol is amended to read as follows: 

VI II. 
As used in this convention, the term "competent authority" or "com- 

petent authorities" means, in the case of the United States of America 
the Commissioner of Internal Revenue or his duly authorized represent- 
ative, and in the case of France the Chef du Service de la Coordination 
des Administrations Financieres or his duly authorized representative. 

TITLE III 
ADMINISTRATIVE ASSISTANCE 

ARTICLE 8 

(1) With a view to a more effective imposition of the taxes referred to in 
Title I of the present convention and in the tax convention of July 25, 1980, and to 
the prevention of fraud in the case of such taxes, the contracting States agree 
that their competent authorities will exchange all the information which they 
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possess or can procure under their respective laws that may be of use to the 
competent authorities for these purposes. The information transmitted under 
the provisions of this convention by one of the contracting States to the oiher 
contracting State shall not be published, revealed or disclosed to any person 
except to the extent permitted under the laws ot the latter State with respect 
to similar information. 

(2) In no ease shall the provisions of this title relating to disclosure of in- 
formation in particular cases or to mutual assistance in the collection of taxes 
be construed so as to impose upon either of the contracting States the obligation 
to carry out administrative measures at variance with the regulations and prac- 
tice of either contracting State or to supply particulars which are not procurable 
under its own legislation or information which is of such nature that it would 
involve violation of an industrial, business, or trade secret or compromise its 
security. 

(g) The State to which application is made for information or assistance shall 
comply as soon as possible with the request addressed to it. If, for any of the 
reasons set forth above, it is unable to comply with such request it shall inform 
as soon as possible the State making the application, 

ARTICLE 0 

(1) In conformity Ivith the provisions of the preceding Article the competent 
authorities of the United States will transmit without request to the competent 
authorities of the French Republic: 

(a) As regards any person, corporation or other entity having an address 
in France and deriving from sources within the ilnited States rents, divi- 
dends, interest, royalties (including income from authors' rights), income 
from trusts, salaries, wages, bonuses, pensions, annuities, or other fixed or 
determinable periodical income, the name and address of such person, cor- 
poration or other entity as well as the amount of such income. 

(b) As regards— 
(A) a decedent who was a citizen of, or domiciled in, the United 

States, any information disclosed by United States estate tax records 
relative to property of such decedent situated in France; and 

(8) a decedent doruiciled in France, any information disclosed by 
United States estate tax records relative to property of such decedent 
situated in the United States. 

(c) Any particulars which the competent authorities of the United States 
may obtain from banks, savings banks or other similar institutions con- 
cernings assets belonging to individuals whose addresses are in France 
or to French corporations or other entities, as well as information on the 
amount of payments of coupons from securities which are made to the 
account of these persons. 

(d) Any particulars which the corupetent authorities of the United States 
may obtain from inventories in the case of property passing on death con- 
cerning debts contracted with individuals whose addresses are in France 
or French corporations or other entities. 

(2) The information referred to in subparagraph (a) of paragraph (1) of 
this Article will be transmitted as soon as possible after December 81 of each 
vear. The information referred to in subparagraphs (b), (c) and (d) of 
paragraph (1) of this Article will be transmitted as soon as practicable in the 
course of audit of estate tax cases. 

ARTICLE 10 

(1) In conformity with the provisions of Article 8, and independently of the 
enumeration belovv, the competent authorities of the French Republic will trans- 
mit spontaneously to the competent authorities of the United States informa- 
tion which they can obtain on the existence of property belonging to the estates 
of persons, domiciled at the moment of their death either in France or in the 
United States or of citizens of the United States, and which may be taxable 
under the estate tax laws of the United States. 

(2) They will furnish in particular to these authorities: 
(a) the copy of the transcript of the report of the opening of safety 

boxes or sections of safety boxes which were reuted by the decedents or 
their spouses if these persons were domiciled in the United States or if 
they were citizens thereof; 
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(b) the copy of the transcript of the reports of the inventory of the 
content of sealed envelopes and locked bo~es deposited by said persons, with 
bankers, brokers or other persons receiving habitually deposits of this 
type; 

(c) the copy of the lists of securities, cash or documents of evidences 
of value belonging to the estate of a person domiciled in the United States 
transmitted by corporations or companies, brokers, bankers, ministerial 
officers (notaries), business agents, custodians; 

(d) the report of the opening of each individual or joint account opened 
with one of the persons designated under the preceding subparagraph and 
concerning one or more citizens of the United States. 

(3) They will also furnish to these authorities: 
(a) the name and address of each natural or juridical person having an 

address in the United States and drawing from sources situated in France 
income from immovables, dividends, interests, royalties, salaries, wages, 
bonuses, pensions, annuities, or other periodical (fixed or variable) incomes, 
acconIpanied by an indication for each of the said persons of the amount 
of this income; 

(b) all information which they can obtain from banks, savings banks or 
other analogous institutions on assets belonging to persons who have an 
address in the United States or corporations or other United States juridical 
persons as well as information on the amount of payments of coupons from 
securities which are made to the account of these persons; 

(c) all information which they can obtain from inventories at death 
concerning debts which are due to persons residing in the United States or 
corporations or other United States juridical persons. 

(4) The information referred to in paragraph (2) and subparagraph (c) 
of paragraph (8) above will be transmitted as quickly as possible and as soon 
as it comes to the attention of the competent authorities of the French Re- 
public; the information referred to under subparagraphs (a) and (b) of para- 
graph (8), as quickly as possible in the first six months of each year. 

ARTICLE 11 

The competent authorities of each of the contracting States shall be entitled 
to obtain from the competent authorities of the other contracting State infor- 
mation concerning concrete cases aifecting natural or juridical persons as far 
as the application of the taxes referred to under Title I of the present conven- 
tion and the taxes under the tax convention signed July 25, 1980 is concerned. 

ARTICLE 12 

(1) The two contracting States undertake to lend assistance and support to 
each other in the collection of the taxes to which the present convention or 
the convention of July 25, 1089, relates, together with interest, costs, and. 
additions to the taxes and fines not being of a penal character according to 
the laws of the State requested, in the cases where the taxes are definitely due 
according to the laws of the State making the application. 

(2) In the case of an application for enforcement of taxes, revenue claims 
of each of the contracting States which have been finally determined will be 
accepted for enforcement by the State to which application is made and col- 
lected in that State in accordance with the laws applicable to the enforce- 
ment and collection of its own taxes. 

(8) The application will be accompanied by such documents as are required 
by the laws of the State making the application, to establish that the taxes 
have been finally determined. 

(4) If the revenue claim has not been finally determined, the State to which 
application is made will take such measures of conservancV (including measures 
with respect to transfer of property of nonresident aliens) as are authorized 
by its laws for the enforcement of its own taxes. 

ARTIGLE 18 

(1) The competent authorities of the two contracting States may prescribe 
regulations necessary to interpret and carry out the provisions of the present 
convention and the convention of Julv 25, 1089. With resp«t to those provisions 
relating io exchange of information and mutual assistance in the collection of 
taxes, such authorities may, by common agreement, prescribe rules concerning 
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matters of procedure, forms of application and replies thereto, conversion of 
currencies, transfer of sums collected, minimum amounts subject to collection, 
payment of costs of collection, and related matters. 

(2) Should any difficulty or doubt arise as to the interpretation or application 
of the present convention or the convention of July 25, 1020, or their relationship 
to conventions between one of the contracting States and any other State, the 
competent authorities of the contracting States may settle the question by mutual 
agreement. 

ARTICLE 14 

Any taxpayer v ho shows proof that the action of the revenue authorities of 
the contracting States has resulted in double taxation in his case in respect of 
any of the taxes to which the present convention, or the convention of July 25, 
1030, relates, shall be entitled to lodge a claim with the State of vvhich he is 
a citizen or, if the taxpayer is a corporation or other entity, with the State in 
which it is created or organized. Should the claim be upheld, the competent 
authority of each State may come to an agreement with the competent authority 
of the other State with a view to equitable avoidance of the double taxation 
in question. 

ARTICLE 15 

As used in the present convention, the term "competent authorities" means, 
in the case of the United States of America, the Commissioner of Internal 
Revenue or his duly authorized representative, and, in the case of the French 
Republic, the Chef du Service de la Coordination des Administrations I» iuancieres 
or his duly authorized representative. 

TITLE IV 

GKXKRAL PROVISIOiVS 

ARTICLE 16 

Upon the comin into force of the present convention, the provisions of 
Articles 20 to 20, inclusive, constituting Title II, of the convention between 
the United States of America and the I» rench Republic, signed at Paris on July 
25, 1939, shall be superseded and replaced by the provisions of Articles S to 
15, inclusive, constituting Title III, of the present convention to the extent 
that such provisions may be applicable with respect to the taxes which are the 
subject of the convention of July 25, 1039. 

A. RTICLE 17 

(1) So long as the present convention shall be in force, either of the con- 
tracting States may, by written notification to the other contracting State 
through diplomatic channels, declare its desire that the operation of either 

(a) Title 1, and other provisions of the present convention Ivhich may be 
applicable with respect to the taxes Ivhich are the subject of Title I, or 

(b) the convention of Julv 25, 1039 as moilified aiul supplemented by the 
present convention, 

or both, shall extend to all or any of its colonies, overseas territories, protec- 
torates, or territories under its mandate or trusteeship which impose taxes sub- 
stantially similar to those which are the subject of Title I of the present con- 
vention or which are the subject of the convention of July 25, 1020, as the case 
may be. 

(2) The provisions of the present convention, or of the convention of July 
25, 1989 as modified and supplemented by the present convention, with respect 
to which a notification is given in accordance with paragraph (1) of this 
Article, shall apply to the territory or territories named in such notification, 

(a) as to the taxes which are the subject of Title I of the present con- 
vention: in the case of persons who die on or after the date or dates speci- 
fied in the notification (it being understood that such date ur dates shall 
be not less than sixty days from the date of the notification), or, if no date 
is specified in respect of any such territory, on or after the date of such 
notification, or, 

(b) as to the taxes which are the subject of the convention of July 25, 
1939: on and after the first day of January following the date of the 



notification (it being understood that such first day of January shall be 
not less than sixty from the date of the notification). 

unless, before the date on which the provisions would otherwise be applicable 
to a particular territory, the contracting State to which the notification is 
given shall have informed the other contracting State, in writing through 
diplomatic channe)s, that it does not accept such notification in respect of 
that territory. In the absence of such an extension, the provisions which are 
the subject of the notification shall not apply to any such territory. 

(8) At any time after the expiration of a period of one year from the effective 
date of an extension made by virtue of paragraphs (1) and (2) of this Article, 
either of the Contracting States may, by a written notice of termination given 
to the other Contracting State through diplomatic channels, terminate the appli- 
cation of the provisions to any of' the territories of the former State to which 
such provisions have been extended; in which case, 

(a) in so far as concerns estates or inheritances in the case of persons who 
die on or after the date or dates specified in such notice (it being understood 
that such date or dates shall be not less than sixty days from the date of 
such notice), or, if no date is specified, on or after the sixtieth day after the 
date of such notice, or 

(b) in so far as concerns the application of the Convention of July 25, 
1989 as modified and supplemented by the present Convention, on and after 
the first day of January following the date of such notice (it being under- 
stood that such first day of January shall be not less than sixty days from 
the date of the notice), 

the provisions, as the case may be, shall cease to be applicable to the territory 
or territories named in such notice; provided, however, that this shall not affect 
the continued application of such provisions to the United States, to France, or 
to any other territory to which such provisions apply and which is not named 
in the notice of termination. 

(4) For the application of any of the provisions to any territory to which 
it is extended by the United States or by the French Republic, references to 
"United States" or, as the case may be, "France", or to the territory of one 
(or of the other) contracting State, shall be construed to refer to the territory 
to which such provisions shall have been extended. 

(5) For the purposes of the present convention, Algeria shall be considered 
to be a French territory to which the provisions of this Article shall apply. 

ARTICLE 18 

(1) The present convention shall be ratified and the instruments of ratification 
shall be exchanged at Washington as soon as possible. 

(2) The provisions of Title I, and the other provisions of the present conven- 
tion in so far as they may be applicable with respect to the taxes which are the 
subject of Title I, shall enter into force on the day of the exchange of instruments 
of ratification, and shall be applicable solely to estates or inheritances in the case 
of persons who die on or after that date. 

(8) The provisions of Title II, and the other provisions of the present con- 
vention in so far as they may be applicable with respect to the taxes which are 
the subject of the convention of July 25, 1989 and of Title II of the present 
convention, shall, except as otherwise provided in the present convention, enter 
into force on the first day of January following the exchange of instruments 
of ratification. 

ARTTCLE 19 

(1) The present convention shall remain in force for a minimum period of 
five years after the date of the exchange of the instruments of ratification. 

(2) If, not less than six months before the expiration of such period of five 
years, neither of the contracting States shall have given to the other contract- 
ing State, through diplomatic channels, written notice of its intention to termi- 
nate the present convention, the convention shall remain in force after such 
period of five vears until either of the contracting States shall have given no- 
tice of such intention, in which event 

(a) the provisions of Title I, and the other provisions of the present con- 
vention in so far as they may be applicable with respect to the taxes which 
are the subject of Title I, shall not be efFective as to estates or inheritances 
in the case of persons who die on or after the date (not being earlier than 
the sixtieth day after the date of the notice of termination) specified in 
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such notice, or, if no date is specified, on or after the sixtieth day after the 
date of such notice; and 

(b) the provisions of Title II, and the other provisions of the present 
convention in so far as they may be applicable with respect to the taxes 
which are the subject of the convention of July 25, 1M9 and of Title II of 
the present convention, shall not be eftective on or after the first day of 
January folloiving the expiration of a six-month period after the date of 
the notice of termination. 

IN TEsTIhIONY wHEREOE, the I'lenipotentiaries above-named have signed the 
present convention and affixed thereto their seals. 

13oNE at Paris, in duplicate. in the English and French languages, this 18th 
of October 1946. 

PROTOCOL 

The Government of the United States of America and the Government of the 
French Republic, desiring to conclude a supplementary Protocol modifying in 
certain respects the convention signed at Paris October 18, 1946, for the avoid- 
ance of double taxation and the prevention of fiscal evasion with respect to taxes 
on estates and inheritances and for the purpose of modifying and supplementing 
certain provisions of the convention betIveen the two Governments relating to 
income taxation signed at Paris on July 25, 1969, 

Have agreed as follows: 
ARTICI K I 

(1) Article 12 of the convention of October 18, 1946, is amended by adding 
thereto the following paragraph: 

(5) The assistance provided for in this Article shall not be accorded 
with respect to citizens, corporation or other entities of the State to which 
application is made nor with respect to estates of such citizens. 

(2) For the purposes of Title I of the convention of October 18, 1946— 
(a) The determination whether a citizen of the United States acquired 

a domicile in France will, for the purposes of the French tax on inheri- 
tances, be made in conformity with Article 108 of the French Civil Code 
as in eifect on the date of signature of this Protocal. 

(b) The determination whether a citizen of France acquired a domicile 
in the United States will, for the purposes of Federal estate taxes, be made 
in conformity with Section 81. 5 of the United States Estate Tax Regulations 
as in effect on the date of signature of this Protocol. 

(8) Article 9 of the convention between the two Governments relating to in- 
come taxation signed at Paris on July 25, 1M9, is amended to read as follows: 

ARTIcI. E 9 

An individual who is a resident of one of the contracting States shall be 
exempt from tax by the other contracting State upon compensation for per- 
sonal services (other than income from the exercise of a liberal profession) 
performed during the taxable year within such other contracting State (a) 
he is present in such other contracting State for a period or periods ag- 
gregating less than the taxable year and (b) such services are performed 
for or on behalf of a resident, corporation or other entity of the former 
contracting State. 

This provision does not apply to the income referred to in Article 8. 
(4) The provisions of Article 10 of the convention signed July 25, 1M9 between 

the United States and France shall be applied on a reciprocal basis. 
(5) Title I of the convention between the two Governments signed at Paris 

on July 25, 1989 is supplemented by the following Article: 

ARTICLE 19A 

In the case of taxes on property or on increment of property, the following 
provisions shall be applicable: 

(1) If the property consists of: 
(a) immovable property and accessories appertaining thereto; 
(b) commercial or industrial enterprises, including maritime shipping 
and air transport undertakings; 
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the tax may be levied only in that contracting State which is entitled under 
the preceding Articles to tax the income from such property. 

(2) In the case of all other forms of property, the tax may be levied only 
in the State of domicile. However, the value of furniture is taxable in the 
State of the residence to which the furniture appertains. 

(8) In applying paragraph (2) above, the domicile of physical persons 
corresponds to the normal residence understood in the sense of permanent 
habitation; domicile of corporations or other juridical persons to the place 
of the site of their actual management. 

(4) This Article shall become effective only as to taxes enacted on or after 
the date of exchange of the instruments of ratification of this Protocol. 

ARTICI. E II 
(1) This Protocol shall be ratified and the instruments of ratification thereof 

shall be exchanged at Washington. 
(2) This Protocol shall become effective and continue effective in accordance 

with Articles 18 and 19 of the convention of October 18, 1946 as though this 
Protocol were an integral part of that Convention. 

IN wITNEss wHERECF the undersigned Plenipotentiaries, being duly authorized 
thereto by their respective Governments, have signed this Protocol and have 
afilxed thereto their seals. 

DoNE in duplicate, in the English and French languages, at Washington this 
17th day of May, 1948. 

FOR THE GOVERNMENT OF THE UNITED STSTES OF AMERICA: [sEaL] 
G. C. MxnsHmz„ 

Secretary of State of tlte United States of rimerica 

[sEALl FOR THE GOVERNMENT OF THE FRENCH REPUREIC: 
H. BONNET) 

Ambassador Eatraordinary and P/enipotcntiary of tlute French Repabtic 
in IVasbington 

UNITED STATES — FRANCE ESTATE TAX CONVENTION 

Rev. Rul. 56 — 251 

The credit authorized by article fi(2) of the estate tax convention 
betsveen the United States and France may not be applied against 
the tax imposed by the United States on shares of stock of corpora- 
tions organize&1 in countries otlrer than the United States and France 
included in the gross estate of a citizen of the United States domi- 
ciled in France at the time of his death. 

The relief from double taxation authorized by article 14 of the 
convention may be applied only v here the action of the revenue 
authorities of the United States or France has resulted in double 
taxation contrary to the provisions of the convention. 

Aclvice has been requested whether the credit authorized by article 
5(9) of the estate tax convention between the United States and 
France, page 837, this Bulletin may be applied against the tax imposed. 
by the United States on shares of stock of corporations organized in 
countries other than the United States and France which was included 
in the gross estate of a citizen of the United States domiciled in 
France at the time of his death, and, if not, w. hether, under such 
circumstances, the estate has a valid claim for relief under the pro- 
visions of article 14 of the convention. 

Article 5 of the estate tax convention between the United States 
and I&'rance provides, in part, as follows: 
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(1) The contracting State imposing tax iu the ease of a deceased person, who, at the time of his death, was domiciled iu such State (or was a citizen thereof if such State is the United States), shall allow against its tax (as otherwise computed) a credit for the amount of the tax imposed by the other 
contracting State with respect to property situated iu the territory of such 
other contracting State aud included for tax purposes by the both States, but the amount of credit shall not exceetl the portion of the tax iruposed by the former 
State which is attributable to such property. The provisions of this paragraph 
shall uot apply with respect to any property referred to iu paragraph (2) of this 
article. 

(2) If the decedent is regarded by each of the contracting States as being 
domiciled iu itS owu territory, each State shall, iu additiou to the credit au- 
thorized by paragraph (1) of this article, allow against its tax (as other&vise 
computed) a credit for the part of the tax imposed by the other State with 
respect to property included for tax purposes by both States aud situated or 
deemed to be situated 

(a) iu the territory of both coutracting Stat~. , or 
(b) outside of both territories. 

The total of the credits authorized by this paragraph shall be equal to the 
amount of tax imposed with respect to such property by the State imposiug 
the smaller tax, aud shall be divide(1 between the two States iu proportion to 
the aruouut of tax imposed by each of. the two contracting States with respect 
to such property. 

Article 5 of the convention authorizes two distinct types of credit, 
Paragraph (1) of article 5 authorizes credit in a case where the 
decedent was a citizen of the United States or a domiciliary of either 
or both of the contracting countries. This credit, which may be desig- 
nated as the primary credit, is restricted to the tax attributable to 
property having a situs in either the United States or France. Para- 
graph (2) a, uthorizes credit with respect to property deemed to be 
s~ituated in both or outside of both countries. This credit, which may 
be designated as the secondary credit, is restricted to cases where 
the decedent is regarded by each of the contracting countries as 
having been domiciled in its territory. 

Since the credit authorized by article 5(2) of the convention is re- 
stricted to cases where the decedent is regarded by each country as 
having been domiciled in its territory, no credit may be applied against 
the tax under the circumstances in this case. 

Article 14 of the estate tax convention between the United States 
and France provides as follows: 

Any taxpayer who shows proof that the aetiou of the revenue authorities of 
the contracting States has resulted in double taxation iu his ease iu respect of 
any of the taxes to which the present Convention, or the convention of July 
25, 1939, relates, hall be entitled to lodge a claim with the State of which he 
is a citizen or, if the taxpayer is a corporation or other eutity, with the State 
iu which it is created or organized. Shoulil the claim be upheld, the competent 
autority of each State may come to au agreement with the competent authority 
of the other State with a view to equitable avoidance of the double taxation 
iu question. 

In order to obtain relief under article 14 of the convention, it is 
essential that the taxpayer show proof that action of the rev~enue 
authorities of one of the contracting States has resulted in double 
taxation contrary to the provisions of the convention. Any other 
interpretation would render meaningless ancl, in e8ect, nullify 
specific provisions of the convention, such as those pertaining~ to situs 
of property and the allowance of credit. Under the circuinstances 
in this case, the taxpayer has not established a basis for a claim under 
article 14 of the convention. 
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In view of the foregoing, it is held that the credit authorized by 
article 5(2) of the estate tax convention between the United States 
and France may not be applied against the tax imposed by the United 
States on shares of stock of corporations organized in countries other 
than the United States and France which are included. in the gross 
estate of a citizen of the United States domiciled in France at the 
time of his death. 

The relief from double taxation authorized by article 14 of the 
convention may be applied only where the action of the revenue 
authorities of the United States or France has resulted in double 
taxation contrary to the provisions of the convention. 

UNITED STATES — NETHERLANDS INCOME TAX 
CONVENTION 

T. D. 5778, Section 7. 869: Visiting professors 
or teachers. 

Rev. Rul. 56 — 164 

A resident of the Netherlands whose income derived from teach- 
ing in the United States was exempt from United States income tax 
under the provisions of Article XVII of the income tax convention 
between the United States and the Netherlands, and who has left 
the United States, may, upon his return, enter upon another exemp- 
tion period of two years provided he has been absent from the United 
States for a period of not less than one year and he still meets the 
requirements of that article. 

Advice has been requested whether a resident of the Netherlands 
whose income derived from teaching in the United States was exempt 
from United States income tax under the provisions of article XVII 
of the income tax convention between the United States and the 
Netherlands, Treasury Decision 5778, C. B. 1950 — 1, M, at 97, may, 
after a period of absence from the United States, enter upon another 
exemption period. 

Article XVII of the convention reads as follows: 
Professors or teachers, residents of one of the contracting states, who, in 

accordance with agreements between the contracting states or between teach- 
ing establishments in the contracting states for the exchange of professors and 
teachers, visit the other contracting state to teach, for a maximum period of 2 
years, in a university, college, or other teaching establishment in such other 
contracting state, shall not be taxed by such other state with respect to the 
remuneration which they receive for such teaching. 

language similar to that here under consideration is contained in 
article XVIII of the income tax convention between the United 
States and the United Kingdom, Treasury Decision 5569, C. B. 1947 — 9, 
100, at 106. Up to that time, this provision had no counterpart in 
any previous tax convention. A technical memorandum of the 
Treasury Department on the convention was incorporated into the 
Senate Executive Report No. 6, 79th Congress, dated July 8, 1945. 
This memorandum, in referring to visiting professors and teachers, 
reads in pertinent part as follows: 

Its effect [article XVIII] is to exempt from United States tax, upon 
a reciprocal basis, compensation for personal services rendered in the United 
States by a resident of the United Kingdom who is temporarily present in the 
United States for the purpose of teaching at a United States university or other 
educational institution in the United States. The intent is to allow an exemp- 



tion for 2 year:. : in any eveut. ~ ~ ~ If he then leaves the United States 
on vacation»ut resumes his duties in the United Siates at the beginning of the 
school term . 'll the fall * * * he is not exempt with respect to his remuner- 
ation earned thereafter. If, however, he leaves the United States for an entire 
year or more and theu returns to the United States, it is the intendment of the 
article that he will then enter upon another exemption pe)iocl of 2 years. 

Senate Executive Report No. 11, 80th Congress, Bd Session, con- 
tains the following language, "The I Netherlands] convention is 
designed to accomplish essentia~lly the same objectives as income tax 
conventions now in force with Svveden, Erance, Canada and the 
United Kingdom. ' 

In view of the foregoing, it is held that a resident of the Nether- 
lands whose income derived from teaching in the United States was 
exempt from United States income tax m accordance with article 
XVII of the United States-Netherlands income tax convention and 
who has left the United States may, upon his return, enter upon 
another exemption period of two year's provided he has been absent 
from the United States for a period of at least one year and he still 
meets the requirements of article XVII of the convention. 

The principles herein set forth with respect to the United States— 
Netherlands income tax convention will also apply to other income tax 
conventions which contain language similar to that here considered. 

UNITED STATES — SAVITZERLAND INCOME TAX 
CONVENTION 

T. D. 614q, Section 500. 105: Industrial and 
commercial profits. 

Rev. Rul. 56 — 165 

A resident of Switzerland who is in the United States for the pur- 
pose of demonstrating and selling 

logging 

equipment, together with 
the logs produced during the demonstrations, is carrying on an enter- 
prise which is "engaged in trade or business in the United States 
through a permanent establishmeut situated therein" within the 
meaning of article Ill(1) (a) of the United States — Svvitzerland Tax 
Convention. Any income realized within the United States by such 
enterprise is subject to United States income tax. 

A resident of Switzerland employed by such enterprise qualifies 
for exemption under article X (1) (a) of the coureution with respect 
to parment for services performed in the United States as an em- 
ployee of such enterprise, provided such employee is temporarily 
present in the United States for a period or periods not exceeding 
188 days during the taxable year of the performance of such se~ vices. 

Advice has been requested whether, under the provisions of the 
United States — Switzerland Income Tax Convention& Treasury 
Decision 6140, C. B. 1055 — 2, 814, a Swiss resident, who is in the United 
States with his specially trained employees, who are residents of 
Switzerland, to demonstrate the equipment vvhich he manufactures, is 
engaged in trade or business within the United States through a 
permanent establishment and is, therefore, taxable o» the incon1e 
derived from the sale of the equipment and of articles produced during 
such demonstrations, even though he has»o warehouse or other 
type of building from which to work. Atlvice has also been requested 
whether the Swiss employees qualify for exemption under article 
X(1) (a) of the Co»vention on the compe»satio» for. their labo& or 
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personal services performed in the United States as employees of such 
resident of Switzerland. 

Article III(1) (a) of the United States — Switzerland Income Tax 
Convention, supra, provides as follows: 

A Swiss enterprise shall not be subject to taxation by' the United States in 
respect of its industrial and commercial profits unless it is engaged in trade or 
business in the United States through a permanent establishment situated 
therein. If it is so engaged the United States may impose its tax upon the 
entire income of such enterprise from sources within the United States. 

Article II(1) (c) of the convention provides in efFect that the term 
"permanent establishment" means a branch, oSce, factory, workshop, 
warehouse or other fixed place of business; but, the maintenance of a 
warehouse for convenience of delivery and not for purposes of display 
does not, of itself, constitute a permanent establishment. 

Article II(1) (f) of the convention provides in part as follows: 
The term "Swiss enterprise" means an industrial or commercial enterprise 

or undertaking carried on in Switzerland by an individual resident in Switzerland 
or bv a Swiss corporation or other entity; 

Article X(1) of the convention provides as follows: 
An individual resident of Switzerland shall be exempt from United States tax 

upon compensation for labor or personal services performed in the United States 
(including the practice of the liberal professions and rendition of services as 
director) if he is temporarily present in the United States for a period or periods 
not exceeding a total of 188 days during the taxable vear and either of the 
following conditions is met: 

(a) his compensation is received for such labor or personal services per- 
formed as an employee of, or under contract with, a resident or corporation 
or other entity of Switzerland, or 

(b) his compensation received for such labor or personal services does not 
exceed $10, 000. 

Although the enterprise under consideration has no warehouse or 
other type of building in the United States in which or from which it 
is conducted, the equipment involved is logging equipment which is 
necessarily demonstrated in particular forest areas and was brought 
here for purposes of such demonstration with the expectation that 
orders would be obtained for such equipment. It is anticipated that 
the demonstration and sales activities will continue for approximately 
two years. 

Accordingly, it is held that a resident of Switzerland, who is en- 
gaged in the Ignited States in demonstrating and selling logging 
equipment, together with the logs produced during such demonstra- 
tions, is carrying on an enterprise which is "engaged in trade or busi- 
ness in the United States through a permanent establishment situated 
therein" within the meaning of article III (1) (a) of the United States— 
Switzerland Tax Convention. Therefore, income realized from 
sources within the United States by such enterprise is subject to United 
States income tax. 

It is further held that a resident of Switzerland brought into this 
country by such Swiss employer to aid in the demonstration of its 
equipment qualifies for exemption under article X(1) (a) of the con- 
vention with respect to payment for such services performed in the 
United States, provided such employee is tempora, rily present in the 
United States for a period or periods not exceeding 188 days during 
the taxable year of the performance of such services. 
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UNITED STATES — UNITED KINGDOM INCOME TAX 
CONVENTION 

T. D. 5569, C. B. 1947 — 2, 100, Section 7. 521: 
Compens~ation for labor or personal services. 

(Also Part I, Section 871, ) 

The word "day" as used in relation to article XI(1) of the income 
tax convention between the United States and the United Kingdom 
of Great Britain and Northern Ireland, T. D. 5509, C. B. 1947 — 2, 100, 
with respect to the exempt status of compensation for personal serv- 
ices performed by a resident of the United Kingdom who is present in 
the United States for a period or periods not exceeding in the ag- 
gregate 183 days during the taxable year, is interpreted for United 
States income tax purposes to mean a day during any portion of which 
the resident of the United Kingdom was physically present within 
the United States. This interpretation will apply equally to all 
income tax conventions containing similar provisions. 

I. T. 3876, C. B. 1947 — 2, 120, supplemented. 
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SUBPART B. — LEGISLATION 

PUBLIC LAW 896, EIGHTY-FOURTH CONGRESS 
[CHAPTER 15, SECOND SESSION] 

H. R. 4582' 

An Act to amend the Internal Revenue Code of 1954 with respect 
to deductions from gross income of amounts contributed to em- 
ployees trusts. 

Be it enacted by the 8enate and Home of Representatives of the 
United 8tates of America in Congv'ess assembted, That a new para- 
graph be added to section 881(c) of the Internal Revenue Code of 
1954 to read as follows: 

(20) CAEEY'-ovEE oF UNUBED PENsION TRUsT DEDUOTIONs IN OE1LTMN 

oaszs. — Notwithstanding the other provisions of this section, or section 
894(a), a corporation which has acquired the properties and assumed the 
liabilities of a wholly owned subsidiary shall be considered to have succeeded 
to and to be entitled to take into account contributions of the subsidiary 
to a pension plan, and shall be considered to be the distributor or transferor 
corporation after the date of distribution or transfer (but not for taxable 
years with respect to which this paragraph does not apply) for the purpose 
of determining the amounts deductible under section 404 with respect to 
contributions to a pension plan if— 

(A) the corporate laivs of the State of incorporation of the subsidiary 
required the surviving corporation in the case of merger to be in- 
corporated under the laws of the State of incorporation of the sub- 
sidiary; and 

(B) the properties were acquired in a liquidation of the subsidiary 
in a transaction subject to section 112(b) (0) of the Internal Revenue 
Code of 1989. 

SEo. 9. The amendments made by the first section of this Act shall 
apply with respect to taxable years beginning after December 81, 
1958, and ending after August 16, 1954. 

Approved January 28, 1956. 

PUBLIC LAW 897& EIGHTY-FOURTH CONGRESS 
[CHAPTER 16, SECOND SESSION] 

H. R. 5498' 

An Act to amend the Internal Revenue Code of 1989 with respect 
to the period of limitation for filing claims by certain transferees 
and fiduciaries for credit or refund of income taxes. 

Be it enacted by the 8enate and Home of Representatives of the 
United 8tates of America in Congress assemhted, That section 811- 
(b) (4) of the Internal Revenue Code of 1989 is hereby amended by 
inserting "(A)" after "(4)" and by adding at the end thereof the 
following: 

(B) For the purpose of determining the period of limitation on credit 
or refund to the transferee or fiduciary of- 

(i) overpayments of tax made by such transferee or fiduciary, or 
(ii) overpayments of tax made by the transferor of which the 

transferee or fiduciary is legally entitled to credit or refund, 
' House Report No. 1594, page 924 this Bulletin; Senate Report No. 1375, page 925 this Buuetin. 
s House Report No. 1448, page 925 this Bunetin; senate Report No. 1376, page 927 this Bulletin. 
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the agreement referred to in subparagraph (A) and any extension 
thereof shall be deemed an agreement arid extension thereof referred 
to in section 822(b) (8). 

(C) lf the agreement referred to in subparagraph (A) is executed 
after the expiration of the period of liniitation for assessment against 
the taxpaver with reference to whom the liability of such transferee 
or fiduciary arises, then, in applying the limitations under section 
822(b) (8) on the amount of the credit or refund, the periods specified 
in section 822(b) (8) shall be increased by the period from the date of 
such expiration to the date of the agreenient. . 

SEc. 2. This Act shall be efi'ective in all circumstances in which it 
would have been e8ective if it had been enacted on August 17, 1954. 

Approved January 28, 1956. 

PUBLIC LAW 698i EIGHTY-FOURTH CONGRESS 
[CHAPTER 17) SECOND SESSION] 

H. R. 7036' 

An Aet to amend section 87 of the Internal Revenue Code of 1954 
with respect to the earned incoine limitation on retirement income. 

Be it enacted by the 8enate and House of Representatives of the 
United 8tates of America in Congress assemhlecl, That section 87(d) 
(2) of the Internal Revenue Code of 1954 (relating to limitation on 
retirement income) is hereby amended to & ead as follows: 

(2) in the ease of any individual who has not attained the age of 72 
before the close of the ta~able year, any amount of earned income (as 
defined in subsection (g) )— 

(A) in excess of $900 received by the individual in the taxable year 
if such individual has not attained the age of 05 before the close of 
the taxable year, or 

(B) in excess of $1, 200 received by the individual in the taxable 
year if such individual has attained the age of 05 before the close 
of the taxable year. 

SEC. 2. The amendment made by the first section of this Act shall 
apply only with respect to taxable years beginning after Decem- 
ber 31, 1955. 

Approved January 28, 1956. 

PUBLIC LA. W 899, EIGHTY-FOUPuTH CONGRESS 
tCHAPTER 18, SECOND SESSION] 

H. R. 72824 

An Act relating to the allowance of the credits for dividends re- 
ceived, for dividends paid, and for a Western Hemisphere trade 
corporation in computing the alternative tax of a corporation with 
respect to its capital gains. 

Be it enacted biy the Senate and Home of Representatives of the 
United States of America in Congress assembled, That section 117 
(c) (1) (A) of the Internal Prevenue Code of. 1969 is hereby amended 

by inserting after the word "reduced" the following: "(except for 

'House Report No. 1595, page 946 this Bulletin; Senate Report No. 1377, page 948 this 
Bulletin. 

'House Report 1356, page 981 this Bulletin; Senate Report No. 1378, page 982 this 
Bulletin. 
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the purposes of determining the credits allowable under subsections 
(b), (h), and (i) of section26)". 

S~xo. 2~ The amendment made by section 1 shall be applicable with 
respect to taxable years beginning after December 31, 1951, and before 
January 1, 1954. No interest shall be allowed or paid on any over- 
payment resulting from such amendment. 

Approved January 28, 1956. 

PUBLIC LAW 400, EIGHTY-FOURTH CONGRESS 
[CHAPTER 19, SECOND SESSION] 

H. R. 7864' 

An Act relating to the application of the documentary stamp tax 
to transfers of certain obligations paid for in installments. 

Be it enacted by the senate and House of Representati4les of the 
United 8tates of America in Congress assembled, That effective as of. 
January 1, 1955, section 4882 of the Internal Revenue Code of 1954 
(relating to exemption from tax on sales or transfers of certificates 
of indebtedness) is hereby amended by relettering subsection (b) as 
subsection (c) and by inserting after subsection (a) the following 
new subsection: 

(b) INSTALMENT PBRcxrASE oF OBLmATIONS. — The tax imposed by section 
4331 shall not apply to any instrument under the terms of which the obligee 
is required to make payment therefor in installments and is not permitted to 
make in any year a payment of more than 20 percent of the cash amount to 
which entitled upon maturity of the instrument. 

Approved January 28, 1956. 

PUBLIC LAW 408, EIGHTY-FOURTH CONGRESS 
[CHAPTER 36, SECOND SESSION] 

H. R. 7094e 

An Act To amend section 120 of the Internal Revenue Code of 1939 
(relating to unlimited deduction for charitable contributions). 

Be it enacted by the 8enate and House of Representatives of the 
United States of America in Congress assembled, That section 120 of 
the Internal Revenue Code of 1939 (relating to unlimited deduction 
for charitable and other contributions) is hereby amended by striking 
out "in each of the ten preceding taxable years" and inserting in lieu 
thereof "in eight of the ten preceding taxable years". 

Src. 2. (a) Except as provided in subsections (b), (c), and (d), 
the amendment made by the first section of this Act shall apply to all 
taxable years to which the Internal Revenue Code of 1M9 applies. 

(b) Notwithstanding any other provision of law, credit for any 
overpayment resulting from the amendment made by the erst section 
of this Act shall not be allowed, and the refund of any such overpay- 

'House Report No. 1497, page 982 this Bulletin; Senate Report No. 1379, page 983 this Bulletin. 
6 House Report No. 1596, page 952 this Bulletin; Senate Report No. 1403, page 953 this Bulletin. 



ment shall be made only if. it is established to the satisfaction of the 
Secretary of the Treasury or his delegate— 

(1) in the case of a taxpayer ivho has not died at the time the 
refund is made, that the amount of such refund is to be paid f orth. - 
ivith as a charitable contribution (as defined in section 170(c) 
of the Internal Revenue Code of 1954), or 

(2) in the case of a taxpayer who has died at the time the 
refund is made, that (A) an amount equal to the amount of the 
refund, under the terms of the decedent's will, will be transferred 
to any person or organization described in section 2055 of the 
Internal Revenue Code of 1954, and (B) an amount equal to 
the amount of such transfer is deductible from the value of the 
gross estate under such section or tile corresponding provisions 
of the Internal Revenue Code of 1989. 

No interest shall be paid upon any overpayment resulting from the 
amendment made by the first section of this Act. 

(c) The amount of any refund made under this Act, and the pay- 
ment or transfer of such amount as described in paragraph (1) or (2) 
of subsection (b), shall not be taken into account in determining any 
liability of the taxpayer or his estate for income tax or estate tax under 
the Federal income tax and estate tax laws. 

(d) If a claim for refund relates to an overpayment on account of 
the amendment made by the first section of this Act, in lieu of the 
three-year period of. limitation prescribed in section 822(b) (1) of 
the Internal Revenue Code of 1939, the period shall be seven years 
from the date prescribed by law for filing the return for the year 
with respect to which the claim is made. In the case of a claim 
described in this subsection, the amount of the refund may exceed 
the portion of the tax paid vvithin the period prescribed in paragraph 
(2) or (8), whichever is applicable of section 822(b) of such code, 
to the extent of the amount of. the overpayment attributable to the 
amendment made by the first section of this Act. 

Approved February 15, 1956. 

PUBLIC LAW 414, EIGHTY-FOURTH CONGRESS 
[CHAPTER 63, SECOND SESSION] 

H. R. 2667' 

An A. ct To amend section 208 (b) of the Technical Changes Act of 
1953, and for other purposes. 

Be it enacted by the Senate and House of Representatives of the 
United States of America in Congress assembled, That (a) section 208 
(b) of the Technical Changes Act of 1958 [C. B. 1953 — 2, 485] is 
amended by striking out "1950" and inserting in lieu thereof "194K'. 

(b) The amendment made by subsection (a) shall be efi'ective as if. 
enacted as a part of section 208 (b) of the Technical Changes Act of 
1953. 

S&c. 2. Section 2058 of the Internal Revenue Code of 1954 (relating 
to deductions from the gross estate for expenses, indebtedness, and 

' Bouse Report No. 1605, page 919 this Bulletin; Senate Report No. 1401, page 920 this 
Bulletin. 
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taxes) is hereby amended by redesignating subsection (d) to be sub- 
section (e) and by adding after subsection (c) a new subsection as 
follows: 

(d) CERTAIN STATE DEATH TAxFs. — 
(1) GENERAL RUIE. — Notwithstanding the provisions of subsection 

(c) (1) (B) of this section, for purposes of the tax i&nposed by section 2001 
the value of the taxable estate n&ay be determined if the executor so elects 
before the expiration of the period of limitation for assessment provided in 
section 6501, by deducting from the value of the gross estate the amount (as 
deter&Dined in accordance with regulations prescribed by the Secretary or 
his delegate) of any estate, succession, legacy or inheritance tax imposed 
by a State or Territory or the District of Columbia, or any possession of the 
United States, upon a transfer l&y the deccd& nt for public, charitable, or 
religi&ms uses described in section 20. ». or 2106(a) (2). The election shall 
be exercised in accordance with regulati&ms prescribed by the Secretary 
or his delegate. 

('&) CGNDITICN FoR ALLGWANcE oF DEDUcTIGN. — No deduction shall be 
allowed under paragraph (1) for a State death tax specified therein unless 
the decrease in the tax imposed by s&'ction 2001 which results from the 
deduction provided for in paragraph (1) will inure solely for the benefit 
of the public, charitable, or religious transferees described in section 20;». Or 

section 2106(a) (2). In any case where the tax imposed by section 2001 is 
equitablv apportioned among all the transferees of property included in the 
gross estate, including those described in sections '&(&. ». and 2106(a) ('&) 

(taking into account any exe&nptions, credits, or deductions allowed by this 
chapter), in determining such decrease, there shall be disregarded any 
decrease in the Federal estate tax which any transferees other than those 
described in sections 2055 and 2106(a) (2) are required to pay. 

(6) EFFEcT oF DEDUcTIGN oN cREDIT Fon sTATE DEATH TAxEs. — See section 
2011(e) for the etfect of a deduction taken under this subsection on the 
credit for State death taxes. 

SEr. . 8. Section 2011 of the Internal Revenue Code of 1954 is 
amended by adding after subsection (d) a new subsection as follows: 

(e) LIMITATION IN CASES INVOLVING DEDUCTION UNDER SECTION 2053(d). — In 
any case where a deduction is allowed under section 2056 (d) for an estate, succes- 
sion, legacy, or inheritance tax imposed upon a transfer for public, charitable, or 
religious uses described in section 2055 or 2106(a) (2), the allo&vance of the 
c&edit under this section shall be subject to the following conditions and 
limitations: 

(1) The tazes described in subsection (a) shall not include any estate, 
succession, legacy, or inheritance taz for which a deduction is allowed under 
section 2053 (d). 

(2) The credit shall not exceed the lessor of— 
(A) the amount stated in subsection (b) on a taxable estate de- 

termined by allozving the deduction authorized by section 2056(d), or 
(B) that proportion of the atnount stated in subsection (b) on a 

taxable estate determined without regard to the deduction authorized 
by section 2056(d) as (i) the amount of the taxes described in subsection 
(a), as limited bv the provisions of paragraph (1) of this subsection, 
bears to (ii) the amount of the tazes described in subsection (a) before 
applying the limitation contained in paragraph (1) of this subsection. 

(2) If the amount determined under subparag&aph (B) of paragraph (2) 
is less than the amount determined under subparagraph (A) of that para- 
graph, then for purposes of subsection (d) such lesser amount shall be the 
maximu&n credit provided by subsection (b). 

SEc. 4. The amendments to the Internal Revenue Code of 1054 nrade 
by sections 2 and 8 of this Act, and provisions having the sanle e6'ect 
as this amendment, which shall be considered to be included in chapter 
3 of the Internal Revenue Code of 103!), slrall apply to the estates of 
all decedents dying a fter December 31, 10M. 

Approved February 20, 1%6. 



PUBI. IC LA%V 417, EIGHTY-FOURTH CONGRESS 
[CHAPTER 66, SECOND SESSION] 

H. R. 7054s 

An Act To amend the Internal Revenue Code of 1989 to provide a 
credit against the estate tax for Federal estate taxes paid on certain 
prior transfers. 

Be it enacted bid' the Senate and IIou8e of Eepresentatk eg of the 
United Stateg of Asnerica in Congrege fL88einbled, That subpart I of 
part II of subchapter A of chapter 3 of the Internal Revenue Code 
of 1989 (relating to computation of estate tax) is hereby amended by 
adding at the end thereof the following new section: 
"SEC. 814. CREDIT FOR TAX ON CERTAIN PRIOR TRANSFERS. 

"(a) GENERAL RULE. — If the executor so elects, the tax imposed by sections 
810 and M5 in the case of a decedent (but only if the decedent was a citizen or 
resident of the United States at the time of his death) dying after December 81, 
1951, shall be credited with all or a part of the amount of the Federal estate tax 
paid with respect to the transfer of property (including property passing as a 
result of the exercise or nonexercise of a power of appointment) to the decedent 
by or from a person (herein designated as a 'transferor') who was the spouse of 
the decedent at the time of such person's death and who died within two years 
before the decedent, 's death. The credit shall be the amount determined under 
subsections (b) and (c). 

"(b) CoatpUTATIDN oF CREDIT. — Subject to the limitation prescribed in sub- 
section (c), the credit provided by this section shall be an amount Ivhich bears 
the same ratio to the estate tax paid (adjusted as indicated hereinafter) with 
respect to the estate of the transferor as the value of the property transferred 
bears to the net estate of the transferor (determined for purposes of the tax 
imposed by section M5) decreased by any death taxes paid with respect to such 
estate and increased by the exemption provided for by section 985(c) in deter- 
mining the net estate of the transferor for purposes of the estate tax. For pur- 
poses of the preceding sentence, the estate tax paid shall be the Federal estate 
tax paid increased by any credits allowed against such estate tax under sections 
818(a) and 936(b) on account of gift tax, and for any credits allowed against 
such estate tax under this section on account of prior transfers avhere the trans- 
feror acquired property from a person who died within two years before the 
death of the decedent. 

(c) LIIIITATIGN oN CREDIT. — 
"(1) IN GENERAL. — The credit provided in this section shall not exceed 

the amount by which— 
"(A) the estate tax imposed by sections 810 and 985 (after deducting 

the credits for State death taxes, gift tax, and foreign death taxes 
provided for in sections 810, 818, and M6) computed without regard 
to this section, exceeds 

"(B) such tax computed by excluding from the decedent's gross 
estate the value of such property transferred and, if applicable, by 
making the adjustment hereinafter indicated. 

If any deduction is otherwise alloavable under section 812(d) (relating to 
charitable deduction) then, for the purpose of the computation indicated 
in subparagraph (B), the amount of such deduction shall be reduced by 
that part of such deduction which the value of such property transferred 
bears to the decedent's entire gross estate reduced by the deductions alloaved 
under section 812(b) (relating to deduction for expenses, losses, etc. ). 
For purposes of this section, the value of such property transferred shall be 
the value as provided for in subsection (d) of this section. 

"(2) Two oR IIORE TRANsFERoas. — If the credit provided in this section 
relates to property received from two or DIore transferors, the limitation 
provided in paragraph (1) of this subsection shall be computed by aggre- 
gating the value of the property so transferred to the decedent. The aggre- 
gate limitation so determined shall be apportioned in accordance with the 
value of the property transferred to the decedent by each transferor. 

' House Report No. 149o, page 948 of this Bulletin; Senate Report No. 1402, page 950 of 
this Bulletin. 



"(d) VALUATIDN oF PRDPERTY TRANsFERRED. — The value of property transferred 
to the decedent shall be the value used for the purpose of determining the 
Federal estate tax liability of the estate of the transferor but— 

"(1) there shall be taken into account the effect of the tax imposed by 
sections 810 anrl 085, or any estate, succession, legacy, or inheritance tax, on 
the net value to the decerlent of such property; 

"(2) where such property is encumbered in any manner, or where the 
decedent incurs any obligation imposed by the transferor with respect to 
such property, such encumbrance or obligation shall be taken into account in 
the same manner as if the amount of a gift to the decedent of such property 
was being determined; and 

"(8) if the decedent was the spouse of the transferor at the time of the 
transferor's death, the net value of the property transfcrrerl to the decerlent 
shall be reduced by the amount allowed under section 812(e) (relating to 
marital deductions) as a deduction from the gross estate of the transferor. 

"(e) PRDPERrY DEFINED. — For purposes of this section, the terni 'property' 
includes any beneficial interest in property, including a general power of appoint- 
ment (as defined in section 811(f) ). 

"(f) DENIAL oF DEDUCTIoN FoR PROFERTY PREVIovsLY TAxED. — If the executor 
elects the credit provided by this section, the deduction provided by section 
812 (c) shall not be allowed. " 

Src. 2. No interest shall be alloIved or paid on any overpayment 
resulting from the amendment made by the first section of this Act. 

Approved February 20, 1956. 

PUBLIC LA%V 429, EIGHTY-FOI. RTH CONGRESS 
[CHAPTER 83, SECOND SESSION] 

H. R. 7201a 

An Act relating to the taxation of income of insurance companies. 

Be it enacted by the 8enate and FIom'e of Repregentatireg of the 
united 8tateg of America in Congress cLsgenIMed, That this Act be 
cited as the "I ife Insurance Company Tax Act for 1955". 

SEC. 2. REVISION OF FORFEIT. I AS FOR TAXING INCOME OF LIFE INSUR- 
ANCE COMPANIES. 

Part I of subchapter L of chapter 1 of the Internal Revenue Code 
of 1954 is hereby amended to read as follows: 

PART I. — LIFE INSURANCE COAIPANIES 

Subpart A. 1055 formula. 
Subpart B. 1(l42 formula. 
Subpart C. illiscellaneous provisions. 

SUBPART A. — 1055 FoRYIULA 

Sec. 801. Definition of life insurauce company. 
Sec. 802. Tax imposed for 1055. 
Sec. 803. Income and deductions. 
Sec. 804. Reserve and other policy liability rleduction. 
Sec. 805. Special interest deduction. 

SEC. 801. DEFINITION OF LIFE INSURANCE COMPANY. 

(a) LIFE INSURANcE CoMPANY DEFINED. — For purposes of this subtitle, the 
term "life insurance company" means an insurance company which is engaged 
in the business of issuing life insurance and annuity contracts (either separately 
or combined with health anil accideut insurance), or noncancellable contracts 
of health and accident insurance, if— 

9 House Report No. 109S, page 954 this Bulletin; Senate Report No. 15rl, page 967 this 
Bulletin. 
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(1) its life insurance reserves (as defined in subsection (b) ), plus 
(2) unearned premiums and unpaid losses on noncancellable life, health, 

or accident policies not included in life insurance reserves, 
comprise inore than 50 percent of its total reserves (as defined in subsection (c) ). 

(b) LIFE INSURANcE RzsERvzs DEFINED. — 
(1) IN SENERAL. — For purposes of this part, the term "life insurance 

reserves" means aniounts— 
(A) which are computed or estimated on the basis of recognized 

mortality or morbidity tables and assumed r;ites of interest, and 
(B) which are set aside to mature or liquidate, either by payment or 

reinsurance, future unaccrued clainis arising from life insurance, annuity, 
and noncancellable health and accident insurance contracts (in&luding 
life insurance or annuity contracts combined with noncancellablc health 
and accident insurance) involving, at the time with respect to which the 
reserve is coniputed, life, health, or accident contingencies. 

(2) REsERvEs MUs T BE REqUIRED BY LAw. — Exrept- 
(A) in the case of policies covering life, health, and accident insurance 

combined in one policy issued on the weekly premium payment plan, 
continuing for life and not subject to cancellation, and 

(B) as provided in paragraph (8), 
in addition to the requirements set forth in paragraph (1), life insurance 
reserves must be required by law. 

(8) ASSESSMENT coMP~NIEs. — In the case of an assessment life insurance 
company or association, the term "life insurance reserves" includes— 

(A) sums actually deposited by such company or association with 
State or Territorial oilicers pursuant to law as guaranty or reserve funds, 
and 

(B) any funds maintained, under the charter or articles of incorpo- 
ration or association (or bylaws approved by a State insurance coin- 
missioner) of such company or association, exclusively for the payment 
of claims arising under certificates of membership or policies issued 
on the assessment plan and not subject to any other use. 

(4) AMoUNT oF Rzszzvz. — For purposes of this subsection, subsection (a), 
and subsection (c), the amount of any reserve (or portion thereof) for any 
taxable year shall be tlie mean of such reserve (or portion thereof) at the 
beginning and end of the taxable year. 

(c) TCTAL RzsERvzs DEFINED. — For purposes of subsection (a), the term 
"total reserves" means— 

(1) life insurance reserves, 
(2) unearned premiums and unpaid losses not included in life insurance 

reserves, and 
(8) all other insurance reserves required by law. 

(d) ADJUBTMENTs IN REsERvEB FQR POLICY LoANs. — For purposes only of 
determining under subsection (a) whether or not an insurance company is a 
life insurance company, the life insurance reserves, and the total reserves, shall 
each be reduced by an aniount equal to the mean of the aggregates, at the be- 

ginning and end of the taxable year, of the policy loans outstanding with respect 
to contracts for which life insurance reserves are maintained. 

(e) BURIAI. AND FUNERAL BzNEFIT INsURANOE COMPANIES. — A burial or funeral 
benefit insurance company engaged directly in the manufacture of funeral sup- 

plies or the performance of funeral services shall not be taxable under this part 
but shall be taxable under section 821 or section 881. 

SEC. 802. TAX IMPOSED FOR 1955. 

(a) TAx IMPosED. — A tax is hereby imposed for each taxable year beginning 
in 19fifi ou the income of every life insurance company. Except as provided in 
subsection (c), such tax shall consist of a normal tax (computed under section 

11(b) ) and a surtax (computed under section 11(c) ) on the sum of— 
(1) the life insurance taxable income (as defined in subsection (b)), 

plus 
(2) the nonlife insurance taxable income (as defined in subsection (f) ). 

(b) LIFE INsURANcz TAZABLE INcoME DEFINED. — For purposes of this subpart, 
the term "life insurance taxable income" means the net investment income (as 
defined in section 808 (c) ), minus the sum of— 

(1) the net investment income allocable to non-life insurance reserves 

(determined under section 804(d) ), 
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(2) the reserve and other policy liability deduction (determined under 
section 804), and 

(3) the special interest deduction, if any, allowed by section 805. 
(C) ALTERNATIVE TAX IN THE CASE OF COMPANIES HAVING NON LIFE INSURAVCE 

RFSFWVFS. — 
(1) IN GENERAL. — In the case of a life insurance company which has 

non-life insurance reserves, the tax imposed by subsection (a) of this section 
for auy taxable year beginning in 10, &3 shall be the tax comyuted under such 
subsection (or under section 1201(a) if applicable) or the tax computed 
under paragraph (2) of this subsectiiin, whichever is the greater. 

(2) ALTERNATIvE 1 PERGENT TAx DN NCN-LIFE INsURANGE BUsINEss. — The 
tax referred to in paragraph (1) is a tax equal to the sum of the following: 

(A) A partial tax consisting of a normal tax (computed under section 
11(b)) and a surtax (computed under section 11(c)) on the life 
insurance taxable income. 

(B) A partial tax consisting of- 
(i) 1 percent of the amount which bears the same ratio to the 

gross investment income (reduced by the deduction for wholly- 
exeinpt interest allowed by section 808(c) (1) ) as the non-life in- 
surance reserves bear to the qualified reserves (determined under 
section 804 (c) ), plus 

(ii) 1 percent of the excess of the amount by which the net 
yren iums on contracts meeting the requirements of section 804(d)- 
(2) (A) exceed the dividends to policyholders on such contracts. 
For purposes of this clause, net premiums, and dividends to policr- 
holders, shall be computed in the manner provided in section 828. 

(d) DEDUcTIQNs FoR YARTIALLT TAX-EZFMPT INTEREST. — 
(1) CoMPI TATIDNs UNDER sUBBEcTIDN (a). — For purposes of computing 

the normal tax under subsection (a), there shall be allowed as a deduction 
an amount which bears the same ratio to the amount of the deduction pro- 
vided by section 242 for partially tax-exempt interest as (A) the sum 
of the life insurance taxable income and the net investment income allocable 
to nun-life insurance reserves bears to (B) the net investment income. 

(2) CDMPUTATIDNS UNDER sUBsEcTION (c) (2) (A). — In computing the nor- 
mal tax for purposes of subsection (c) (2) (A), there shall be allowed as 
a deduction an amount which bears the same ratio to the amount of the 
Ileduction provided by section 242 for partially tax-exempt interest as (A) 
the life insurance taxable income bears to (B) the net investment income. 

(e) ALTERNATIvE TAx oN CAPITAL GAINs. — In the case of a life insurance com- 
pany which has non-life insurance reserves, the term "excess" used in section 
1201(a) (relating to alternative tax on caliital gains of corporations) mean. , 
for purposes of section 1201(a), an amount which bears tile same ratio to the 
excess described in such section as the no»-life insurauce ieserves (determined 
uniler section 804(d) ) bear to the qualified reserves (deten»ined under section 
804(c) ). For yurposes of any such computation, a net capital loss for any 
taxable year be "inning before January 1, 1955, shall not be taken into account. 

(f) NoN-LIFE INsURANcE TAEABLE INcoIIE DEFINED. — I'01' pili'poses of this sub- 
part, the term "non-life insurauce taxable iucome" means the net investment 
income allocable to non-life insurance reserves (determined under section 
804(d) )— 

(1) increased by an an ount which bears the saine ratio to the net capital 
gain as the non-life insurance reserves bear to the qualified reserves; and 

(2) decreased by au amount which bears the same ratio to the total of the 
decluctious provided iu sections 248, 244, and 248 as the non-life insurance 
reserves bear to the qualified reserves. 

In computing a net capital gain fur purposes of paragraph (1) of this sub- 
section, a net capital loss for any taxable year beginning before January 1, 
198», sliall not be taken into account. 
SEC. 803. INCOME AND DEDUCTIONS. 

(a) APPLIcATIDN oF SEGTIoN. — The definitions and rules contained in this sec- 
tion shall apply only in the ease of life insurance companies. 

(b) GRoss INvEsTIIENT INcoME. — For purposes of this part, the term "gross 
investment become" means the sum of the following: 

(1) The gross amount-of income received or accrued from 
(A) interest, dividends, rents, and royalties, 



(B) the entering into of any lease, mortgage, or other instrument or agreement from which the life insurance company derives interests, rents, or royalties, and 
(C) the alteration or termination of any instrument or agreement described in subparagraph (B). 

(2) The gross income from any trade or business (other than an insurance 
business) carried on by the life insurance company, or by a partnership of 
which the life insurance company is a partner. In computing gross income 
under this paragraph, there shall be excluded any item described in paragraph (1) 

In computing gross investment income under this subsection, there shall be ex- 
cluded any gain from the sale or exchange of a capital asset, and any gain con- 
sidered as gain from the sale or exchange of a capital asset. 

(c) NET INvEsTMENT INcoME DEFINED, — The term "net investment income" 
means the gross investment income less the following deductions: 

(1) TAX-FsEE INTEREsT. — The amount of interest received or accrued dur- 
ing the taxable year Ivhich under section 108 is excluded from gross income. 

(2) INVESTMENT EXPENSES. — 
(A) Investment expenses paid or accrued during the taxable year. 
(B) If any general expenses are in part assigned to or included in the 

investment expenses, the total deduction under this paragraph shall not 
exceed- 

(i) One-fourth of 1 percent of the mean of the book value of the 
invested assets held at the beginning and end of the taxable year, plus 

(ii) one-fourth of the amount by which the net investment income 
(computed without any deduction for investment expenses allowed 
by this paragraph, or for tax-free interest allowed by paragraph (1) ) 
exceeds 83/q percent of the book value of the mean of the invested 
assets held at the beginning and end of the taxable year. 

(8) REAL ESTATE ExPENsEs. — Taxes (as provided in section 164), and other 
expenses, paid or accrued during the taxable year exclusively on or with 
respect to the real estate owned by the company. No deduction shall be 
allowed under this paragraph for any amount paid out for new buildings, or 
for permanent improvements or betterments made to increase the value of 
any property. 

(4) DEPREcIATICN. — The depreciation deduction allowed by section 167. 
(5) DEPLETIoN. — The deduction allowed by section 611 (relating to deple- 

tion). 
(6) TIADE oR RUsINEss DEDUOTIoNs. — The deductions allowed by this sub- 

title (without regard to this part) which are attributable to any trade or 
business (other than an insurance business) carried on by the life insurance 
company, or by a partnership of vhich the life insurance company is a 
partner; except that for purposes of this paragraph— 

(A) There shall be excluded losses from- 
(i) sales or exchanges of capital assets, 
(ii) sales or exchanges of property used in the trade or business 

(as defined in section 1281(b) ), and 
(iii) the compulsory or involuntary conversion (as a result of 

destruction, in whole or in part, theft or seizure, or an exercise of 
the power of requisition or condemnation or the threat or imminence 
thereaf) of property used in the trade or business (as so defined). 

(Bj Any item, to the extent attributable to the carrving on of the 
insurance business, shall not be taken into account. 

(C) The deduction for net operating losses provided in section 172, 
and the special deductions for corporations provided in part VIII of 
subchapter B, shall not be allowed. 

(d) RENTAL VALUE oF REAL KsTATE. — The deduction under subsection (c) (8) 
and (4) on account of any real estate owned and occupied in whole or in part by 
a life insurance company shall be limited to an amount which bears the same 
ratio to such deduction (computed without regard to this subsection) as the rental 
value of the space not so occupied bears to the rental value of the entire property. 

(e) AMCRTIKATICN oF PREMIUM AND AccRUAL oF DIscoUNT. — The gross invest- 
ment income, the deduction for wholly-exempt interest allowed by subsection 
(c) (1), and the deduction allowed by section 242 (relating to partially tax-exempt 
interest) shall each be decreased to refiect the appropriate amortization of 
premium and increased to reflect the appropriate accrual of discount attributable 
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to the taxable year on bonds, notes, debentures, or other evidences of indebtedness 
held by a life insurance company. Such amortization and accrual shall be 
determined— 

(1) in accordance with the method regularly em'&loyed by such company, 
if such method is reasonable, and 

(2) in all other cases, in accordance with regulations prescribed by the 
Secretary or his delegate. 

SEC. 804. RESERVE AND OTHER POLICY LIABILITY DEDUCTION, 

(a) GENERAL RULE. — Except as provided in subsection (b), for purposes of this 
subpart the term "reserve and other policy liability deduction" means the snm 
of the amounts determined by applying the following percentages to the excess 
of the net investment income over the net investment income allocable to non-life 
insurance reserves (determined under subsection (d) ): 

(1) 87. 5 percent of so much of such excess as does uot exceed $1, 000, 000; 
and 

(2) 8o percent of so lnuch of such excess as exceeds $1, 000, 000. 
(b) MAEIIIUM DEDUGTION. — 

(1) IN GENERAL. — The reserve and other policy liability deduction shall 
in no case exceed that amount which is equal to the sum of the following: 

(A) the amount equal to 2 times the amount lletermined under para- 
graph (1) of section 805(c) (relating to required iuterest on life insur- 
ance reserves); 

(B) the amount determined under paragraph (2) of section 805(c) 
(relating to required interest on reserves for deferred dividemls); 

(C) the amount of the interest paid (as defined in section 805(d) ); 
(D) the dividends to policyholders paid or dechlred (other than divi- 

dends on contracts meeting the requirements of subsection (d) (2) (A) ); 
and 

(E) in the case of a mutual assessment life insurance company or 
association, the amount equal to 2 times whichever of the following is the 
lesser; (i) the amount of the net investment income on life insurance 
reserves described in subparagraph (A) or (B) of section 801(b) (8), 
or (ii) 8 percent of the life insurance reserves so described, 

reduced by the amount of the adjustment for policy loans provided in para- 
graph (2I of this subsection. For purposes of subparagraph (D) of the 
preceding sentence, the term "paid or declared" shall be construed according 
to the method of accounting regularly employed iu keeping the bool's of the 
insurance company. 

(2) REDUGTIoN PGR cERTAIN PGLlcv I. oANs. — The adjustment described in 
paragraph (1) of this subsectiou shall be an amount equal to— 

(A) the mean of the aggregates, at the beginning and end of the tax- 
able year, of the outstanding policy loans with respect to contracts for 
which life insurance reserves are maintained, multiplied by 

(B) the average rate of interest applicable to life insurance reserves. 
For purposes of subparagraph (B) of the preceding sentence, the term 'aver- 
age rate of interest applicable to life insurance reserves' means the ratio 
obtained by dividing the sum obtained under paragraph (1) of section 
805(c) by the sum obtained under paragraph (1) (B) of section 805(c). 

(8) DIvIDENDS REGEIvED DEDUcTIGN wHERE MAXIIIUII LIIIIT APPLIEs. — 
(A) If paragraph (1) of this subsection reduces the reserve and other 

policy liability deduction allowed by this section or section 812 for the 
taxable year, then in computing life insurance taxable income uuder sec- 
tion 802(b), and in computing life insurance company taxable income 
under section 811(b), there shall be allowed an additional deduction in 
an amount determined under subparagraph (B). 
(B) The amount of the additional deduction referred to in subpara- 
graph (A. ) shall be the amount which bears the sanle ratio to the total 
of the deductions provided in sections 248, 244, and 245 as the net 
investment income reduced by the sum of- 

(i) the net investment income allocable to non-life insurance 
reserves (or, for purposes of section 811(b), the amount of the 
adjustment for certain reserves provided in section 813), and 

(ii) 100/85 of the maximum limitation determined under para- 
graphs (1) and (2) of this subsection, 

bear~ to the net investment income. 



(e) QUALIFIEn REsravEs DEFINEB. — For purposes of this subpart, the term 
"qualified reserves" nieans the sum of the following: 

(1) The life insurance reserves (as defined in section 801 (b) ), plus 7 
percent of that portion of such reserves as are computed on a preliminai'V 
term basis. 

(2) The non-life insurance reserves (as defined in subsection (d) (2) ). 
(8) The amounts (discounted at the rates of interest assumed by the com- 

pany) necessary to satisfy the obligations under insurance and annuity 
contracts (including contracts supplementary thereto), but only if (A) 
such obligations when satisfied will reflect an increment in the nature of 
interest, and (B) such obligations do not involve (at the time with respect 
to which the eoniputation is made under this paragraph) life, health, or 
accident contingencies. 

(4) The amounts held at the end of the taxable year as reserves for divi- 
. dends to policv holders, the payment of which dividends is deferred for a 
period which expires not earlier than 5 years from the date of the policy 
contract. This paragraph does not apply to dividends payable during the 
year following the taxable year. 

(5) Dividend accumulations, and other amounts, held at interest in con- 
nection with insurance or annuity contracts (including contracts supple- 
mentary thereto). 

(6) Premiums received in advance, and liabilities for premium deposit 
funds. 

In appling this subsection the same item shall be counted only once. For pur- 
poses of this section (other than paragraph (4) of this subsection), the amount 
of any reserve (or portion thereof) for any taxable year shall be the mean of such 
reserve (or portion thereof ) at the beginning and end of the taxable year. 

(d) NET INVESTMENT INCOME ALLOCABLE To NON-LIFE IlvsURANCE RESKRVES. — 
(1) ALLCCATICN RATio. — For purposes of this subpart, the net investment 

income allocable to non-life insurance reserves is that amount which bears 
the same ratio to the net investment income as such reserves bear to the 
qualified reserves. 

(2) NCN-LIFE INsURANcE REsERvEB DEFINED. — For purposes of this subpart 
the term "non-life insurance reserves" means the sum of the unearned 
premiums and the unpaid losses (whether or not ascertained)— 

(A) on contracts other than life insurance, annuity, and noncan- 
cellable health and accident insurance contracts (including life insur- 
ance or annuity contracts combined with noncancellable health and 
accident insurance), and 

(B) which are not included in life insurance reserves (as defined in 
section 801 (b) ). 

For purposes of this paragraph, such unearned premiums shall not be con- 
sidered to be less than 25 percent of the net premiums written during the 
taxable year on such other contracts. 

(8) ADJUSTMENTS WITH RESPECT To CERTAIN NON-LIFE INSURANCE CON- 
TRAOTS. — For the purposes of this subpart, if— 

(A) any computation under this subpart is made by reference to a 
contract meeting the requirements of paragraph (2) (A) of this sub- 
section, and 

(B) part of the reserves for such contract are life insurance reserves, 
then, under regulations prescribed by the Secretary or his delegate, proper 
adjustment shall be made in the amount taken into account with respect 
to such contract for purposes of such computation. 

SEC. 80$. SPECIAL INTEREST DEDUCTION. 

(a) SPEcIAI, INTEREsT DEOUCTION. — For purposes of the tax imposed by sec- 
tion 802 (and the tax imposed by section 811), there shall be alloived a special 
interest deduction determined as follows: 

(1) Divide the amount of the adjusted net investment income (as defined 
in subsection (b) ) by the amount of the required interest (as defined in 
subsection (c) ). 

(2) If the quotient obtained in paragraph (1) is 1. 05 or more the special 
interest deduction shall be zero. 

(8) If the quotient obtained in paragraph (1) is 1. 00 or less, the special 
interest deduction shall be an amount equal to 50 percent of the amount 

by which— 
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(A) the net investment income (reduced by the net investment in- 
come allocable to non-life insurance reserves), exceeds 

(B) the reserve and other policy liability deduction for the taxable 
year. 

(4) If the quotient obtained in paragraph (1) is more than 1. 00 but 
less than 1. 05, the special interest deduction shall be the amount obtained by 
multiplying— 

(A) the amount by which (i) the net investment income (reduced by 
the net investment income allocable to non-life insurance reserves) 
exceeds (ii) the reserve and other policy liability deduction for the 
taxable year, by 

(B) 10 times the diiference between the figure 1. 05 and the quotient 
obtained in paragraph (1). 

(b) AnsUBTFw 1&IET INvrsTMENT INcoME, — I&'or purposes of subsection (a) (1), 
the term "adjusted net investment income" means— 

(1) the net investment income (computed without the deduction for. 
wholly-exempt interest allowed by section 803(c) (1) ), minus 

(2) 50 percent of the net investment income allocable to non-life insurance 
reserves. 

(c) RF~UIRED INTEBzsT. — For purposes of subsection (a) (I), the tenn "re- 
quired interest" means the total of— 

(1) the sum of the amounts obtained by multiplying— 
(A) each rate of interest assumed in computing the taxpaver's life 

insurance reserves, by 
(B) the means of the amounts of the taxpayer's life insurance 

reserves computed at su& h rate at the beginning an&1 end of the taxable 
year, plus 7 percent of the portion of such reserves at such rates as are 
computed on a preliminary term basis; 

(2) the sunl of the amounts obtained by multiplying— 
(A) each rate of interest assumed in computing the taxpaver's re- 

serves for deferred dividends described in section 804(c) (4), by 
(B) the means of the amounts of such reserves computed at such rate 

at the end of the taxable year; and 
(3) interest paid. 

(d) INTEREsT PAID. — For purposes of subsection (c) (3), the term "interest 
paid" nleans— 

(1) all interest paid or ac& rued within the taxable vear on indebtedness 
except on indebtedness incurred or continued to purchase or carrr obli"a- 
tions (other than obligations of the United States issued after September 
24, 1917, an&1 originally subs«ribed for by the taxpaver) the interest on which 
is &vhofiy exempt f 

lorn 

taxation under this chapter; and 
(2) all amounts in the nature of interest, whether or not guaranteed. paid 

or accrued within the taxable year on insurance or annuity contracts 
(or contracts arising out of insurance or annuity contracts) which do not 
involve, at the time of payment or accrual, life, health, or accident con- 
tingencies. 

SUBPART B — 1942 FORMULA 

Sec. 811. Tax imposed. 
Sec. 812. Reserve and other policy liability deduction. 
Sec. 813. Adjustment for certain reserves. 

SEC. 811. TAX IMPOSED. 
(a) TAx IxlposKD. — A tax is hereby imposed, on the life insurance company 

taxable income of every life insurance company, for each taxable year be; inning 
after December 31, 1955. Such tax shall consist of— 

(1) a normal tax on such inconle computed un&ler Bc& tion 11(b), and 
(2) a surtax on such income computed under section 11(c). 

(b) I IFE INBURANcE CoMPANY TAxABLE INcoME DEFINED. — For purposes of 
this subpart, the terlr "life insurance company taxable income" means the net 
investlnent income (as dehned in section 803(c) )— 

(1) minus the reserve and other policy liability deduction allowed by 
section 812, 

(2) minus the special interest deduction, if any, allowed by section 80&, 
and 

(3) plus the anlount of the adjustment for certain reserves provided in 
section 813. 



For purposes of the normal tax, life insurance company taxable income shall 
be reduced by the deduction provided in section 242 for partially tax-exempt 
interest. 

(c) RULE FOB COMPUTATION OF SPEcIAL INTI2IEST DEoucTION. — In comPuting 
the special interest deduction under section 805 in the case of any taxable year 
% ith respect to which a tax is i&nposed under this section— 

(1) in lieu of the reduction of the net investment income provided in 
paragraphs (8) (A) and (4) (A) of section 805(a), the net investment in- 
come shall be reduced by the amount of the adjustment for certain reserves 
provided in section 818, and 

(2) in lieu of subtracting the amount provided in paragraph (2) of 
section 805(b), subtract 50 percent of the amount of the adjustment for 
certain reserves provided in section 818. 

SEC. 812. RESERVE AND OTHER POLICY LIABILITY DEDUCTION. 
(a, ) GENERAL RULE. — For purposes of this subpart, the term "reserve and other 

policy liability deduction" means an amount computed by multiplying the net 
investment income by a figure, to be determined and proclaimed by the Secretary 
or his delegate for each taxable year with respect to which a tax is imposed by 
section 811. This figure shall be based on such data with respect to life in- 
surance companies for the preceding taxable year as the Secretary or his delegate 
considers representative and shall be computed in accordance with the following 
formula: The ratio which a numerator comprised of the aggregate of the sums 
of— 

(1) 2 percent of the reserves for deferred dividends, 
(2) interest paid, and 
(8) the product of— 

(A) the mean of the adjusted reserves at the beginning and end of 
the taxable year, and 

(B) the reserve earnings rate, 
bears to a denominator comprised of the aggregate of the excess of net invest- 
ment incomes (computed without the deduction for wholly-exempt interest al- 
lowed by section 808(c) (1) over the adjustment for certain reserves provided in 
section 818. 

(b) DEFINITICNs. — For purposes of subsection (a)— 
(1) REsERvEs Fos nEFERREn nrvmENns. — The term "reserves for deferred 

dividends" has the same meaning as when used in section 804(c) (4). 
(2) INTEREsr PAm. — The term "interest paid" has the meaning given to 

such term by section 805(d). 
(8) AI&JUsTED REsERvEs. — The term "adjusted reserves" means the life 

insurance reserves (as defined in section 801(b) ), plus 7 percent of that 
portion of such reserves as are computed on a preliminary term basis. 

(4) REsERVE EARNINGs RATE. — The term "reserve earnings rate" means a 
rate computed by adding 2. 1125 percent (65 percent of 8+~ percent) to 85 
percent of the average rate of interest assumed in computing life insurance 
reserves. Such average rate shall be calculated by multiplying each assumed 
rate of interest by the means of the amounts of the adjusted reserves com- 
puted at that rate at the beginning and end of the ta~able year and dividing 
the sum of the products by the mean of the total adjusted reserves at the 
beginning and end of the taxable year. 

(c) MAxIMUM DEUUcTIoN. — The reserve and other policy liability deduction 
allowed by subsection (a) of this section shall in no case exceed an amount equal 
to the amount which would be determined under subsection (b) of section 804 
if such subsection applied with respect to the taxable year. 
SEC. 813. ADJUSTMENT FOR CERTAIN RESERVES. 

In the case of a life insurance company writing contracts other than life in- 
surance, annuity, and noncancellable health and accident insurance contracts 
(including life insurance or annuity contracts combined with noncancellable 
health and accident insurance), the term "adjustment for certain reserves" 
means, for purposes of this subpart, an amount equal to 8+q percent of the un- 
earned premiums and unpaid losses on such other contracts which are not included 
in life insurance reserves (as defined in section 801(b) ). For purposes of this 
section, such unearned premiums shall not be considered to be less than 25 per- 
cent of the net premiums written during the taxable year on such other contracts. 



SUBPART 6 — MIscELLANEGUS PBDVISIGNs 

Sec. 816. Foreign life insurance companies. 
Sec. 817. Denial of double deductions. 
Sec. 818. Certain new insurance companies. 

SEC. 816. FOREIGN LIFE INSURANCE COMPANIES. 

(a) CARRYING oN UNITED STATES INSUBANcE BUSINEss. — A. foreign life insur- 
ance company carrying on a life insurance business within the United States, if 
vvith respect to its United States business it would qualify as a life insurance 
con1pany under section 801, shall be taxable in the same manner as a domestic 
life insurance company; except that the determinations necessary for purposes 
of this subtitle shall be made on the basis of the income, disbursements, assets, 
and liabilities reported in the annual statement for the taxable year of the United 
States business of such company on the form approved for life insurance com- 
panies by the National Association of Insurance Commissioners. 

{b) No UNITED STATES INSUBANOE BUSINEss. — Forei"n life insurance com- 
panies not carrying on an insurance business within the United States shall not 
be taxable under this part but shall be taxable as other foreign corporations. 
SEC. 817 DENIAL OF DOUBLE DEDUCTIONS. 

Nothing in this part shall permit the same item to be deducted more than 
once. 
SEC. 818. CERTAIN NEW INSURANCE COMPANIES. 

(a) GENERAL RULE. — If the taxable year begins not n1ore than 9 years after 
the erst day on which the taxpayer was authorized to do business as an insurance 
company, then— 

(1) for purposes of subpart A, the life insurance taxable income shall not 
exceed (A) the amount of the net gain from operations after dividends to 
policy holders, reduced by (B) (i) the net investment income allocable to 
non-life insurance reserves and (ii) the special reduction for dividends 
received provided by subsection (c); or 

(2) for purposes of subpart B, the life insurance company taxable income 
shall not exceed (A. ) the amount of the net gain from operations after divi- 
dends to policyholders, reduced by (B) the special reduction for dividend» 
received provided by subsection (c). 

For purposes of this subsection, the net gain from operations after dividends 
to policyholders shall be computed in the manner required for purposes of the 
annual statement approved by the National Convention of Insurance Commis- 
sioners, except that no reduction shall be made for any Federal income tax. 

(b) LIMITATION. — This section shall not reduce the tax for any taxable vear 
below the amount which (but for this section) would be imposed by section 802 
or section 811, as the ease may be, computed without the applicable limitation 
on the reserve and other policy liability deduction contained in section 804(b) 
or section 812(c). 

(c) SPEOIAL RULE POR DIYIDENDs REcEIvED. — The reduction referred to in 
paragraph (1) (B) (ii) and in para raph (2) (B) of subsection (a) shall be an 
amount computed under section 804(b) (3), except that, for purposes of such 
computation, the maximum limitation referred to in section 804(b) (3) (B) (ii) 
shall be— 

(1) in the case of a taxable year with respect to which tax is imposed by 
802, the amount by which (A) the net investment income (reduced bv the 
net investment income allocable to non-life insurance reserves), exceeds (B) 
the life insurance taxable income (computed without regard to the reduction 
provided by this subsection); or 

(2) in the ease of a taxable year with respect to which tax is imposed by 
section 811, the amount by which (A) the sum of the net investment income 
and the amount of the adjustment for certain reserves provided in section 
813, exceeds (B) the life insurance company taxable income (computed 
without regard to the reduction provided by this subsection). 

SEC. 3. ADJUSTMENTS To INVESTMENT INCOME OF INSURANCE COM- 

PANIES OTHER THAN LIFE. 
(a) MUTUAL INsURANcE COMPANIEs (OTHER THAN LIFE). — The 

following provisions of part II of subchapter L of chapter 1 of the 
Internal Revenue Code of 1%4 are hereby amended as follolvs: 
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(1) Paragraph (2) of section 821(a) is amended by strikmg 
out "interest, dividends, rents, " and inserting in lieu thereof "the 
items described in section 822(b) (other than paragraph (1) (D) 
thereof) ". 

(2) ~Iection 821(c) is amended by striking out "interest, divi- 
dends, rents, " and inserting in lieu thereof ' the items described 
in section 822(b) (other than paragraph (1) (D) thereof) ". 

(3) Section 822(b) is amended to read as folloivs: 
(b) GRoss INvESTMENT INcoME. — For purposes of subsection (a), the 

term "gross investment income" Ineans the suni of the follov&ing: 
(1) The gross amount of income during the taxable year from— 

(A) interest, dividends, rents, and royalties, 
(B) the entering into of any lease, Inortgage, or other instrument 

or agreeinent from which the insurance conipany derives interest, 
rents, or royalties. 

(C) the alteration or termination of any instrument or agree- 
ment described in subparagraph (B), and 

(D) gains froin sales or exchanges of capital assets to the extent 
provided in subchapter P (sec. 1201 and foll ovving, relating to 
capital gains and losses). 

(2) The gross income during the taxable year from any trade or 
business (other than an insurance business) carried on by the insur- 
ance company, or by a partnership of which the insurance company 
is a partner. In computing gross income under this paragraph, there 
shall be excluded any itein described in paragraph (1) 

(4) Paragraph (3) of section 822(c) is amended to read as 
follows: 

(8) REAL EsTATE ExPENsE. — Taxes (as provided in section 164), and 
other expenses, paid or accrued during the taxable year exclusively on or 
with respect to the real estate o&vned by the company. No deductions 
shall be allovved under this paragraph for any ainount paid out for new 
buildings, or for permanent improvements or betterments n&ade to 
increase the value of any property 

(5) Paragraph (6) of section 822 (c) is amended by striking 
out "the sum of interest, dividends, rents, and net premiums re- 
ceived. In the application of section 1211" and inserting in lieu 
thereof "the sum of the items described in subsection (b) (other 
than paragraph (1) (D) thereof) and net premiums received. 
In the application of section 1212". 

(6) Section 822(c) is amended by adding at the end thereof 
the following new paragraphs: 

(8) TRADE oR BUsINEss DEDUCTIDNs. — The deductions allowed by this 
subtitle (without regard to this part) which are attributable to any 
trade or business (other than an insurance business) carried on by 
the insurance conipany, or by a partnership of which the insurance 
company is a partner; except that for purposes of this paragraph— 

(A) any item, to the extent attributable to the carrying on of 
the insurance business, shall not be taken into account, and 

(B) the deduction for net operating losses provided in section 
172 shall not be allowed. 

(9) DEPLETIoN. — The deduction allowed by section 611 (relating to 
depletion) 

(7) Section 822(d) (1) is amended by striking out "subsection 
(e) (3) or (4)" and inserting in lieu thereof "subsection (c) (3) 
or (4)". 

(8) Section 822(e) is amend. ed by striking out, "interest, divi- 
dends, rents, " and inserting in lieu thereof "items described in 
subsection (b) (other than paragraph (1) (D) thereof)". 



(b) STOCK COMPANIEs (OTIIER TITAN I IFE)'. — The following 
provisions of section 832 are hereby amended as follows: 

(1) Paragraph (4) of subsection is amended by striking out 
"section 806" and inserting "section 801(b) ". 

(2) Paragraph (5) of subsection (c) is amended by striking 
out "interest, dividends, rents, and net premiums received. In 
the application of section 1211" and inserting in lieu thereof "the 
items described in section 822(b) (other than paragraph (1) (D) 
thereof) and net premiums received. In the application of sec- 
tion 1212". 

(8) Paragraph (8) of subsection (c) is amended by inserting 
after "section 167" the following: "and the deduction allowed by 
section 611 (relating to depletion) ". 

SEC. 4 ANNUAI, ACCOUNTING PERIOD OF INSURANCLr COMPANIES To BE 
TEIE CALENDAR YEAR. 

(a) Part IV of subchapter I~ of chapter 1 of the Internal Revenue 
Code of 1054 (relating to provisions of general application with re- 
spect to insurance companies) is hereby amended by adding at the end 
thereof the following new section: 
SEC. 843. ANNUAL ACCOUNTING PERIOD. 

0~or purposes of this subtitle, the annual accounting period for each insurance 
company subject to a tax imposed by this subchapter shall be the calendar year. 

(b) The table of sections for such part IV is hereby amended by 
adding at the end thereof the following: 

Sec. 8N. Annual accounting period. 

SFC. 5. TECHNICAL AMENDMENTs. 

The following provisions of the Internal Revenue Code of 1954 are 
hereby amended as follows: 

(1) Section 816(b) (1) (relating to definition of dividends) 
is amended to read as follows: 

(1) CERTAIN INsURANcE coMPANY DIVIDENDs. — The definition in subsection 
(a) shall not apply tn the term "dividend" as used in subchapter L in any 
case where the reference is to dividends of insurance companies paid to 
policyholders as such. 

(2) Section 501(c) (15) (relating to certain exempt mutual 
insurance companies) is amended by striking out "interest, divi- 
dends, rents, " and inserting in lieu thereof "the items described 
in section 822(b) (other than paragraph (1) (D) thereof)". 

(3) Section 5N(a) (2) is amended by striking out "the taxable 
income (as defined in section 808)" and inserting in lieu thereof 
"the income". 

(4) The first sentence of section 841 (relating to credit for for- 
eign taxes) is amended by inserting "811, " after "802, ". Para- 
graph (1) of the second sentence of such section is amended to 
read as follows: 

(1) in the case of the tax imposed by section 802 or 811, the net invest- 
ment income (as defined in section 808(c) ), 

(5) Section 842 (relating to computation of gross income) is 
amended by striking out "802 or 831" and inserting in lieu thereof 
"802, 811, or 831". 
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(6) Section 891 (relating to doubling of rates of tax in case of 
discrimination by a foreign country) is amended by inserting 
"811, " after "802, ". 

(7) Section 1201(a) (relating to alternative tax on capital 
gains) is amended by inserting "802(a), " after "511, ". 

(8) Section 1504(b) (2) (relating to exceptions from consoli- 
dated return provisions) ls amended by striking out "802 or 821" 
and inserting in lieu thereof "802, 811, or 821". 

(9) Paragraph (2) of section 4371 (relating to tax on policies 
issued by foreign insurers) is amended by striking out "807" and 
inserting in lieu thereof "816". 

SEc. 6. EFFECTIVE DATE. 

The amendments made by this Act shall apply only to taxable years 
beginning after December 31, 1954. 
SEc. 7. S uINos PRovIsICNs. 

In the case of any taxpayer subject to tax under section 802 or 807 
of the Internal Revenue Code of 1M4 (as such sections were in effect 
before the enactment of this Act), no addition to the tax shall be made 
under section 6655 of such Code (relating to failure by corporation 
to pay estimated tax) with respect to estimated tax for a taxable year 
beginning in 1955. In the case of any taxpayer subject to tax under 
section 821 of such Code (imposing a tax on certain mutual insurance 
companies). any addition to the tax under section 6655 of such Code 
with respect to estimated tax for a taxable year beginning in 1955 shall 
in no case be larger than such addition would have been if this A. ct 
had not been enacted. 

Approved March 13, 1956. 

PUBLIC LAW 458, EIGHTY-FOURTH CONGRESS 
[CHA. PTER 115, SECOND SESSION] 

H. R. 9166" 

An Act to provide a one-year extension of the existing corporate 
normal-tax rate and of certain excise-tax rates. 

Be it enacted by the Senate and House of Representatilres of the 
United States of Arrterica in Congress assembled, That this Act may 
be cited as the "Tax Rate Extension Act of 1956". 

SEc. 2. ONE- YEAR EXTENsioN oF CCRPCRATE NQRMAL-TAX RATE. 
Section 11(b) (relating to corporate normal tax), section 

821(a) (1) (A) (relating to mutual insurance companies other than 
interinsurers), and section 821(b) (1) (relating to interinsurers) of the 
Internal Revenue Code of 1954 are amended as follows: 

(1) By striking out ' APRIL I 19oG each place it appears and 
inserting in lieu thereof "APRIL I, I967" j 

(2) By striking out "April 1, 1956" each place it appears and. 

inserting in lieu thereof "April 1, 1M7"; 
(3) By striking out' MARGII 61 19oG each place it appears and 

inserting in lieu thereof "MARCH gi, 1967 j 

~o House Report No. 1860, page 997 this Bulletin; Senate Report No. 1710, page 1000 this 
Bulletin. 
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(4) By striking out "March 81, 1956" each place it appears and 
inserting in lieu thereof "March 81, 1957". 

Szc. 8. ONE- YEAR EXTENSION OF CBRTAIN EXCISE TAX RATES. 
(a) EZTENBIQN ol' RATEs. — The following provisions of the Internal 

Revenue Code of 1954 are amended by striking out "April 1, 1956" 
each place it appears and inserting in lieu thereof "April 1, 1957"— 

(1) Section 4041(c) (relating to special fuels); 
(2) section 4061 (relating to motor vehicles); g 
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~ 

tI 
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~ 

I 

t~ 
~ 
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8 section 4081 (relating to gasoline); 
4 section 5001(a) (1) (relating to distilled spirits'); 

(5 section 5001(a) (8) (relating to imported perfunies con- 
taining distilled spirits); 

(6) section 5022 (relating to cordials and liqueurs containing 
wine); 

(7) section 5041(b) (relating to wines); 
(8) section 5051(a) (relating to beer); and 
(9) section 5701(c) (1) (relating to cigarettes). 

(b) TECHNICAr. AMENBMENTS. — The following provisions of the 
Internal Revenue Code of 1954 are amended as follows: 

(1) Section 5063 (relating to floor stocks refunds on distilled 
spirits, wines, cordials, and beer) is amended by striking out 
' April 1, 1956" each pIace it appears and inserting in lieu thereof 
"April 1, 1957"', and by striking out "May 1, 1956" and inserting 
in lieu thereof "May 1, 1957". 

(2) Section 5134(a) (3) (relating to drawback in the case of 
distilled spirits) is amended by striking out "March 81, 1956" 
and inserting in lieu thereof "March 31l 1957". 

(8) Subsections (a) and (b) of section 5707 (relating to floor 
stocks refunds on cigarettes) are amended by striking out "April 
1, 1956" each place it appears and inserting in lieu thereof "April 
1, 1957", and by striking out "July 1, 195" and inserting in lieu 
thereof "July 1, 1957". 

(4) Subsections (a) and (b) of section 6412 (relating to Roor 
stocks refunds on motor vehicles and gasoline) are amended by 
striking out "April 1, 1956" each place it appears and inserting in 
lieu thereof "April 1, 1957", and by striking out "July 1, 195" 
each place it appears ~and inserting in lieu thereof "July 1, 1957". 

Section 497 of the Revenue Act of 1951 (relating to refunds on articles 
from foreign trade zones), as amended, is amended by striking out 
"April 1, 1956" each place it appears and. inserting in lieu thereof 
"April 1, 1957". 

Approved March 29, 1956. 

PUBLIC LA%V 466, EIGHTY-FOURTH CONGRESS 
[CHAPTER 160, SECOND SESSION] 

An Act to amend the Internal Revenue Code of 1954 to relieve 
farmers from excise taxes in the ease of gasoline and special fuels 
used on the farm for farming purposes. 

"House Report No. 1684, page 988 this Bulletin; Senate Report No. 1609, page 989 this 
Bulletin; House conference Report Ko. 1957, page 995 this Bulletin. 
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Be it enacted by the Senate and FIoIIse of Fi', epresentati2Ies of the 
United States of zlmeIicain Congress assembled, 

SEUI'ION 1. RELIEF FRoM ExclsE TAx oN GAsoLINE. 
Subchapter 8 of chapter 65 of the 1nternal Revenue Code of 1954 

(rules of special application for Rbatements, credits, Rnd refunds) is 
amended by renumbering section 6420 as 6421 Rncl by inserting after 
section 6410 the following~new section: 
SEC. 6420. GASOLINE USED ON FARMS. 

(a, ) GAsoLINE. — If asoline is used on a farm for fanning purposes, the Secre- 
tary or his delegate shall pay (without interest) to the ultiinate purchaser of 
such gasoline the amouut deterniined by multiplying— 

(I ) tlie nuinber of gallons so used, by 
(2) the rate of tax ou ga. soline under section 4081 which applied on the date 

he purchased such gasoline. 

(b) TIME FGR FILING CLAIII; PERIoD CovERED. — iVot more tlian one claim may 
be filed under this section by any person ivith respect to gasoline used during the 
one-year period ending on tune 80 of auy year. No claiin shall be allowed under 
this section with respect to any one-year period unless filed on or before Sel&teniber 
80 of the vear in which such oue-ye ir period euds. 

(c) ilIEANING GF TERMS. — For purposes of this section— 
(1) USE oN A FARII FQR FARIIING PURPosEs. — Gasoline shall be treated as 

used on a fawn for farming purposes only if used (A) iu carrying on a trade 
or business, (B) on a farni situated in the Iinited States, and (C) for farming 
purposes. 

(2) FAPM. — The term "farm" includes stock, dairy, poultry, fruit, fur- 
bearing animal, and truck farms, plantations, ranches, nurseries, ranges, 
greenhouses or other similar structures used primarily for the raising of 
agricultural or horticultural coiuinodities, and orchards. 

(8) FARIiING PURPosES. — Gasoline shall be treated as used for farming 
purposes only if used— 

(A) by the owner, tenant, or operator of a farm, in connection with 
cultivating the soil, or in connection with raisin" or harvesting any agri- 
cultural or horticultural cominodity, including the raisin, shearing, feed- 
ing, carin ~ for, trainin, , and Inau ageraent of livestock, bees, poultry, 
and fur-bearing animals and wildlife, on a farm of which he is the owner, 
tenant, or operator; except that if such use is by any person other thau 
the owner, tenant, or operator of such farm, then (i) for purposes of this 
subparagraph, in applying subsection (a) to this subparagraph, and for 
purposes of section 6416(b) (2) (C) (ii) (but not for purposes of section 
4041), the owner, tenant, or operator of the farm on which gasoline or a 
liquid taxable under section 4041 is used shall be treated as the user and 
ultimate purchaser of such gasoline or liquid, and (ii) for purposes of 
applying section 6416(b) (2) (C) (ii), any tax paid under section 4041 in 
respect of a liquid used on a farm for farming purposes (withiu the 
meaning of this subparagraph) shall be treated as having been paid by 
the owner, tenant, or operator of the farm on which such liquid is used; 

(B) by the owner, tenant, or operator of a farm, in handling, drying, 
packing, grading, or storing any agricultural or horticultural commodity 
in its unmanufactured state; but only if such owner, tenant, or operator 
producerl more than one-half of the commodity which he so treated 
during the period with respect to which claim is filed; 

(C) by the owner, tenant, or operator of a farm, in connection with- 
(i) the plantin, cultivating, caring for, or cutting of trees, or 
(ii) the preparation (other than milling) of trees for market, 

incidental to farming operations; or 

(D) by the owner, tenant, or operator of a farm, in connection with 
the operation, management, conservation, improvement, or maintenance 
of such farm and its tools and equipment. 

(4) GASGLINE. — The term "gasoline" has the meaning given to such term 
by section 4082 (b). 

696474 ' — 56 — 56 
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(d) ExEMPT SALEs; OTHER PAvMENTS oR REFUNDs AvAILABLE. — No amount 
shall be paid under this section with respect to any gasoline which the Secretary 
or his delegate detertnines was exempt from the tax imposed by section 4081. 
The amount 1vhich (but for this sentence) would be payable under this section 
with respect to any gasoline shall be reduced by any other amount which the 
Secretary or his delegate determines is payable under this section, or is refund- 
able under any provision of this title, to any person with respect to such gasoline. 

(e) APPLICABLE LAws. — 
(1) IN GENERAL. — All provisions of law, including penalties, applicable 

in respect of the tax imposed by section 4081 shall, insofar as applicable and 
not inconsistent with this section, apply in respect of the payments provided 
for in this section to the same extent as if such payments constituted refunds 
of overpayments of the tax so imposed. 

(2) ExAMINATION oF BooKs AND wITNESSEs. — For the purpose of ascer- 
taining the correctness of any claim made under this section, or the correct- 
ness of any payment made in respect of any such claim, the Secretary or his 
delegate shall have the authority granted by paragraphs (1), (2), and (3) 
of section 7602 (relating to examination of books and witnesses) as if the 
claimant were the person liable for tax. 

(6) FRAcTICNAI, PARTs oF A DCLLAR. — Section 7504 (granting the Secretary 
discretion with respect to fractional parts of a dollar) shall not apply. 

(f) REGULATIONs. — The Secretary or his delegate may by regulations prescribe 
the conditions, not inconsistent with the provisions of this section, under which 
payments may be made under this section. 

(g) EFFEOTIvE DATE. — This section shall apply only with respect to gasoline 
purchased after December 31, 1055. 

(h) CROSS REFERENCES. — 
(1) For exemption from tax in case of diesel fuel and special motor fuels used on 

a farm for farming purposes, see section 4041 (d). 
(2) For civil penalty for excessive claim under this section, see section 6675. 
(3) For fraud penalties, etc. see chapter 75 (section 7201 and following, relating to 

crimes, other otfenses, and forfeitures). 

SEC. 2. RELIEF FROM TAXES ON DIESEL FUEL AND SPECLAL MOTOR 
FUELS. 

(a) (1) Section 4041 of the Internal Revenue Code of 1954 (relating 
to excise taxes on diesel fuel and special motor fuels) is amended by 
adding at the end thereof the follovving new subsection: 

(d) EXEMPTION FOR FARM USE. 

(1) EXEMPTICN. — Under regulations prescribed by the Secretary or his 
delegate— 

(A) no tax shall be imposed under subsection (a) (1) or (b) (1) on 
the sale of any liquid sold for use on a farm for farming purposes, and 

(B) no tax shall be imposed under subsection (a) (2) or (b) (2) on 
the use of any liquid used on a farm for farming purposes. 

(2) UBE CN A FARM FoR FARMING PURPosEs. — For purposes of paragraph (1) 
of this subsection, use on a farm for farming purposes shall be determined 
in accordance with paragraphs (1), (2), and (8) of section 6420(c). 

(o) The amendment made by paragraph (1) shall take effect on the 
day after the date of the enactment of this Act. 

(b) (1) Section 6416(b) (2) (C) of such Cod'e (relating to credit or 
refund of overpayment of tax on special fuels) is amended to read as 
follows: 

(C) In the case of a liquid taxable under section 4041, sold for use as 
fuel in a diesel-powered highway vehicle or as fuel for the propulsion of a 
motor vehicle, motorboat, or airplane, if (i) the vendee used such liquid 
otherwise than as fuel in such a vehicle, motorboat, or airplane or resold 
such liquid, or (ii) such liquid was (within the meaning of paragraphs 
(1), (2), and (8) of section 6420(c)) used on a farm for farming 
purposes;" 

(2) The amendment made by paragraph (1) shall apply with 
respect to liquid sold after December 31, 1955. 



SEC. 3. CIvIL, PENALTY FOR ExczsslvE CLAIltIS I'. OR GAsoLINE UsED 
ON FARXIS. 

Subchapter B of chapter 68 of the Internal Revenue Code of 1954 
(relating to assessable penalties) is amended by adding at the end 
thereof the following new section: 
SFC. 6676. EXCESSIVE CLAIMS FOR GASOLINE USED ON FARMS. 

(a, ) CIvII. PENALTY. — In addition to any criminal penalty provided by law, if 
a clain& is made under section 042() (relating to asoline used on farms) for an 
excessive amouut, unless it is shosru. that the claim for such excessive amount 
is due to reasonable cause, the person making such claim shall be liable to a 
penalty in an antount equal to svhichever of the following is the '"reater: 

(1) Two times the excessive amount; or 
(2) 810. 

(b) ExcEssIVE AbtovNT DEFINED. — For purposes of this section, the term 
"excessive amount" means in the case of any person the atuount by which— 

(1) the amount claimed under section 0420 for any period, exceeds 
(2) the amount allowable under such section for such period. 

(c) AssEssrsENT AND CoLLEOTIoN or PENALTY. — 
For assessment and collection of penalty provided by subsection (a), see section 6206. 

SKC. 4. TECIINICAL AwIKNDXIKNTS. 

(a) (1) Subpart A of pttrt III of subchapter A of chapter 39 of 
the Intenlal Revenue Code of 1054 (relating to excise tax on gasoline) 
is amended by adding at the end thereof the following new section: 
SEC. 4084. RELIEF OF FARMERS FROM TAX IN CASE OF GASOLINE USED ON THE 

FARM, 

For provisions to relieve farmers from excise tax in the case of gasoline used on the 
farm for farming purposes, see section 6420. 

(2) The table of sections for such subpart A is amended by adding 
at the encl thereof the following: 

Sec. 4084. Relief of farmers from tax in ease of gasoline used on the 
farm. 

(b) (1) Subchapter A of chapter 63 of such Code (relating to 
assessment) is amended by renumbering section 6206 as 6207 and by 
inserting after section 6205 the followin~gr new section: 
SEC. 6206. SPECIAL RULES APPLICABLE To EXCESSIVE CLAIMS UNDER SECTION 6420. 

"Any portion of a payment ntatle under section 6420 which constitutes an 
excessive amount (as defined in section 0075(b) ), and any civil penalty provided 
by section 6675, may be assessed and collected as if it were a tax intposed by 
section 4081 and as if the person who made the claim were liable for such tax. 
The period for assessing any such portion, and for assessing any such penalty, 
shall be 8 years from the last day prescribed for the filing of the claim under 
section 6420. 

(2) The table of sections for such subchapter A is amended by 
striking out 

Sec. 6206. Cross refereuces. 

and. inserting in lieu thereof 
Sec. 6206. Special rules applicable to excessive &loims under section 

6420. 
Sec. 6207. Cross references. 

(c) The table of sections for subchapter B of chapter 65 of such 
Code is amended by striking out 

Sec. 6420. Cross references. 

and inserting in lieu thereof the following: 
Sec. 6420. Gasoline used on farms, 
Sec. 6421. Cross references. 
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(d) Section 6504 of such Code (cross references for limitations on 
assessments) is amended by adding at the end thereof the following: 

(12) Assessments to recover excessive amounts paid under section 6420 (relating te 
gasoline used on farms) and assessments of civil penalties under section 6675 for 
excessive claims under section 6420, see section 6206. 

(e) Section 6511(f) of such Code (cross references for limitations 
on credit or refund) is amended by adding at the end thereof the 
f olio wing: 

(5) For limitations in case of pavments under section 6420 (relating to gasoline used 
on farms), see section 6420(b). 

(f) Section 6612(c) of such Code (cross references for restrictions 
on interest) is amended by striking out "and" before "6519" and by 
inserting before the period at the end thereof the following: ", and 
6420 (relating to payments in the case of gasoline used on the farm 
for farming purposes)". 

(g) The table of sections for subchapter B of chapter 68 of such 
Code is amended by adding at the end thereof the following: 

Sec. 6675. Excessive claims for gasoline used on farms. 

(h) Section 7210 of such Code (relating to failure to obey sum- 
mons) is amended by striking out "sections 7602, " and inserting in lieu 
thereof "sections 6420 (e) (2), 7602, ". 

(i) Sections 7603 (relating to service summons) and 7604 (relat- 
ing to enforcement of summons) and the first sentence of section 7605 
(relating to time and. place of examination) of such Code are each 
amended by striking 

out "section 7602" wherever it appears and insert- 
ing in lieu thereof ' section 6420(e) (2) or 7602". The second sentence 
of section 7605 of such Code is amended by striking out "section 7602" 
and inserting in lieu thereof "section 7602, or under the corresponding 
authority of section 6420(e) (2), ". 

Approved April 2, 1956. 

PUBLIC LAW 495, EIGHTY-FOURTH CONGRESS 
[CHAPTER 214-, SECOND SESSION] 

H. R. 6712" 

An Act to amend section 1287 of the Internal Revenue Code of 1954. 

Be it enacted by the 8enute and House of Representatives of the 
United 8tates of rimerican in Congress assembled, That section 1237 
(a) of the Internal Revenue Code of 1954 is amended by striking out 
"other than a corporation" and inserting: "(including corporations 
only if no shareholder directly or indirectly holds real property for 
sale to customers in the ordinary course of trade or business and only 
in the case of property described in the last sentence of subsection 
(b) (8))". 

Szc. 2. Section 1267(b) (3) of the Internal Revenue Code of 1954 
is amended as follows: 

(a) In subparagraph (A) strike out "water or sewer facilities" 
and insert: "water, sewer, or drainage facilities". 

(b) At the end of para~graph (3) insert "The requirements of 
subparagraphs (B) and (C) shall not apply in the case of prop- 

~ House Report No. 1808, poge 938 this Bulletin; Senate'Report No. 
' 1705, page 939 this 

Bulletin. 
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erty acquired through the foreclosure of a lien thereon which 
secured the payment of an indebtedness to the taxpayer or (in 
the case of a corporation) to a creditor who has transferred the 
foreclosure bid to the taxpayer in exchange for all of its stock 
and other consideration and in the case of property adjacent to 
such property if 80 percent of the real property owned by the tax- 
payer is property described in the first part of tllis sentence. ". 

SEc. 3. This Act shall apply to all taxable years beginning after 
December 31, 1954. 

Approved April 27, 1956. 

PUBLIC LAW 511, EIGHTY-FOURTH CONGRESS 
[CHAPTER 240, SECOND SESSION] 

II. R. 6227 vs 

An Act to define bank holding companies, control their future 
expansion, and require divestment of their non-banking interests. 

Be it enacted lid the Senate and House of Pepresentatirres of the 
United States of Arnericain Congress assembled. That this Act may 
be cited as the "Bank Holding Company Act of 1956. " 

DF. 'I INITIOXS 

Szc. 2. (a) "Bank holding company" means any company (1) which 
directly or indirectly owns, controls, or holds with power to vote, 25 
per centum or more of the voting shares of each of two or more ba~nks 

or of a company which is or becoines a bank holding company by virtue 
of this Act, or (2) which controls in any manner the election of a 
majority of the directors of each of two or more banl-s, or (8) for the 
benefit of whose shareholders or members 25 per centum or more of 
the voting shares of each of two or more banks or a bank holding com- 
pany is held by trustees; and for tlie purposes of this Act, any successor 
to any such company sliall be deemed to be a bank holcling company 
from the date as of which such predecessor company became a bank 
holding company. Notwithstanding the foregoing (A. ) no bank shall 
be a bank holding company by virtue of its owne~rship or control of 
shares in a fiduciary capacity, except where such shares are held for 
the benefit of the shareholders of such bank, (B) no company shall be 
a bank holding company which is registered under the Investment 
Company Act of 1940, and was so registered prior to hlay 15, 1955 
(or which is afiiliated with any such company in such manner as to 
constitute an afliliated company within the meaning of such Act), 
unless such company (or such aKliated company), as the case may be, 
directly owns 25 per centum or more of the voting shares of each of 
two or more banks, (C) no company shall be a bank holding company 
by virtue of its ownership or control of shares acquired by it in con- 
nection with its underwriting of securities and which are held only for 
such period of time as will permit the sale thereof upon a reasonable 
basis, (D) no company formed for the sole purpose of participating 
in a proxy solicitation shall be a bank holding company by virtue of 

~ House Report No. 609, page 927 this Bunetin; Senate Report No. 1095, page 999 this 
Bulletin; Senate Rap port No. 1095, Part 2, page 907 this Bulletin. 



its control of voting rights of shares acquired in the course of such 
solicitation, and (E) no company shall be a bank holding company 
if at least 80 per centum of its total assets are composed of holdings 
in the field of agriculture. 

(b) "Company" means any corporation, business trust, association, 
or similar organization, but shall not include (1) any corporation the 
majority of the shares of which are owned by the United States or 
by any State, or (2) any corporation or community chest, fund, or 
foundation, organized and operated exclusively for religious, charita- 
ble, or educational purposes, no part of the net earnings of which 
inures to the benefit of any private shareholder or individual, and 
no substantial part of the activities of which is carrying on propa- 
ganda, or otherwise attempting to infiuence legislation, or (3) any 
partnership. 

(c) "Bank" means any national banking association or any State 
bank, savings bank, or trust company, but shall not include any organ- 
ization operating under section 25(a) of the Federal Reserve Act, 
or any organization which does not do business within the United 
States. "State member bank" means any State bank which is a mem- 
ber of the Federal Reserve Svstem. "District bank" means any State 
bank organized or operating under the Code of Law for the District 
of Columbia. 

(d) "Subsidiary", with respect to a specified bank holding com- 
pany, means (1) any company 25 per centum or more of whose voting 
shares (excluding shares owned by the United States or by any com- 

any wholly owned by the United States) is owned or controlled 
y such bank holding company; or (2) any company the election 

of a majority of whose directors is controlled in any manner by such 
bank holding company; or (3) any company 25 per centum or more 
of whose votmg shares are held by trustees for the benefit of the share- 
holders or members of such bank holding company. 

(e) The term "successor" shall include any company which acquires 
directly or indirectly from a bank holding company shares of any 
bank, when and if the relationship between such company and the 
bank holding company'is such that the transaction e8ects no substan- 
tial change in the control of the bank or beneficial ownership of such 
shares of such bank. The Board may, by regulation, further define 
the term "successor" to the extent necessary to prevent evasion of the 
purposes of this Act. 

(f) "Board" means the Board of Governors of the Federal Reserve 
System. 

(g) "Agriculture", as used in section 2 (a), includes farming in 
all its branches including fruitgrowing, dairying, the raising of live- 
stock, bees, fur-bearing animals, or poultry, forestry or lumbering 
operations, and the production of naval stores, and operations directly 
related thereto. 

ACQUISITION OF BANK SHARES OR ASSETS 

Sxc. 8. (a) It shall be unlawful except with the prior approval of 
the Board (1) for any action to be taken which results in a company 
becoming a bank holding company under section 2 (a) of this Act; 
(2) for any bank holding company to acquire direct or indirect owner- 
ship or control of any voting shares of any bank if, after such 
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acquisition, such company will directly or indirectly own or control 
more than 5 per centum of the voting shares of such bank; (8) for 
any bank holding company or subsidiary thereof, other than a bank, 
to acquire all or substantially all of tlie assets of a bank; or (4) for~ 

any bank holding company to merge or consolidate with any other 
ballk holding company. Notwithstanding the foregoing this prohibi- 
tion shall not apply to (A) shares acquired by a bank, (i) in good 
faith in a, fiduciary capacity, except where such shares are held for 
the benefit of the shareholde~rs of such bank, or (ii) in the regular 
course of securing or collecting a, debt previously contracted in good 
faith, but any shares acquired after the date of enactment of this Act 
ill securing or collecting any such previously contracted debt shall be 
disposed of within a period of two years from the date on which they 
were acquired; or (B) additional shares acquired by a bank holding 
company in a bank in which such bank holding conipany owned or 
controllecl a majority of the voting shares prior to such acquisition. 

(b) Upon receiving from a, company any application for approval 
under tins section, the Board sliall give notice to the Comptroller of 
the Currency, if the applicant company or any bank the voting sliares 
or assets of which are sought to be acquired is a national banking 
association or a District bank, or to the appropriate supervisory 
authority of the interested State, if the applicant company or any 
bank the voting shares or assets of which a, re sought to be acquired 
is a State bank, and shall allow thirty days within which the views 
and recommend~ations of the Comptroller of the Currency or the State 
supervisory authority, as the case niay be, may be submitted. If the 
Comptroller of the Currency or the State supervisory authority so 
notified by the Board disapproves the application in writing within 
said thirty days, the Board shall forthwith give written notice of 
that fact to the applicant. within three days a~fter giving such notice 
to the applicant, the Board shall notify in writing the a~iplicant and 
the disapprovinig authority of the date for commencement of a hear- 
ing bv it on such application. Any such hearing sliall be commenced 
not less than ten nor niore than thirty days after the Board has given 
written notice to the applicant of the action of the disapproving 
authority. The length of any such hearing shall be determined by 
the Board, but it shall afFord all interested parties a reasonable oppor- 
tunity to testify at such hearing. At the conclusion thereof, the Board 
shall by orcler grant or deny the application on the basis of the record 
niacle at such hearing. 

(c) In determiniiig whether or not to approve any acquisition or 
merger or consolidation under this section, the Board shall take into 
consideration the following factors: (1) the financial history and 
condition of the company or companies and the banl's concerned; (9) 
their prospects; (3) the character of their management; (4) the con- 
venience, needs and welfare of the communities and the area con- 
cerned; and (5) whether or not the efFect of such acquisition or merger 
or consolidation would be to expand the size or extent of the bank 
holding company system involved beyond limits consistent with ade- 
quate and sound banking, the public interest, and the preservation of 
competition in the field of banking. 

(d) Notwithstanding any other provision of this section, no appli- 
cation shall be approved under this section which will permit any 
bank holding company or any subsidiary thereof to acquire, directly 
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or indirectly, any voting shares of, interest in, or all or substantially all 
of the assets of any additional bank located outside of the State in 
which such bank holding company maintains its principal once and 
place of business or in which it conducts its principal operations unless 
the acquisition of such shares or assets of a State bank by an out-of- 
State bank holding company is specifically authorized by the statute 
laws of the State in which such bank is located, by language to that 
efFect and not merely by implication. 

INTERESTS IN NONBANKING ORGANIZATIONS 

SEc. 4. (a) Except as otherwise provided in this Act, no bank hold- 
ing company shall— 

(1) after the date of. enactment of this Act acquire direct or 
indirect ownership or control of any voting shares of any com- 
pany which is not a bank, or 

(2) after two years from the date of enactment of this Act or 
from the date as of. which it becomes a bank holding company, 
whichever is la, ter, retain direct or indirect ownership or control 
of any voting shares of any company which is not a bank or a bank 
holding company or engage in any business other than that of 
banking or of managing or controlling banks or of furnishing 
services to or performing services for any bank of which it owns or 
controls 25 per centum or more of the voting shares. 

The Board is authorized, upon application by a bank holding company, 
to extend the period referred to in paragraph (9) above from time to 
time as to such bank holding company for not more than one year at a 
time if, in its judgment, such an extension ~ould not be detrimental to 
the public interest, but no such extensions shall extend beyond a date 
five years after the date of enactment of this Act or five years after the 
date as of which a company becomes a bank holding company, which- 
ever is later. 

(b) After two years from the date of enactment of this Act, no 
certificate evidencing shares of any bank holding company shall bear 
any statement purporting to represent shares of any other company 
except a bank or a bank holding company, nor shall the ownership, 
sale, or transfer of shares of any bank holding company be conditioned 
in any manner whatsoever upon the ownership, sale, or transfer of 
shares of any other company except a bank or a bank holding company. 

(c) The prohibitions in this section shall not apply— 
(1) to shares owned or acquired by a bank holding company 

in any company engaged solely in holding or operating properties 
used wholly or substantially by any bank with respect to which it 
is a bank holding company in its operations or acquired for such 
future use or engaged solely in conducting a safe deposit business, 
or solely in the business of furnishing services to or performing 
services for such holding company and banks with respect to 
which it is a bank holding company, or in liquidating assets 
acquired from such bank holding company and such banks; 

(9) to shares acquired by a bank holding company which is a 
bank, or by any banking subsidiary of a bank holding company, 
in satisfaction of a debt previously contracted in good faith, but 
such bank holding company or such subsidiaries shall dispose of 
such shares within a period of two years from the date on which 
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they were acquired or from the date of enactment of this Act, 
whichever is later; 

(8) to shares acquired by a bank holding company from any 
of its subsidiaries which subsidiary has been requested to dispose 
of such shares by any Federal or State authority having statutory 
power to examine such subsidiary, but such bank holding com- 
pany sliall clispose of such shares witliin a, period of two years 
from the date on which they were acquired or from the date of 
enactment of this Act, whichever is later; 

(4) to shares which are held or acquired by a bank holding 
company which is a bank or by any banking subsidiary of a bank 
holding company, in good faith in a fiduciary capacity, except 
where such shares are held for the benefit of the shareholders 
of such bank holding company or any of its subsicliaries, or to 
shares which are of the kinds and amounts eligible for investment 
by Xational banking associations uncler the p~rovisions of section 
5186 of the Revised Statutes, or to shares lawfully acquirecl ancl 
owned prior to the date of en~actment of this Act by a bank which 
is a, bank holding company, or by any of its wholly o~ned 
subsidiaries; 

(5) to shares of any company which are helrl or acquired by 
a bank holding company which do not include more than 5 per 
centum of the outstanding voting securities of such company, and 
do not have a value greater than 5 per centum of tlie value of the 
total assets of the bank holding company, or to the ownership 
by a bank holding company of shares, securities, or obligations of 
an investment company which is not a, bank holding~company 
and which is not engaged in any business other than investing 
in securities, which securities do not include more than 5 per 
centum of the outstanding voting securities of any company and 
do not include any single asset liaving a value greater than 5 per 
centum of the value of the total assets of the bank holding com- 
panyi 

(6) to shares of any company all the activities of which are of 
a 6nancial, fiduciary, or insurance nature and which the Board 
after due notice and hearing, and on the basis of the record made 
at such hearing, by order has determined to be so closely related 
to the business of banking or of managing or controlling banks 
as to be a proper incident thereto and as to make it unnecessary 
for the prohibitions of this section to apply in order to carry out 
the purposes of this Act; 

(7) to any bank holding company which is a labor, agricultural, 
or horticultural organization and which is exempt from taxation 
under section 501 of the Internal Revenue Cocle of 1054; or 

(8) to shares held or acquired by a bank holding company in 
any company which is organized under the laws of a foreign 
country and which is engaged principally in the banking business 
outside the United States. 

ADMINISTRATION 

SEc. 5. (a) Within one hundred and eighty days after the date of 
enactment of this Act, or within one hundred and eighty days after 
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becoming a bank holding company, whichever is later, each bank 
holding company shall register with the Board on forms prescribed 
by the Board, which shall include such information with respect to the 
financial condition and operations, management, and intercompany 
relationships of the bank holding company and its subsidiaries, and 
related matters, as the Board may deem necessary or appropriate to 
carry out the purposes of this Act. ' The Board may, in its discretion, 
extend the time within which a bank holding company shall register 
and file the requisite information. 

(b) The Board is authorized to issue such regulations and orders as 
may be necessary to enable it to administer and. carry out the purposes 
of this Act and prevent evasions thereof. 

(c) The Hoard from time to time may require reports under oath 
to keep it informed as to whether the provisions of this Act and such 
regulations and orders issued thereunder have been complied with; 
and the Board may make examinations of each bank holding company 
and each subsidiary thereof, the cost of v. hich shall be assessed against, 
and paid by, such holding company. The Board shall, as far as pos- 
sible, use the reports of examinations made by the Comptroller of the 
Currency, the Federal Deposit Insurance Corporation, or the appro- 
priate State bank supervisory authority for the purposes of this 
section. 

(d) Before the expiration of two years following the date of enact- 
ment of. this Act, and each year thereafter in the Board's annual 
report to the Congress, the Board shall report to the Congress the 
results of the administration of this Act, stating what, if any, sub- 
stantial difhculties have been encountered in carrying out the purposes 
of this Act, and any recommendations as to changes in the law which 
in the opinion of the Board would be desirable. 

BORROWING BY BANK HOLDING COMPANY OR ITS SUBSIDIARIES 

SEc. 6. (a) From and after the date of enactment of this Act, it 
shall be unlawful for a bank— 

(1) to invest any of its funds in the capital stock, bonds, deben- 
tures, or other obligations of a bank holding company of which 
it is a subsidiary, or of any other subsidiary of such bank holding 
compally 

& 

(2) to accept the capital stock, bonds, debentures, or other obli- 
gations of a bank holding company of which it is a subsidiary or 
any other subsidiary of such bank holding company, as collateral 
security for advances made to any person or company: Provided, 
ho~eever, That any bank may accept such capital stock, bonds, 
debentures, or other obligations as security for debts previously 
contracted, but such collateral shall not be held for a period of 
over two years; 

(8) to purchase securities, other assets or obligations under 
repurchase agreement from a bank holding company of which 
it is a subsidiary or any other subsidiary of such bank holding 
company; and 

(4) to make any loan, discount or extension of credit to a bank 
holding company of which it is a subsidiary or to any other 
subsidiary of such bank holding comp'any. 
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Non-interest-bearing deposits to the credit of a bank shall not be 
deeined to be a loan or advance to the bank of deposit, nor shall the 
giving of immediate credit to a bank upon uncollected items received 
in the ordinary course of business be deemed to be a, loan or advance 
to the depositing bank. 

(b) The provisions of this section shall not apply (1) to the capital 
stock, bonds, debentures, or other obligations of any company de- 
scribed in section 4(c) (1) of this Act, or (9) to any company whose 
subsidiary status has arisen out of a bona fide debt to the bank con- 
tracted prior to the date of the creation of such status, or (3) to any 
coinpany whose subsidiary status exists by reason of tlie ownei ship or 
control of voting sliares thereof by the bank as executor, administrator, 
trustee, receiver, agent, or depositary, or in any otlier fiduciary ca- 
pacity, except where such shares are held for the benefit of a)1 or a 
inajority of the stockholders of such bank. 

RESERVATION OF RIGHTS TO STATES 

SEc. 7. The enactment by the Congress of the Bank Holding Com- 
pany Act of 1956 shall not be construed as preventing any State from 
exercising such powers and jurisdiction which it now has or may 
hereafter have with respect to banks, bank holding companies, and 
subsidiaries thereof. 

PENALTIES 

SEC. 8. Any company which willfully violates any provision of 
this Act, or any regulation or order issued by the Board pursuant 
thereto, shall upon conviction be fined not more than $1, 000 for each 
day during which the violation continues. Any individual who will- 
fully participates in a violation of any provision of this Act shall 
upon conviction be fined not more than $10, 000 or imprisoned not 
more than one year, or both. Every ofhcer, director, agent, and 
employee of a bank holding company sliall be subject to the same pen- 
alties for false entries in agony book, report, or statement of such bank 
holding company as are applicable to o%cers, directors, agents, and 
employees of member banks for false entries in any books, reports, or 
statements of member banks under section 1005 of title 18, United 
States Code. 

JUDICIAL REVIEW 

SEG. 0. Any party aggrieved by an order of the Board under this 
Act may obtain a review of such order in the United States Court 
of Appeals within any circuit wherein such party has its principal 
place of business, or in the Court of Appeals in the District of Colum- 
bia, by filing in the court, within sixty days after the entry of the 
Board's order, a petition praying that the order of the Board be set 
aside. A copy of such petition shall be forthwith served upon the 
Board, and thereupon the Board shall certify and file in the court 
a transcript of the record made before the Board. Upon the filing 
of the transcript the court shall have jurisdiction to afiirm, set aside, 
or modify the order of the Board and to require the Board to tal. -e 
such action witli regard to the matter under review as the court deems 
proper. The findings of the Board as to the facts, if supported by 
substantial evidence, shall be conclusive. 
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AMENDMENTS TO jNTEBNAL BEVENUE CODE OF 1954 

SEc. 10. (a) Subchapter 0 of chapter 1 of the Internal Revenue 
Code of 1%4 is amended by adding at the end thereof the following 
new part: 
PART VIII. — DISTRIBUTIONS PURSUANT To BANK HOLDING COMPANY ACT OF 1056 

"See. 1101. Distributions pursuant to Bank Holding Company Aet of 1950. 
"Sec. 1102. Special rules. 
"See. 1103. Definitions. 

SEC, 1101. DISTRIBUTIONS PURSUANT To BANK HOLDING COMPANY ACT OF 1656, 

(a) DIsTRIBUTICNs oF CERTAIN NQN-BANKING PRCPERTY. — 
(1) DISTRIBUTIONS OF PROHIBITED PROPERTY. — IF- 

(A) a qualified bank holding corporation distributes prohibited prop- 
erty (other than stock received in an exchange to which subsection (e) 
(2) applies)— 

(i) to a shareholder (with respect to its stock held by such 
shareholder), without the surrender by such shareholder of stock 
in such corporation; or 

(ii) to a shareholder, in exchange for its preferred stock; or 
(iii) to a security holder, in exchange for its securities; and 

(B) the Board has, before the distribution, certified that the distri- 
bution of such prohibited property is necessary or appropriate to 
eftectuate section 4 of the Bank Holding Company Act of 1956. 

then no gain to the shareholder or security holder from the receipt of such 
property shall be recognized. 

(2) DIsTRIBUTIQNs oF sTocK AND sEcURITIEs REGEIvED IN AN ExcHANGE To 
WHICH SUBSECTION (C) (2) APPLIES. — IF- 

(A) a qualified bank holding corporation distributes- 
(i) common stock received in an exchange to which subsection 

(c) (2) applies to a shareholder (with respect to its stock held by 
such shareholder), without the surrender bv such shareholder of 
stock in such corporation; or 

(ii) common stock received in an exchange to which subsection 
(e) (2) applies to a shareholder, in exchange for its common 
stock; or 

(iii) preferred stock or common stock received in an exchange 
to which subsection (c) (2) applies to a shareholder, in exchange 
for its preferred stock; or 

(iv) securities or preferred or common stock received in an 
exchange to which subsection (c) (2) applies to a security holder, 
in exchange for its securities; and 

(B) any preferred stock received has substantially the same terms 
as the preferred stock exchanged, and any securities received have sub- 
stantially the same terms as the securities exchanged, 

then, except as provided in subsection (f), no gain to the shareholder or 
security holder from the receipt of such stock or such securities or such 
stock and securities shall be recognized. 

(3) NoN PRo RATA BISTRIBUTICNS. — Paragraphs (1) and (2) shall apply 
to a distribution whether or not the distribution is pro rata with respect 
to all of the shareholders of the distributing qualified bank holding cor- 
poration. 

(4) ExcEPTICN. — This subsection shall not apply to any distribution by 
a corporation which has made any distribution pursuant to subsection (b). 

(5) DISTRIBUTIONS INVOLVING GIFT OR COMPENSATION. — 
In the case of a distribution to which paragraph (I) or (2) applies but which— 

(A) results in a gift, see section 2501, and following, o' r 
(B) has the eifect of the. payment of compensation, see section 61(a)(1) ~ 

(b) CDRPoRATIQN CEAsING To BE A BANK HOLBING COMPANY. — 
(1) DISTRIBUTIONS, OF PROPERTY WHICH CAUSE A CORPORATION To BE A BANK 

HCLDIivG coMPANY. — If- 
(A) a qualified bank holding'corporation distributes property (other 

than stock received in an. exchange to which subsection (e) (3) aplies)— 
(i) to a shareholder (with respect to its stock held by such 

shareholder), without the surrender by such shareholder of stock 
in such corporation; or 
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(ii) to a shareholder, in exchange for its preferred stock; or 
(iii) to a security holder, in exchange for its securities; and 

(B) the Board has, before the distribution, eeriified that- 
(i) such property is all or part of the property by reason of whieli 

such corporation controls (within the meauin of section 2(a) 
of the Bank Holdin Company Act of 10~If) a bank or bank hold- 
ing company, or such property is part of the property by reason of 
vvhich such corporation did control a bank or a bank holding coin- 
)&any before any property of the same kind was distributed under 
this subsection or exchanged under subseeti&&n (e) (3); and 

(ii) the distribution is necessary or appropriate to effectuate the 
policies of such Act, 

then no gain to the shareholder or seciirity holder from the receipt of such 
property shall be recognized. 

(2) DISTI&IBUTIONS OF STOCK AND SECURITIES RECEIVED IN AN EXCHANGE To 
WHICH SUBSECTION (C) (3) APPLIFS. — If- 

(A) a qualified bank holding corporation distributes- 
(i) common stock reeeiied in an exchan e to Ivhich subsection 

(c) (3) applies to a shareholder (with respect to its stock held by 
such shareholder), without the surrender by such shareholder of 
stoelr in such corporation; or 

(ii) common stock received in an exchange to which subsection 
(e) (3) applies to a shareholder, in exchange for its common stock; 
or 

(iii) preferred stock or common stock received in an exchange 
to vvhich subsection (e) (3) applies to a shareholder, in exehan e 
for its preferred stock; or 

(iv) securities or preferred or common stock received in an ex- 
change to which . ubsection (c) (3) applies to a security holder in 
exchange for its securities; and 

(B) any preferred stock received has substantially the same terms 
as the preferred stock exchan, ed, and any securities received have 
substantially the same terms as the securities exchan, ed, 

then, except as provided in subsection (f), no gain to the shareholder or se- 
curity holder from the receipt of such stock or such securities or such stock 
and securities shall be recognized. 

(3) Xov pRo RATA DISTRIBUTIONS. — Paragraphs (1) and (2) shall apply 
to a distributiou whether or not the distribution is pro rata with respe& t 
to all of the shareholders of the distributin qualified bauk holding corpora- 
tiou. 

(4) ExcEPTIov. — This subsection shall not apply to any distribution 
by a corporation which has made any distribution pursuant to subsection (a) . 

(, &) DISTRIBUTIONS INVOLVING GIIT OR Col&IPLNSATION. — 
In the case of a distribution to which paragraph (I) or (Z) applies, but which— 

(A) results in a gift, see section 2501, and following, or 
(B) has the effect of the payment of compensation, see section 61(a) (1). 

(c) PRDPERTY AcqI, IRFD AFTER ilAY 1 &, 10fio. — 
(1) IN OENERAI. . — Except as provided in paragraphs (2) and (3), sub- 

section (a) or (b) shall not apply to— 
(A) any property acquired by the distributin corporation after 

May lo, 1035, unless (i) gain to such corporation with respect to the 
receipt of such property was not recognized by reason of subsection 
(a) or (b), or (ii) such property was received by it in exchange for 
all of its stock in an exchange to which paragraph (2) or (3) applies, 
or (iii) such property was acquired by the distributin&g corporation 
in a transaction in which gain was not recognized under section 303 
(a) or section 332, or under section 354 with respect to a reorganiza- 

tion described in section 368 (a) (1) (E) or (F), or 
(B) any property which was acquired by the distributing corpora- 

tion in a distribution with respect to stock acquired by 'such corpora- 
tion after i%lay lo, 10, ». , unless such stock was acquired by such cor- 
poration (i) in a distribution (with respect to stock held by it on 
May lo, 1055, or with respect to stock in respect of which all previous 
applications of this clause are satisfied) with respect to which gain 
to it was not recognized by reason of subsection (a) or (b), or (ii) in 
exchange for all of its stock in an exchange to which paragraph (2) 



or (8) applies, or (iii) in a transaction in which gain was not recog- 
nized under section 805(a) or section 882, or under section 854 with 
respect to a reorganization described in sections 868 (a) (1) (K) or 
(F), or 

(C) any property acquired by the distributing corporation in a 
transaction in which gain was not recognized under section 882, unless 
such property was acquired from a corporation which, if it had been a 
qualified bank holding corporation, could have distributed such property 
under subsection (a) (1) or (b) (1). 

(2) EXCHANGES INVOLVING PROHIBITED PROPERTY. — If- 
(A) Any qualified bank holding corporation exchanges (i) property, 

which, under subsection (a) (1), such corporation could distribute di- 
rectly to its shareholders or security holders without the recognition 
of gain to such shareholders or security holders, and other property 
(except property described in subsection (b) (1) (B) (i) ), for (ii) all 
of the stock of a second corporation created and availed of solely 
for the purpose of receiving such property; 

(B) immediately after the exchange, the qualified bank holding 
corporation distributes all of such stock in a manner prescribed in 
subsection (a) (2) (A); and 

(C) before such exchange, the Board has certified (with respect to 
the property exchanged which consists of property which, under sub- 
section (a) (1), such corporation could distribute directly to its share- 
holders or security holders without the recognition of gain) that the 
exchange and distribution are necessary or appropriate to effectuate 
section 4 of the Bank Holding Company Act of 1956, 

then paragraph (1) shall not apply with respect to such distribution. 
(8) KxcIIANGES INvoLvING INTEREsTs IN BANKs. — If- 

(A) any qualified bank holding corporation exchanges (i) property 
which, under subsection (b) (1), such corporation could distribute di- 
rectlv to its shareholders or security holders without the recognition 
of gain to such shareholders or security holders, and other property 
(except prohibited property), for (ii) all of the stock of a second cor- 
poration created and availed of solely for the purpose of receiving such 
property; 

(B) immediately after the exchange, the qualified bank holding cor- 
poration distributes all of such stock in a manner prescribed in sub- 
section (b) (2) (A); and 

(C) before such exchange, the Board has certified (with respect to 
the property exchanged which consists of property which, under sub- 
section (b) (1), such corporation could distribute directly to its share- 
holders or security holders without the recognition of gain) that- 

(i) such property is all or part of the property by reason of which 
such corporation controls (within the meaning of section 2(a) of 
the Bank Holding Company Act of 1956) a bank or bank holding 
company, or such property is part of the property by reason of 
which such corporation did control a bank or a bank holding com- 
pany before any property of the same kind was distributed under 
subsection (b) (1) or exchanged under this paragraph; and 

(ii) the exchange and distribution are necessary or appropriate 
to effectuate the policies of such Act, 

then paragraph (1) shall not apply Ivith respect to such distribution. 
(d) DIsTRIBUTICNS To AvoID FEDERAL INcoME TAx. — 

(1) PRoHIBrrED PROPERTT. — Subsection (a) shall not apply to a distribu- 
tion if, in connection with such distribution, the distributing corporation 
retains, or transfers after May 15, 1955, to any corporation, property (other 
than prohibited property) as part of a plan one of the principal purposes of 
which is the distribution of the earnings and profits of any corporation. 

(2) BANKING PROPERTv. — Subsection (b) shall not apply to a distribution 
if, in connection ~ ith such distribution, the distributing corporation retains, 
or transfers after May 15, 1955, to any corporation, property (other than 
property described in subsection (b) (1) (B) (i) ) as part of a plan one of 
the principal purposes of which is the distribution of the earnings and 
profits of any corporation. 

(3) CERTAIN CONTRIRIITIONS To CAPITAI. . — In the case of a distribution a 
portion of which is attributable to a transfer which is a contribution to the 
capital of a corporation, made after May 15, 1955, and prior to the date of 
the enactment of this part, if subsection (a) or (b) would apply to such 
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distribution but for the fact that, under paragraph (1) or (2) (as the case 
nmy be) of this subsection, such contribution to capital is part of a plan one of the priucipai purposes of Ivhich is to distribute the earnings ancl profits of any corporatiou, then, notwithstanding paragraph (1) or (2), subsection (a) or (b) (as the case may be) shall apply to that portion of such distribution not attributable to such contributiou to capital, and shall not apply to that portion of such distributiou attributable to such contribution 
to capitnl. 

(e) FINAL CERTIFICATIQN. 
(1) Fou sUBsECTIoN (a), — Subsection (a) shall not apply with respect to any distribution by a corporation uuless the Bonrd certifies that, before the 

expiration of the period permitted under section 4(a) of the Bank Holding 
Company Act of lpfifi (including any extensions thereof, "ranted to such 
corporation u»der such section 4(a) ), the corporntio» hns disposed of all 
the property the dispositio» of Ivhich is necessary or nppropriate to effectuate 
section 4 of such Act (or would have been so uecessnry or appropriate if the 
corporation hnd continued to be a bank holding company). 

(2) FOB sUBsEGTIoN (b) . — 
(A) Subsection (b) shnll not apply with respect to any distribution 

by nny corporation unless the Board certifies that, before the expiration 
of the period specified iu subparagraph (B), the corporation has ceased 
to be a bnnl- holding co1»pany. 

(B) The period referred to in subparagraph (A) is the period which 
expires 2 vears after the date of the enactment of this part or 2 years 
after the date on which the corporation becomes a bnnk holding com- 
pany, Ivhichever date is later. The Board is authorized, on applica- 
tion by any corporation, to extend such period from time to time with 
respect to such corporation for not more than oue year at a time if, in 
its judgment, such an extension u ould not be detrimnetnl to the public 
interest; except that such period may not in any case be extended beyond 
the date o years after the date of the enactment of this part or fi vears 
after the date on which the corporation becomes a bank holding com- 
pany, whichever date is later. 

(f) CERTAIv ExcIIAvGEs CF SEOURITIEs. — In the ease of au exchnnge described 
in subsection (a) (') (A) (iv) or subsection (b) (2) (A) (iv), subsection (a) or 
subsection (b) (as the case may be) shnll apply only to the extent that the 
principal amount of the securities received does not exceed the principal amou»t 
of the securities exchauged. 
SEC. 1102. SPECIAL RULES. 

(a) BAsrs oF PRCPERTY AcQUIRED Iv DIsTRIBUTIONs. — If, bv rensou of sectiou 
1101, gain is not recognized Ivith respect to the receipt of a»v property, then, 
under regulations prescribed by the Secretary or his delegate— 

(1) if the property is received by a shareholder with respect to stock, 
without the surrender by such shareholder of stock, the basis of the prop- 
ertv received and of the stock with respect to which it is distributed shall, iu 
the distributee's hands, be determined by allocating between such property 
and such stock the adjusted basis of such stock; or 

(2) if the property is received by a shareholder in exchange for stock or 
by a security bolder in exchange for securities, the basis of the property 
receiked shall, in the distributee's hands, be the same as the adjusted basis 
of the stock or securities exchanged, increased by— 

(A) the amount of the property received which was treated as a 
dividend, and 

(B) the amount of gain to the taxpayer recognized ou the property 
received (uot including any portion of such gain which was treated as a 
dividend) . 

(b) PERICDs oF LIIIITATICN. — The periods of limitation provided in section 
fifi01 (relating to limitations on assessment and collection) shall not expire, 
with respect to any deficiency (including interest and additious to the tax) 
resulting solely from the receipt of property by shareholders in a distribution 
which is certified by the Board under subsection (a), (b), or (c) of section 1101, 
until five years after the distributing corporation notifies the Secretary or his 
delegate (in such manner and wit}I such accompanying information as the 
Secretary or his delegate may be regulations prescribe) that the period (includ- 
ing extensions thereof) prescribed in section 4(a) of the Bank Holding Company 
Act of 1006, or section 1101(e) (2) (B), whichever is applicable, has expired; and 
such assessment may be made notwithstanding any provisiou of law or rule 
of law which would otherwise prevent such assessment. 



(c) AI. I. ocATIGN oF ZARNINGs AND PRGFITs. — 
(1) DIRTRIBUTIGN oF BTocK 1N A coNTRCLLED coRPQRATIoN. — In the ease of 

a distribution by a qualified bank holding corporation under section 1101 
(a) (1) or (b) (1) of stock. in a controlled corporation, proper allocation with 
respect to the earnings and profits of the distributing corporation and the 
controlled corporation shall be made under regulations prescribed by the 
Secretary or his delegate. 

(2) ExcHANGEs DEscRIBED IN sEGTIoN 1101 (c) (2) GR (3). — In the ease 
of any exchange described in section 1101(e) (2) or (9), proper allocation 
with respect to the earnings and profits of the corporation transferring the 
property and the corporation receiving such property shall be made under 
regulations prescribed by the Secretary or his delegate. 

(9) DEFINITIoN CF coNTRoLLED coRPoRATIoN. — For purposes of paragraph 
(1), the term "controlled corporation" means a corporation with respect to 
which at least 80 percent of the total combined voting power of all classes 
of stock entitled to vote and at least 80 percent of the total number of shares 
of all other classes of stock is owned by the distributing qualified bank 
holding corporation. 

(d) ITEMIzATIoN GF PRGPERTY. — In any certification under this part, the Board 
shall make such specification and itemization of property as may be necessary to 
carry out the provisions of this part. 
SEC. 1103. DEFINITIONS. 

(a) BANK HoI, DING CoMPANY. — I"or purposes of this part, the term "bank 
holding company" has the meaning assigned to such term by section 2 of the Bank 
Holding Company Act of 1950. 

(b) IQUALIFIED BANK HOLDING CORPORATION. — 
(1) IN GENERAI. . — Except as provided in paragraph (2), for purposes of 

this part the term "qualified bank holding corporation" means any corpo- 
ration. (as defined in section 7701(a) (9) ) which is a bank holding company 
and which holds prohibited property acquired by it— 

(A) on or before May 15, 1955. 
(B) in a distribution in which gain to such corporation with respect 

to the receipt of such property was not recognized by reason of sub- 
section (a) or (b) of section 1101, or 

(C) in exchange for all of its stock in an exchange described in 
section 1101 (c) (2) or (c) (8). 

(2) LIMITATIONS. — 
(A) A bank holding company shall not be a qualified bank holding 

corporation, unless it would have been a bank holding company on May 
15, 1955, if the Bank Holding Company Aet of 1956 had been in effect 
on such date, or unless it is a bank holding company determined solely 
by reference to- 

(i) property acquired by it on or before May 15, 1955, 
(ii) property acquired by it in a distribution in which gain to 

such corporation with respect to the receipt of such property was 
not recognized by reason of subsection (a) or (b) of section 1101, 
and 

(iii) property acquired by it in exchange for all of its stock in an 
exchange described in section 1101(c) (2) or (8). 

(B) A bank holding company shall not be a qualified bank holding 
corporation by reason of property described in subparagraph (B) of 
paragraph (1) or clause (ii) of subparagraph (A) of this paragraph, 
unless such property was acquired in a distribution with respect to 
stock, v hieh stock was acquired by such bank holding eompany- 

(i) on or before May 15, 1955. 
(ii) in a distribution (with respect to stock held by it on May 

15, 1955, or with respect to stock in respect of which all previous 
applications of this clause are satisfied) with respect to which gain 
to it was not recognized by reason of subsection (a) or (b) of section 
1101, or 

(iii) in exchange for all of its stock in an exchange described in 
section 1101(c) (2) or (9). 

(C) A corporation shall be treated as a qualified bank holding corpo- 
ration only if the Board certifies that it satisfies the foregoing require- 
ments of this subsection. 

(e) PRoHIBITED PRGPERTY. — For purposes of this part, the term "prohibited 
property" means, in the ease of any bank holding company, property (other than 
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nonexempt property) the disposition of which would be necessary or appropriate to 
effectuate section 4 of the Bank Holding Company Act of 1950 if such company 
continued to be a bank holding company beyond the period (including any exten- 
sions thereof) specified in subsection (a) of such section or in section 1101(e) (2) 
(B) of this part, as the case may be. The term 'prohibited property" does not in- 

clude shares of any company held by a bank holding company to the extent that the 
prohibitions of section 4 of the Bank Holding Company Act of 1955 do not apply 
to the orrnership by such bank holding company of such property by reason of 
subsection (c) (5) of such section. 

(d) NONEXEIIPT PROPERT%. — For purposes of this part, the term "nonexempt 
prupel'tyn Ineans— 

(1) obligations (including notes, drafts, bills of exchange, and bankers' 
acceptances) having a maturity at the time of issuance of not exceeding 24 
months, exclusive of days oi' grace; 

(2) securities issued by or guaranteed as to principal or interest by a 
gvoernment or subdivision thereof or by any instrumentality of a government 
or subdivision; or 

(8) money, and the right to receive money not evidenced by a security or 
obligation (other than a security or obligation described in paragraph (1) or 
(2) ). 

(e) Boaan. — F' or purposes of this part, the term "Board" means the Board of 
Governors of the Federal Reserve Systeln. 

(b) The table of parts for subchapter 0 of chapter 1 of the Internal 
Revenue Code of 1954 is amended by adding at the end thereof the 
following: 
Part VIII. Distributions pursuant to Bank Holding Company Act of 1956. 

(c) The amendments made by this section shall apply with respect 
to taxable years ending a, fter the date of the enactment of this Act. 

SAVING PROVISION 

Szc. 11. Nothing herein contained shall be interpreted or construed 
as approving any act, action, or conduct which is or has been or may 
be in violation of existing law, nor shall anything herein contained 
constitute a defense to any action, suit, or proceeding pending or here- 
after instituted on account of any prohibited antitrust or monopolistic 
act, action, or conduct. 

SEPARABILITY OF PRO III SIONS 

SEc. 19. If any provision of this Act, or the application of such 
provision to any person or circumstance, shall be held invalid, the 
remainder of the Act, and the application of such provision to persons 
or circumstances other than those to which it is held invalid, s'hall 
not be aQ'ected thereby. 

Approved May 9, 1956. 

PUBLIC LAW 545, EIGHTY-FOURTH CONGRESS 
[CHAPTER 842, SECOND SESSION] 

H. R. 708014 

An act to amend and extend the Sugar Act of 1948, as amended, 
and for other purposes. 

Reit enacted by the 8enate and House of Repfesentati pes of the 
~noted States of Avnerica in Congress assefnb'ted, That section 101 

"House Report No. 134S, page 940 this Bulletin; Senate Report No. 1451, page 943 this 
Bulletin; House Conference Report No. 2174, page 945 this Bulletin. 

393474' — 55 — 57 
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(d) of the Sugar Act of 1948& as amended& is amended to read as 
follows: 

(d) The term "raw sugar" means any sugars (exclusive of liquid sugar from 
forei 'u couutries having liquid su "ar quotas), whether or not principally of 
crystalline structure, which are to be further refined or improved in quality 
to produce any sugai's principally of crystalline structure or liquid sugar. 

Src. 2. Section 101(e) of such Act is amended to read as follows: 
(e) The term "direct-consumption sugar" means any sugars principally oi' 

crystalline structure and any liquid sugar (exclusive of liquid sugar from 
foreign countries haviu; liquid sugar quotas), ivhich tire not to be further 
refiined or improved in quality. 

Szc. 8. Section 101(i) of such Act is arne»clecl by deleting the 
parenthetical word "(Clerget) ". 

Szo. 4. Section 101 of such Act is amended by adding at the end 
thereof a, new paragraph to read as follows: 

(») Tlie terui "to be further refine&l or iinproved iu quality" means to be sub- 
jected s»bstantially to the processes of (1) atfiuation or defecation, (2) clarifica- 
tion, and (8) further purification by adsorption or crystallization. The Secre- 
tary is authorized, after such heariug and upon such notice as he may by regu- 
latious prescribe, to dctci'uiine whether specific piocesses to which sugars are 
subiected are suificicnt to meet the rcquireiuents of this paragraph (n) and 
whether sugars of specific qualities are raw sugar ivithiu the meauing of para- 
graph (d) of this section, or direct-consumption sugar within the meaning of 
paragraph (e) of this section. 

Szc. 5. Section 201 of such Act is amended by striking in the second 
sentence thereof the words "1947 prior to the termination of price 
control of sugar" and inserting in lieu thereof "1947 — 1949". 

Szc. 6. Section 202(a) of such Act is amended to read as follows: 
(a) (1) For domestic sugar-producin, areas by apportioning among such 

areas four million four hundred and forty-four thousand short tons, raw value, 
as follows: 

Short toa. &, 

Area raw oalae 

Dolllestic beet sil "&il 1, 800, 000 
Mainlaud cane sugar , &00, 000 
Ilaw. li 1, 0»2, 000 
Puerto Rico 1, 080, 000 
Vir, in Islands E22. 000 

(2) To the above total of four million four hundred forty-four thousaud short 
tons, raiv value, there shall be added an amouut equi&1 to fifi per centuiu of the 
a»iount by which the Secretary's determination of requirements of cousumers 
in the continental United States for the calendar year exceeds eight million 
three hundred;ind fifty thousand short tons, raw value. Such additional 
amount shall be apportioned auiong and added to the quotas established under 
paragraph (1) of this subsection for such domestic su "ar-producing areas, re- 
spectively, as follows: (A) The first one hundred sixty-live thousand short tons. 
raw value, or any part thereof, by ivhich quotas for the clomestic areas are so 
i»cre;isc&l shall be apportioned 01. 0 per centum to tlie domestic beet sugar 
area aud 48. fi per centuru to the mainland cane sugar area; (B) the next twenty 
thousand short tons, raw value, or auy part thereof, by ivhich such quotas are 
so increased shall be apportioned to Puerto Rico; (C) tlie»ext three thousand 
short tons, raw value, or any part thereof, by which such quotas are so in- 
creased shall be apportioned to the Virgin Islands; (D) any addition;il aniount 
shall be apportioued on the basis of the quotas establislied in paragraph (1) of 
this subsection as adjusted by sul&paragraphs (A), (B), aud (C) of this para- 
'raph (2). 

Szc. 7. Section 202(c) of such Act is amended by striking out 
"For" after "(c)" and inserting in lieu thereof "(1) For the calendar 
year 1956, for" and by adding at the end thereof the following new 
pill'agl'aphs: 



(2) For the calendar year 1957 and for each subsequent calendar year, for 
foreign countries other than the Republic of the Philippines, (A) by prorating 
to Cuba 96 per centum and to other foreign countries 4 per centum of the amount 
of sugar, raw value, by which eight million three hundred and fifty thousand 
short tons, raw value, or such lesser amount as determined pursuant to section 
201 exceeds the sum of four million four hunrlred and forty-four thousand short 
tons, raw value, and the quota established pursuant to subsection (b) of this 
section; and (B) by prorating 45 per centum of the amount of sugar, raw value, 
by which the amount determiued pursuant to section 201 exceeds the sum of 
eight millio~ three hundred and fifty thousand short tons, raw value, as follows: 

Country per centare 
Cuba 29. 59 
Peru 4. 99 
Dominican Republic 4. 05 
5lexico 5. 10 
Other countries 1, 03 

45. 00 

The above proration of 1. 03 per centum to foreign countries other than Cuba, 
the Republic of the Philippines, Peru, the Dominican Republic, and blexico shall 
be apportioned to such other countries whose average entries within the quotas 
during 1953 and 1954 exceeded one thousand short tons, raw value, on the basis 
of the average entries within the quotas from each such country for the years 
1951, 1952, 1953, and 1954. 

(8) For the calendar year 1957 and for each subsequent calendar year, the 
proration of 4 per centum under paragraph (2) (A) of this subsection for foreign 
countries other than Cuba and the Republic of the Philippines shall be appor- 
tioned, first, by assigning to each such foreign country whose average entries 
within the quotas during the years 1953 and 1954 were less than one thousand 
short tons, raw value, a proration equal to its average entries within the quotas 
during 1959 and 1954; second, by assigning to each such foreign country whose 
average entries within the quotas during 1953 and 1954 were not less than one 
thousand nor more than two thousa. nd short tons, raw value, a proration of 
three thousand short tons, raw value; third, by assigning to each foreign country 
whose average entries within the quotas during 1959 and 1954 were more 
than two thousand and less than three thousand short tons, raw value, a pro- 
ration equal to the average entries from each such country within the quotas 
during 1953 and 1954, plus two thousand short tons, raw value; fourth, by as- 
signing to each foreign country whose average entries within the quotas during 
1955 and 1954 were not less than three thousand nor more than ten thousand 
short tons, raw value, a proration equal to the average entries from each such 
countrv within the quotas during 1959 and 1954; and, fifth, by prorating the 
balance of such proration to such foreign countries whose average entries within 
the quotas during 1959 and 1954 exceeded ten thousand short tons, raw value, on 
the basis of the average entries within the quotas from each such country for the 
years 1951, 1952, 1953, and 1954. 

SEc. 8. Section 202 of such Act is amended by adding the following 
new subsection: 

(e) w henever in any year any foreign country with a quota or proration 
thereof of more than ten thousand short tons fails to fill such quota or proration 
by more than 10 per centum and at any time during such year the world price of 
sugar exceeds the domestic price, the quota or proration thereof for such country 
for subsequent years shall be reduced by an amount equal to the amount by which 
such country failed to fill its quota or proration thereof, unless the Secre- 
tary finds that such failure was due to crop disaster or force majeure or finds 
that such reduction would be contrary to the objectives of this Act. Any reduc- 
tion hereunder shall be prorated in the same manner as deficits are prorated 
under section 204. 

SEG. 9. (a) The second sentence of section 204(a) of such Act is 
amended by inserting before the period at the end thereof a colon 
and the following: Provided, That any deficit in any domestic sugar- 
producing area occurring by reason of inability to market that part 
of the quota for such area allotted under the provisions of section 
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202 (a) (2) shall first be prorated to other domestic areas on the basis of 
the quotas then in efFect". 

(b) The last paragraph of section 204(a) of such Act is amencled 
by inserting before the period at, the end thereof a semicolon and the 
following: "except that in the case of proration of any such deficit in 
any clomestic sugar-producing area occurring by reason of inability to 
maiket that part of the quota for such area allotted under and by 
reason of section 202(a) (2), the Secretary shall apportion the unfilled 
amount on such basis ancl to such other domestic areas as he determines 
is required to fill such deficit, and if he finds that no domestic area 
will be able to supply such unfillecl amount, he shall add it to the 
quota for Cuba". 

Szc. 10. Section 205(a) of such Act is amendecl by inserting imme- 
diately before the final sentence thereof the following: "In making 
such allotments, the Secretary may also take into consideration and 
make due allowance for the adverse efFect of drought, storm, Rood, 
freeze, disease, insects, or other similar abnormal aiid uncontrollable 
conditions seriously and broadly afFectiiig any general area served by 
the factory or factories of such person. ". 

Szo. 11. (a) Section 207 (ii) of such Act is aniended by adding 
after the word "year" the following: ", plus an amount equal to the 
same percentage of twenty-nine thousand six hundred and sixteen 
short tons, raw~value, that the increase in the quota for Hawaii under 
section 202 is of one million fifty-two thousand short tons, rav- value, ". 

(b) Section 207(b) of such Act is amended by striking the period 
at the end thereof and by aclcling the folio~ ing: "which shall be prin- 
cipally of crystalline structure, plus an amount equal to the sanie per- 
centage of one hundred twenty-six thousand and thirty-three short 
tons, raw value, that the increase in the quota for Puerto Rico under 
section 202 is of one million eight thousand short tons, raw value, 
vvhich latter amount may be filled by direct-consumption sugar 
whether or not principally of crystalline structure. ". 

Szc. 12. Section 207(h) of such Act is amended by striking out 
"The" after "(h)" and inserting in lieu thereof "(1) For the calendar 
year 19M) the" and by aclding the following new paragraph: 

(2) For the calemlar year 1M7 and each subsequent calendar year, the quota 
for foreign countries other than Cuba and the Republic of the philippines may 
be filled by direct-consumption sugar to the extent of 1. M per centum of the 
amount of sugar determined pursuant to section 201 less the sum of the quotas 
istnblished in subsections (a) and (b) of section 202: Prooided, Thut such 
limitation shall not apply to countries receiving prorations under section 202(c) 
of seven thousand short tons or less. The direct-consumption portion of such 
quota which is subject to the 1. 86 per centum limitation referred to above shall 
be prorated to countries which receive prorations uncler section 202 (c) of more 
than seven thousand short tons on the basis of avera e imports of direct-consump- 
tion sugar within the quota for the years 1%1, 1852, 10M, and 1054. 

Szc. 13. Section 301(b) of such Act is amended by inserting after 
the words "(or processed)" the following: ", except for livestock 
feed, or for the production of livestock feed, as determined by the 
Secretary, ". 

Szc. 14. Section 302(b) of such Act is amended by inserting after 
"(or processed)" the words "within the proportionate share" and by 
striking the periocl at the encl thereof and inserting the following: 
"and of the prodticers in any local producing area whose past pro- 
cluction has been adversely, seriously, and generally afFected by 
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drought, storm, Good, freeze, disease, insects, or other similar abnormal 
and uncontrollable conditions. For the purposes of establishing pro- 

ortionate shares hereunder and in order to encourage ivise use of 
and resources, foster greater diversification of agricultural produc- 

tion, and promote the conservation of soil and water resources in 
Puerto Rico, the Secretary, on application of any oivner of a farm 
in Puerto Rico, is hereby authorized, ivhenever he determines it to be 
in the public interest and to facilitate the sale or rental of land for 
other productive purposes, to transfer the sugarcane production rec- 
ord for any parcel or parcels of land in Puerto Rico owned by the 
applicant to any other parcel or parcels of land owned by such appli- 
cant in Puerto Rico. ". 

Szc. 15. Section 405 of such Act is amended by inserting "(a)" at 
the beoinning thereof, by striking out "(a)" and "(b)" and inserting 
in lieu thereof "(1)" and "(2)", respectively, and by ad. ding the. 
following new subsection: 

(b) Any person whose sugar processing operations otherwise meet the re- 
quirements of section 101(n) and who subjects to such processes sugar imported 
or brought into the continental United States uncler a declaration that it is raw 
sugar but which sugar subsequently is determined to be of direct-consumption 
quality, shall forfeit to the I'nited States a sum equal to 1 cent per pound 
for each pound, raw value, of such sugar in excess of that part of the direct- 
consumption portion of the applicable quota or proration or allotment thereof 
remaining unfilled at the time of such determination, which forfeiture shall be 
recoverable in a civil suit brought in the name of the United States. 

Szo. 16. Section 407 of such yAct is amended by adding at the end 
thereof the following sentence: "The provisions of this section shall 
not apply to persons whose services are obtained pursuant to section 
305. ". 

Szo. 17. Section 411 of such Act is renumbered as section 412, sec- 
tion 412 of such Act is renumbered as section 413, and a new section 
411 inserted as follows: 

SEc. 411. The Secretary is authorized to issue such regulations as may be 
necessary to carry out article 7 of the International Sugar Agreement for the 
Regulation of the Production and Marketing of Sugar (ratified by and with 
the advice and consent of the United States Senate on April 29, 1054), restricting 
importations of sugar into the United States from foreign countries not par- 
ticipating in such agreeemnt, or to carry out the corresponding provisions of 
anv such future agreements ratified by and with the advice and consent of the 
United States Senate. 

Szc. 18. Renumbered section 412 of such Act (relating to termi- 
nation of the powers of the Secretary under the Act) is amended by 
striking out "1956" in each place it appears therein and inserting in 
lieu thereof "1960". 

Szc. 19. Sections 4501(c) and 6412(d) (relating to the termination 
of taxes on sugar) of the Internal Revenue Code of 1954 are amended 
by striking out "1957" in each place it appears therein and inserting 
in lieu thereof "1961". 

Szc. 20. Section 4502(4), chapter 37, subchapter A, "Sugar", of 
the Internal Revenue Code of 1954 is amended as follows: Strike out 
the parenthetical word "(Clerget)" where it occurs in the first sen- 
tence and delete the second sentence thereof. 

Szc. 21. (a) Section 4504, chapter 37, subchapter A, "Sugar", of 
the Internal Revenue Code of 1954 is amended by adcling before the 
period at the end thereof the following: ", and except that such tax 
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may be subject to refunds as a tax under the provisions of section 
6418 (a)". 

(b) Section 6418(a) of chapter 65 of the Internal Revenue Code 
of 1054 is amended by stril~ing out the "(a)" immediately following 
"section 4501". 

Szc. 22. Except as otherwise provided, the amendments made 
hereby shall become efFective as of January 1, 105, except that sec- 
tions 1 through 4 slrall become effective upon public~ation in the Fed- 
eral Register of regulations implementing such sections, or six months 
after the date of enactment of this Act, whichever is earlier. 

Approved hlay 20, 1056. 



893 

SUBPART C. — COMMITTEE REPORTS 

[S. 2577 — P. L. 511] 
BANK HOLDING COMPANY ACT OF 1955 

[Senate Report No. 108o, Eighty-fourth Congress, First Session, Calendar No, 1107] r 

[July 25, 1955] 
Ilr. Robertson, from the Committee on Banking and Currency, submitted the following report [To accompany S. 2577]: 
The Committee on Banking and Currency, to whom was referrerl the bill (S. 2577) to define bank holding companies, control their future expansion, and 

require divestment of their nonbanking interests, having considered the same, 
report favorably thereon with an amendment and recoinniended that the bill, 
as ainended, do pass. 

DEFINITION OF BANK HOLDING COMPANY 

The committee is satisfied that legislation in the bank holding field will be 
adequate if it applies to any company controlling two or more banks. In order 
to accomplish this result, the bill defines a bank holding company as one meeting 
any of the three following tests: 

(1) A company which directly or indirectly owns, controls, or holds with 
power to vote 25 percent or more of the voting shares of each of tivo or niore 
banks or of a bank holding company; 

(2) A company which controls the election of the majority of the direc- 
tors of each of two or more banks; or 

(8) A company for the benefit of whose shareholders or members 25 
percent or more of the voting shares of each of two or more banks or a 
bank holding company is held by trustees. 

The bill also includes in its scope any successor to a bank holding company 
where the relationship between the successor and the bank holding company is 
such that the successor's acquisition of bank shares from the company causes 
no substantial change in control of the bank or beneficial ownership of shares. 

Section 3(a) of the bill expressly excludes from the definition of bank holding 
company the following: 

(1) A bank cont~oiling shares in a fiduciary capacity, unless the shares 
are held for the profit of the banks shareholders; 

(2) A company registered under the Investment Company Act of 1940 
prior to Iiay 15, 1955, and its afiiliates, unless the company or any afFiliate, 
as the case may be, directly owns 25 percent or more of the voting shares 
of each of two or more banks; 

(8) A company engaged in bona fide underwriting of securities held 
only for a period of time permitting their sale on a reasonable basis; and 

(4) A company formed for the sole purpose for participating in a proxy. 
solicitation which acquired control of voting rights during the course of 
such solicitation. 

The exemption for shares held in a fiduciary capacity is necessary to enable 
banks to carry on a normal trust business. The exemption for companies regis- 
tered under the Investment Company Act of 1940 is included in the bill on the 
theory that any such company is adequately supervised by the Securities and 
Exchange Commission, which administers that act. Amon the purposes listed 
in that act are the mitigation of undue concentration of the control of invest- 
ment companies through pvramiding or inequitable methods of control, the 
mitigation of inequitable distribution of such companies, and the mitigaton of 
irresponsible management of such companies. Your committee believes that 
SEC regulation in such cases is closely akin to the purposes of this bill and 
that it is therefore unnecessary to require a registrant under the Investment 
Companv Act of 1940 to be subjected to the additional re ulatory authority 
granted to the Board of Governors of the Federal Reserve System by this bill. 
It will not be possible however, for a bank holding company to evade regula- 

'This publication of the Committee Report is restricted to excerpts involving internal 
revenue matters. 
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tions under the proposed legislation by registering as an investment company 
since this exception applies only to a bank holding company registered under 
the Investnient Company Act of 1040 prior to May lo, 10fio, which does not 
directly own 2, & percent or more of the votin" shares of each of two or more 
banks. An afilliate&1 company of such a company, within the meaning of the 
Investinent Compauy Act of 1!i40, is also exempted from the definition of a 
bank liolding coinpany undar this bill unless the a%late directly owns 2o percent 
or more of the voting shares of two or more banks. 

The exeniption ot a conipany eu"aged iu the underwriting of securities is 
included iu the bill because of the possibility that such a company might happen 
to acquire title, in the course of its normal underwritiug business, to 2. i percelit, 
or niore of the voting shaies of each of two or more banks. Should this tran- 
spire, it sliould be noted that the company must dispose of such shares within 
a pei iod of time adequate to permit their sale upon a reasonable basis, in order 
to continue to receive the benefits of exemption from the defiuition of a bank 
holding company. 

The remainin exemption from the definition of bank holding company is in- 
cluded to allow formation of a bo»a fide stockholders' committee or a siinilar or- 
"anization for the sole purpose of solicitin proxies in order to gain control of vot- 
in rights of shares. Your committee is of the opinion that such an exemption is 
justified in order to preveut undue interfere»ce ivith proxy contests. It was 
pointed out that if in the course of such a contest, a company so formed acquires 
control of the voting ri, hts of 2;& percent or more of the voting shares of each 
of two or more banks, it might well find itself included within the definition of 
a bank holding company iii this bill in the absence of a spe«itic exemption. The 
provision is intended to provide an exemption only for qualified companies dur- 
ing the course of the proxy contest. The exemption is not intended to carrv 
over for the benefit of any such company followin the termination of the 
proxy contest. 

DEFINITION OF COMPANY 

Under the bill, only a "company" as defined in the bill can become a bank hold- 
ing company. Company is expressly defined to meau any corporation, business 
trust, association, or similar organization. It will be noted that an individual, 
as such, is not included in this definition. Moreover, the defiuition expressly ex- 
cludes: (1) any corporation the majority of whose shares are owned by the 
United States or any State; (2) any corporation or community chest, fund, or 
foundation, organized or operated exclusively as a religious, charitable, or edu- 
cational organization, no part of the uet earuings of which inures to the benefit 
of any private shareholder or individual, and no substautial part of the activities 
of which is carrying on propaganda or otherivise attemptiu to inliuence legisla- 
tion; and (8) any partnership. 

The first exclusion is provided on the theory that any corporation the 
majority of whose shares are owned by the United States or any State is sub- 
ject to the control of either the United States or of the State owning such shares. 
The exclusion of religious and other charitable organizations is similar to that 
granted to such organizations under the Internal Revenue Code. The commit- 
tee's attention was invited to at least one ease ivhere a bona fide religious organ- 
ization controls two or more banl-s as ivell as nonbanking interests as an iucident 
to its main purpose. In the opinion of the committee, even though these inci- 
dental business activities are organized for the primary purpose of profit, tlie 
very nature of the reli' ious organization itself precludes the possibility of vio- 
lating the spirit of this bill. 

The third exemption from the definition of "couipany" is granted to anv 
partnership because the attributes of a partnership are similar. to those presented 
by an individual in the scuse that neither has perpetual duration. As the in- 
dividual's personal control of business activities ceases ivith his death, any busi- 
ness control exercised by a partnership will likewise terminate upou the death 
of either partiier. Usually, the death of an individual who controls bauks is ac- 
companied by a diffusion of ow nership of such bauks. 

Ily way of contrast, corporations and similar organizations may have per- 
petual existence. The death of any individual member of a corporation has no 
effect upon continued control of banks by the corporation. This bill is designed 
to bring under control those types of entities that may be used as media for. ac- 
quiring and maintaining in perpetuity management and control of bank shares 
or assets. 
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The exemptions previously mentioned in this report are the only ones given by 
this bill from the definitions of company and bank holding company. All other 
such organizations are required by the bill to subject themselves to such regula- 
tion as the bill prescribes as a comlition to growth by means of bank share or asset 
acquisition. 

Your committee did not deem it necessary to include within the scope of this 
bill any company which manages or controls no more than a single bank. It is 
possible to conjure up visions of monopolistic control of banking in a given area 
through ownership of a single bank with many and widespread branches. How- 
ever, in the opinion of your committee, no present danger of such control through 
the bank holding company device threatens to a degree suificient to warrant 
inclusion of such a company within the scope of this bill. Should legislation of 
that nature prove desirable in the future, the Congress is free to act upon a 
showing' of need for such a law. 

OTHER DEFINITIONS 

This bill defines banks to include both National banks and State banks, savings 
banks, and trust companies. It excludes, however, organizations that do no busi- 
ness in the United States and those organized for foreign or international bank- 
ing under section 25(a) of the Federal Reserve Act. A District bank is defined 
as a State bank organized or operating under the laws of the District of Columbia. 
A State member bank is defined to mean a State bank which is a member of the 
Federal Reserve System. 

The bill defines a subsidiary of a bank holding company in terms of a company 
owned or controlled by a bank holding company under the same general tests 
as laid down for ownership or control exercised by a bank holding company. 

A successor is defined as a company acquiring bank shares from a bank holding 
company with no resulting substantial change in bank beneficial ownership or 
control. The Federal Reserve Board is empowered to define successor in more 
detail by regulation in order to prevent evasion of the purposes of this bill. 

The committee is of the opinion that the definitions in this bill will adequately 
cover the organizations which should be included in the scope of this bill without 
unnecessarily encompassing organizations that need not be included in order to 
accomplish the purposes of the bill. 

DIVEST5IENT OF NONBANKING ASSETS 

The bill prohibits a bank holding company from acquiring, after the passage 
of this bill, ownership or control of any voting shares of any company which is 
not a bank. It also provides that existing bank holding companies cannot retain 
ownership or control, for more than 2 years after the date of passage of this bill, 
of any voting shares of a company which is not related to banking. Nor can any 
such company engage in a business other than banking or managing or controlling 
banks or furnishing or performing services for any bank of which it owns or 
controls 25 percent or more of the voting shares. Upon application by a bank 
holding company, the Federal Reserve Board is authorized to extend the 2-year 
deadline for periods of not more than I year at a time, provided that in no event 
can the extensions extend the total divestment period to longer than 5 years 
after the date of enactment of the bill, or 5 years after the date upon which 
a company becomes a bank holding company, whichever is later. Appropriate 
exceptions are made in the bill in order to enable bank holding companies to 
retain ownership and control of nonbanking assets in cases where such retention 
will not violate the purposes of the bill. Seven classes of such exemptions are 
provided as follows: 

(I) Shares owned or acquired by a bank holding company in a company 
engaged solely in holding or operating properties used primarily by a bank in 
the bank holding company system or acquired for future use of such bank in 
its operations; and shares owned or acquired by a bank holding company in 
any company engaged solely in conducting a safe deposit business or serving 
the holding company and banks in the holding company system with respect 
to such functions as audits, appraisals, investment counsel, or the liquida- 
tion of assets acquired from the bank holding company and the banks within 
the bank holding company system; 
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(2) Shares acquired by a bank holding company that is a bank or 
any of its banking subsidaries in satisfaction of a debt previously con- 
tracterl iu good faith (in which event such shares must be disposed of 
within 2 years after their acquisition of 2 years after the passage of this 
bill whichever is later); 

(g) Shares acquired by a bank holding company from any of its subsirl- 
iaries by virtue of actiou initiated by auy exau&ining Federal or State 
authority (but such shares niust be rlisposed of ivithin 2 years after their 
ac&iuisition or 2 years after the passu'"e of this bill, whichever is later); 

(4) Shares beld or acquired in a fiduciary capacity by a bank holding 
company that is a bank or shares eli'"ible for investiuent by national banks; 

(fi) Shares of any company tliat do not represent niore than 5 percent of 
the conipany's outstanding voting securities and that do not have a value 
gieater than fi percent of the total asset value of the bank holding company; 

(6) Shares of any company whose activities of a financial, fiduciary, 
or insurance nature are determined by the Federal Reserve Board to 1&e 

so closely related to the 1&anking business as to coustitute a proper incident 
to that business, and to make urmecessary the divestment of such shares 
in order to carry out thc purposes of the bill; or 

(7) Auy 1&ank holdin" couipany which is a labor, agricultural, or horti- 
cultural organization. 

It seems obvious that the foregoing exemptions with reference to banl- 
premises, safe-deposit business, bank-servicing organizations, e&llcction of debts, 
involuntary acquisition of shares, mid acquisition of shares in a fiduciary ca- 
pacity, or permissible investmeuts for national banl. -s, are all appropriate in order 
to enable a banlr holding couipany to carry on operatious closely related to banl-- 
in„. The same reasonin dictates the inclusion of erreinptiou (i). Dioreover, 
control of no more than, & percent of the voting securities of a company is not 
deemed adequate for effective control of that company. It should be further 
noted that no bank holding company can enjoy the beuefits of this erremption 
if its investment in the shares of the company exceed fi percent of the total 
asset value of the bank holding company. 

Exemption (0) has been included by the committee as a necessary provision 
to enable the administering authority under this bill to permit the retentiou 
by a bank holdin company of activities found to be closely related to banking. 
It should be noted that the Board is required to mal. -e its determinatiou after 
due notice and hearin; and on the basis of the record iuade at the hearing. 
The Federal Reserve Boar&1's action is required to be talren in the form of an 
order, as to which miy aggrieved party can obtain a review in the appropriate 
court of appeals. I» the opinion of your committee, certain activities of a 
financial, fiduciary, or insurance nature are obviously so clo. ely related to bank- 
ing as to require no divestment by a bank holdin conipany. For esaniple, the 
operation of a credit life-insurance program in counection with bank loans 
is clearlv within the scope of banking operations as presently conducted. So 
is the opera1ion of an insurance program under which the insurance proceeds 
retire the outstanding balance of the mortgage upon the death of the mortgagor 
in cases where the lnink holds the mortgage. However, there are nianv other 
activities of a financial, fiduciary, or insurance nature ivhich caimot be deter- 
niined to be closely related to baukin without a careful examination of the 
particular type of business carried ou under such activity. For this reason your 
committee deems it advisable to provide a forum before an appropriate Federal 
authority in which decisions concerning the relatiouship of such activities to 
banking can be determined iu each case on its merits. 

k'rien&ption (7) concerning labor, agricultural and horticultural organizations 
is closely akin to the similar erremptiou from Federal income taxes granted 
to such organizations. In order to be entitled to the erremption uuder this 
bill, no net income derived by any such organization can iu&ire to the bene(it 
of any inrlivi&lual. Such organizations must be formed primarily for the 
betterment of the working couditions of tlieir members, in the case of labor 
organizations, and for the improvement in grade of agricultural or horticultural 
products in the ease of agricultural or horticultural organizations. As in the 
case of the Federal income tax ezemption, such a iicultural aud horticultural 
organizations as county fairs, quasi-public in nature, that are designed to eu- 
courage better products through a system of awards, would qualify for e&&emp- 

tion under this bill. However, the growing of agricultural or horticultural 
products for profit by an agricultural or horticultural organization would not 
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tures of this bill. 

The seven specihc classes of exeruption from the divestment requirements of 
ihe bill do not excuse those exempted from compliance with the remaining 
provisions of the bill. Such exeu&pted organizations or companies will be re- 
quired to register under the 1&ill with the Federal Iteserve Board aud to obta, in 
the approval of that Board iu the event the organization or company wishes 
to acquire additional voting shares or assets of any bank, if such approval is 
otherwise required under the bill for bank holding coinpanies. 

Your committee holds the opinion that bank holding companies should con- 
fine their activities to the control and rnanageiuent of banks aud activities 
closely related to haul-ing. They should not combine ruanagement and coutrol 
of banking activities with mana 'emeut and coutrol of noubanl-ing activities. 
The divestruent requirements in this bill are designed to remove the danger 
that a bank holding company might misuse or abuse the resources of a bank 
it controls in order to gaiu an advantage iu the operation of the uon-banking 
activities it controls. 

The comuiittee gave consideration to a suggestion that present bank holding 
companies be allowed to retain their existiug nonbnuking assets and that the 
bill merely prohibit such companies from acquiring additional nonbanking assets. 
However, the comruittee believes that to adopt this course of action would give an 
unfair corupetitive advanta, e to exisiiug bank holding companies over bauk 
holding companies which might be fomucd in the future consistent with the pro- 
visions of this bill. Your committee believes that iu general all bank holding 
companies should be required to observe the sarue ground rules concerning 
formation and operation, insofar as Federal legislation is concerned. 

TAX RELIEF FOR DISTRIBUTIONS MADE 

H. R. 0227, as passed by the House of Representatives, would add a new part 
VIII to subchapter 0 of the Internal Revenue Code of lfio4. Under this new 
part, tax relief is accorded to distributions made pursuant to the provisions 
of this bill within the period prescriberl therein. Your committee has adopted 
the tax provisions contained in the House bill with certain technical changes. 

Iu general, a corporation which comes within the terms of the act as a bank 
holding companv is given its choice of two alternative routes (that is, to reruain 
a bank holding company, or to dispose of its interests in banks). 

If the corporation decides to remain a bauk holding company subject to the 
supervision of the Federal Reserve Board, it may distribute any "prohibited 
property, " which the Board certifies is necessary or appropriate to comply with 
the act, to its shareholders without the recognition of gain by the shareholders 
on the distribution. For this purpose "prohibited property, " in general, means 
stock, securities and other obligations, or other assets of nonbanking businesses 
to the extent the bank holding company is required to divest itself of such assets 
under section 4(a) of the bill. The term, however, does not include cash, G&&v- 

ernment bonds, or certain short-term obligations. In the ordinary case cash 
and cash equivalents, such as Government bonds and short-term obligations, 
will not come within section 4 (a) of the bill as property which must be disposed 
of by the bank holding company. It is believed desirable, however, to expresslv 
exclude cash, etc. , from the definit(on of "prohibited property, " since a similar 
exclusion is contained in the comparable provisions of part VI of subchapter 0, 
relating to exchan es in obedience to SEC orders. 

With respect to the distributing corporation, the usual provisions of the Inter- 
nal Revenue Code of lgfi4 apply. Under these provisions, gain generally is not 
recognized to the distributing corporation except under imusual circumstances 
such as the distribution of LIFO inventory, the distribution of property subject 
to a liability in excess of the adjusted basis, or the distribution of certain in- 
stallment obligations. 

The distribution of "prohibited propertv" may be made either directly to the 
shareholders of the corporation which is a bank holding company or may be 
transferred to a wholly owned subsidiary expressly created for purposes of 
receiving the prohibited property. The stock of the subsidiary must be im- 
mediately distributed to the shareholders of the corporation which is a bank 
holding companv if the distribution is to be made under this bill without the rec- 
ognition of gain to the shareholders. 
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If a corporation which qualifies as a bank holding company under the act 
chooses the second alternative route, it may distribute to its shareholders any 
bank stock or other property of a kind which causes it to be a bank holding com- 
pany, without the recognition of gain to the recipient stockholders. The Board 
inust certify, however, that distribution of property of that kind is necessary 
or appropriate to eifectuate the policies of the bill. In such a case, the corpo- 
ration may, for example, distribute to its shareholders all of its shares of 
bank stock without the recognition of gain even thou h it would be possible 
to retain shares of stock in one bank without being classified as a bank holding 
company. Your committee believes that this treatment is necessary because 
a corpoi ation which is compelled to divest itself of part of its bank stock by 
reason of the bill may wish to distribute all of its shares of bank stock, so 
that no possibility will exist that it will be classified as a bank holding company 
in the future. 

Your committee contemplates that the Federal Reserve Board in the discharge 
of its functions in ruaking certifications that exchanges and distributions are 
necessary or appropriate to effectuate the purposes of the bill will carefully 
scrutinize the facts and circumstances in each case to prevent abuses and will 
cooperate fully with the Treasury Department to this end. Although the time 
of recognition of gain may be legitimately shifted under the provisions of this 
part, nothing in these provisions is to be construed or applied in such manner 
as to permit tax evasion or sham transactions entered into for avoiding tax. 

Your committee has restricted the nonrecognition treatment described above 
the property which was owned on 5lay 15, 1955. This restriction is deemed 
necessary to prevent corporations froru purchasing interests in banks or other 
property in order that their shareholders may get the benefit of the tax treat- 
ment provided in the bill. The restriction would not apply, however, if the 
property was received in a transaction in which gain was not recognized be- 
cause of the general rules described above. For example, if prohibited property 
was distributed by a subsidiary to its parent in a corporate chain without recog- 
nition of gain to the parent by reason of these provisions, the parent, in turn, 
may disti ibute the property to its own shareholders without recognition of gain 
under a certification by the Board, even though the property was acquired by the 
parent after May 15, 1955. Similarly, the May 15, 1955, cutoff date is not appli- 
cable where the prohibited property or bank stock (or other similar property) 
certified by the Board is transferred to a wholly owned subsidiary created for 
that purpose and the stock of the subsidiary is immediately distributed by the 
qualified bank holding corporation to its shareholders. 

As in the case of the first alternative route, nonrecognition treatment is avail- 
able whether the bank stock or other similar propertv certified by the Board 
is distributed directly to shareholders or whether it is first transferred to a 
wholly owned subsidiary expressly created for that purpose and the stock of the 
subsidiary is then immediately distributed to the shareholrlers of the parent. 

To prevent certain tax avoidance possibilities that might otherwise exist, your 
committee's bill does not extend nonrecognition treatment, under the general 
rules described above, to any portion of a distribution attributable to a con- 
tribution to the capital of any corporation where the contribution is made after 
May 15, 1955. This restriction applies whether or not the contribution to capital 
is made by a shareholder of the corporation receiving such contribution. In the 
case of a contribution to the capital of a bank, however, the limitation does not 
apply if it is determined that avoidance of Federal income tax was not a prin- 
cipal purpose of the contribution. 

Where the nonrecognition treatment has been extended to "prohibited prop- 
erty" which has been distributed by the corporation which is a bank holding com- 
pany, a final certification must be obtained from the Board that the corporation 
has divested itself of all property necessary for compliance with the bill within 
the statutory period permitted for divestment. If this final certification is not 
obtained, the transactions previously permitted to be made wihout recognition 
of gain are reopened and tax may be imposed in such cases. For this purpose 
the statute of limitations on assessment of a deficiency resulting solely from 
the distribution of prohibited property which has been certified by the Board 
under section 1101(a) does not expire until 5 years after the corporation gives 
notification that the period prescribed in section 4(a) of the bill has expired. 

A similar final certification is required where nonrecognition treatment has 
been originally accorded to the distribution of bank stock or similar property 
of a kind which the Board has certified as necessary so that the corporation 
will cease to be a banlr. holding company. In this case the tax provisions of the 
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bill p»»de that the Board must give a final certification that the corporation 
has ceased to be a bank holding company within 2 years after the date of enact~e~t of the bill or 2 years after the date on which the corporation becomes 
a bank holding company, whichever is later, unless the time has been extended 
by the Board for 1-year renewals not to exceed 5 years from the date of 
enactment of the bill or the date on which the corporation becomes a bank hoM- 
ing companv, whichever is later. The statutory period for the assessment of a 
deficiency resultin solely from such distribution is extended in the same manner 
as in the case of the distribution of prohibited property. 

The basis of stock or other property received by a distributee without recog- 
nition of gain under the provisions of the bill is determined by allocating the 
adjusted basis of the stock with respect to which the distribution was made 
between such stock and the property so distributed. This rule is similar to the 
general rule for allocation of basis in the case of a stock dividend. The bill 
provides that the allocation shall be made under regulations provided by the 
Secretary or his delegate. 

SECTION-BY-SECTION ANALYSIS OF THE BILL 

Section 1. — This section provides that this act may be cited as the Bank 
Holding Company Act of 1955. 

Sect(, on 8. — This section defines the terms used in the bill. 
Subsection (a) defines the term "bank holding company" to mean (1) any 

company which directly or indirectly owns or controls 25 percent or more of 
the voting shares of 2 or more banks or of a company which is or becomes a 
bank holding company by virtue of this act: or (2) any company controlling 
the election of a majority of the directors or 2 or more banks; or (8) any com- 
pany for whose shareholders trustees hold 25 percent or more of stock of 2 or 
more banks or of bank holding company. A successor to any such bank hold- 
ing company is deemed to be a bank holding company as of the date the predeces- 
sor company became a bank holding company. Excluded from the definition are 
(a) any bank controlling shares in a fiduciary capacity (unless controlled for 
benefit of the bank's shareholders); (5) any company or affiliate registered un- 
der Investment Company Act of 1040, prior to May 15, 1055, unless its own 25 
percent of shares of 2 or more banks; (o) any company engaged in underwrit- 
ing securities; and (d) any company formed for the purpose of soliciting proxies. 

Subsection (b) defines the term "company" to include any corporation, business 
trust, association, or similar or anization. However, (1) any company the ma- 
jority of the shares of which are owned by the Federal Government or by any 
State, (2) any nonprofit religious, charitable, or educational organization, and (3) 
any partnership — are excluded from the definition. 

Subsection (c) defines the term "bank" to include any national or State 
bank, savings bank or trust company, but excludes any organization which does 
not do business within the llnited States. The subsection also dehnes the terms 
"State member bank" and "district bank. " 

Subsection (d) defines a "subsidiary" of a specified bank holding company in 
terms of the tests applicable to a bank holding company. 

Subsection (e) defines the term "successor" and gives the Board of Gover- 
nors of the Federal Reserve System the right by regulation to further define 
the term "successor" to the extent necessary to prevent evasion of the purposes 
of the act. 

Subsection (f) makes clear that where the term "Board" is used in the act 
the reference is to the Board of Governors of the Federal Reserve Svstem. 

Section, 8. — The provisions of this section relate to future acquisitions of bank 
shares or bank assets by bank holding companies or by companies which thereby 
would become bank holding companies and to the merger or consolidation of bank 
holdin companies. 

Subsection (a) makes it unlawful except with prior Board approval (1) for 
a company to become a bank holding company; (2) for a bank holding company 
or subsidiary to acquire more than 5 percent of the voting shares of any bank; 
(3) for a bank holding company or subsidiary, other than a bank, to acquire 
substantially all the assets of a bank; or (4) for a bank holding company to 
merge or consolidate with any other bank holding company. This prohibition 
does not apply to (g) any bank holding company, which is a bank acquiring 
shares in a fiduciary capacity (unless for benefit of its own shareholders or in 



900 

collecting debt (but must divest in 2 years, and (b) any bank holding company, 
which is a bank acquiring additional shares in a bank of which it owns a ma- 
joritv of the voting shares. 

Subsection (b) provides that 80 days before approving any acquisition, mer- 
ger or consolidation, the Board shall'notify': (i) Comptroller of the Currency 
if bank to be acquired is a national or District bank; (ii) State supervisory 
authority if bank being acquired is a State bank. If such notified authority 
disapproves it in ivriting within 80 days, the Board will hold a hearin to grant 
or deny the application. 

Subsectiou (c) sets forth the standards to be followed by the Board in granting 
or denying approval including (1) bank holding company's and bank's financial 
history and conditions; (2) prospects; (3) management; (4) convenience, needs, 
and welfare of area concerned; and (5) sound banking, public interest, and 
bank corn petition. 

Section 4 — This section relates to bank holding company interests in non- 
bauking orgauizatious and provides for separation of banl-ing and nonbanking 
interests. 

Subsection (a) prohibits a bank holding company from acquiring or retainin 
voting shares of any nonbank company or engaging in a business other than (1) 
banking, (2) managing or controlling banks, or (8) furnishing services to or pro- 
viding services for a subsidiarv bank. Divestment of nonbank business is re- 
quired within 2 years after the date of this act or from date of becoming a bank 
holding company, whichever is later. The Board may extend this time up to 
not more than 5 years. 

Subsection (b) prohibits a bank holding company after 2 years from date of 
enactment from (1) making any statement on its shares that thev represent 
shares of any other company except a bank or a bank holding company, or (2) 
conditioning in any manner ownership, sale, or transfer of its shares upon the 
ownership, sale or transfer of shares of any other conrpany except a bank or 
a bank holding company. 

Subsection (c) provides appropriate exemptions to the blanket prohibitions 
on bank holding company investments or activities set forth in subsection (a), 

Paragraph (1) exempts investments by a bank holding company in companies 
obviously incidental to the business of banking, such as holding bank premises, 
conducting a safe deposit business, or providing services such as auditing, ap- 
praisal, and investment counsel, or in liquiclating assets acquired from the bank 
holding company or its subsidiaries. 

Paragraph (2) exempts for a 2-year period investments acquired by a bank 
holrling company which is a bauk, in satisfaction of a debt previously contracted. 

Paragraph (8) exempts for a 2-year period investmeuts acquired by a bank 
holding company from auy subsidiary which is requested to dispose of such 
investment by a Federal or State examining authority. 

Paragraph (4) exempts investmeuts held by a bank (which is a bank holding 
company) in a fiduciary capacity, and investments eligible for national bank 
investment under section 5180 of the Revised Statutes. 

Paragraph (5) exeu&pts limited general investments of a bank holding com- 
pany from the investment prohibitions of the act. 4 bank holding company may 
own investments in any company provided such iuvestmeut does not include 
jnore than 5 percent of the outstanding voting securities of such company and 
provided the value of the investment does not exceed 5 percent of the total assets 
of the holding company. 

Paragraph (6) authorizes the Board to exempt shares of any company all the 
activities of which are of a fiuancial, fiduciary, or insurance nature aud are 
determined to be-so closely related to the business of banking as to be a proper 
incident thereto. 

Paragraph (7) exempts any bank holding company which is a labor, agri- 
cultural or horticultural organization. 

Sect(on 10. — This section amends subchapter 0 of chapter 1 of the Internal 
Revenue Code of 1954 by adding a new part VIII. This part VIII specifies the 
extent to which (during a transition period after the enactment of the bill) 
gain will not be recognized upon receipt of property by a shareholder of a bank 
holding company, if' such distribution is made pursuant to a certification by the 
Board of Governors of the Federal Reserve System that such distribution is 
necessary or appropriate to effectuate the Bank Holding Company Act of 195o. 
The provisions of the new part VIII are restricted by their own terms to the gain, 
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directly attributable to the receipt of property in the distributions specifically 
described. 

The rules contained in part VIII are in addition to the other provisions of 
subtitle A of the Internal Revenue Code of 1954 (such as provisions relating to the 
recognition or nonrecognition of gain to a corporation making distributions, the 
provisions under which tax-free reorganizations may be etfectuated, etc. ). beany 
of these other provisions are contained in subchapter C of chapter 1 of such code 
(relating to corporate distributions and reorganizations). The provisions of 
part VIII supersede the other provisions of chapter 1 only in the cases qualifying 
under part VIII, and in those cases only to the extent specific provision is con- 
tained in part VIII. 

Your committee has adopted the tax provisions contained in the House bill 
with certain tcchnical changes. 

Section 1101 sets forth the conditions for nonrecognition of gain attributable to 
distributions of property by a qualified bank holding corporation ivhen received 
by the shareholder with respect to his stock in such corporation. In additi&m 
rules are provided as to the date the qualified bank holding corporation must have 
acquired the property before it can be distributed ivith no gain recognized to its 
shareholders as a result of the distribution. This section also prescribes certain 
conditions which must be fulfilled before any such distributions of property will 
obtain the nonrecognition of gain benefits of its provisions. 

Subsection (a) of section 1101 provides that a distribution of prohibited prop- 
erty by a qualified bank holding corporation with respect to its stock and ivithout 
the surrender by the shareholder of any stock or securities in such corporation 
will not result in any gain being recognized on the receipt of such property by the 
shareholder if the Board has, before the distribution, certified that the distribu- 
tion of such property is necessary or appropriate to carry out the first sentence of 
section 6(a) of the Bank Holding Company Act of 1955. On the date of distribu- 
tion the distributing corporation must have been a qualified bank holding corpora- 
tion. The first sentence of section 6(a) provides in general that it shall be un- 
lawful for any bank holding company, after 2 years from the effective date of the 
Bank Holding Company Act of 1955, to own any shares or other securities or ob- 
ligations of any coinpany other than a bank or to engage in any business other 
than that of banking, or of managing or controlling banks, or of the kind of 
businesses enumerated in section 6 (c) (1) of the act. However, such section 6 (c) 
sets forth certain exceptions and permits the holding by a bank holding company 
of certain types of property. 

Subsection (b) of section 1101 applies to a distribution of property by a qual- 
ified bank holdin corporation, with respect to its stock, to a shareholder without 
the surrender by the shareholder of stock or securities in such corporation where 
the Board has before the distribution certified that (1) such property is of a 
kind which causes such corporation to be a bank holding company, (2) the 
disposition of property of that kind is necessary to enable such corporation to 
cease being a bank holding company, and (3) the distribution is necessary or 
appropriate to eifectuate the policies of the Bank Holding Company Act of 
1955. In the case of a distribution falling within subsection (b), no gain to 
the shareholder upon the receipt of such property is to be recognized. Prop- 
erty which is intended to be covered by subsection (b) of section 1101 is that 
property or properties which is of a kind which causes a company to be a bank 
holding company within the provisions of section 3(a) of the Bank Holding 
Company Act of 1955. Thus, assuming that all the conditions of this part are 
met, a qualified bank holding corporation may distribute to its shareholders 
without the recognition of gain to them upon such distribution, part or all of 
the voting shares of one or more of the banks the ownership of which voting 
shares was the basis upon which such corporation is a bank holding company, 
if the Board mal-es the certification required by paragraph (2) of subsection 
(b). Furthermore, if any corporation was held by the Board to be a bank 
holding company under clause 2 of section 3(a) of the Bank Holding Company 
Act, and if such corporation is a qualified bank holding corporation as required 
by this part, such corporation would be permitted to distribute whatever prop- 
erty it owned upon the basis of which such determination was made by the 
Board to its shareholders without recognition of the gain on the distribution, 
if the Board certifies in accord ivith paragraph (2). 

A qualified bank holding corporation which distributes prohibited property 
with respect to v&hich the Board has certified as required by paragraph (2) 
of subsection (a), may not have any distributions qualify under subsection (b). 
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If the first distribution under this part falls under subsection (b), no distribu- 
tion niay qualify under subsection (a). It is the intent of these subsections 
that a qualified bank holding corporation i&inst determine whether it will 
dispose of prohibited property and rei»ain a bank holding company or whether 
it will dispose of the property upon the basis of which the corporation is 
deter&»ined to be a bank holding company. 

Subsection (c) of section 1101 is a limitation upon the application of sub- 
sections (a) and (b). Subparagraph (A) of paragraph (1) of subsection (c) 
specifically excludes from the application of subsections (a) and (b) of section 
1101 any property which a qualified bank holding corporation acquired after 
M, ry 1. &, 105&5, except to the extent su&h corporation received such property 
(& ven though subsequent to 5lay 1"&, 10'»') and gain was not recognized by 
reason of subsection (a) or (b), or unless the property was received by the 
c&&rporation in excha»ge for all of its stock in an exchange to which paragraph 
(") or (8) of subsecti&&n (& ) applies. 

I nder subpara raph (B) of paragraph (1), neither subsection (a) nor (b) 
of section 1101 is ap»liciible to the distribution by a qualified hank holding 
corporation of property which was acquired by su& h corporation in a distribu- 
tion with respect to stock acquired by it after May 15, 105&, unless such stock 
ivas acquired by it (1) in a distribution (with respect to stock held by it on 
May 15, 1055, or with respect to stock in respect of which all previous applica- 
tions of this clause are satisfied) with respect to which gain to it was not reco- 
nized by reason of subsection (a) or (b) of section 1101, or (2) in exchange 
for all of its stock in an exchange iueet. ing the requirements of section 1101(c) 
(2) or (3). 

Paragraph (2) of subsection (c) of section 1101 is an exception to the general 
rule of paragraph (1) of subsection (c) that subsections (a) and (b) do not 
apply to any property acquired by the distritiuting corporation after May 15, 
105&. Under paragraph (2) if a qualifie&1 bank holding corporation exchanges 
solely property which, umler subsection (a), such corporation could distribute 
directly to its slmreholders without the recognition of gain to such shareholders, 
for all of the stock of a second corporation created and availed of solely for 
the purpose of receiving such property, and immediately after the exchange, 
tlie qualified bank holdin corporation distributes all of such stock to its share- 
holders with respect to its stock, then all of the stock of the second corporation 
niay be distributed to the shareholders of such qualified bank holding corpora- 
tion without recognition of gain. However, prior to such exchange the Board 
must certify that the exchan e and distribution are necessary or appropriate 
to effectuate the first sentence of section 0(a) of the Bank Holding Company 
Act of 1055. 

Paragraph (8) of subsection (c) of section 1101 is another exception to the 
general rule of paragraph (1) of subsection (c) that subsections (a) and (b) 
do not apply to any property acquired by the distributin, corporation after May 
15&, 1055. Under paragrapli (8) if any qualified bank holding corporation ex- 
changes solely property which, under subsection (b), such corporation could 
distribute directly to its shareholders without the recognition of gain to such 
shareholders, for all of the stock of a second corporation created and availed 
of solely for the purpose of receiving such property and immediately after 
the exchange, the qualified bank holding corporation distributes all of such 
stock to its shareholders with respect to its stock, then all of the stock of the 
second corporation may be distributed to the shareholders of such qualified bank 
holding corporation without the recognition of gain. However, prior to such 
exchange the Board must have certified that such property is of a kind which 
causes such corporation to be a bank holding company, that the disposition of 
property of that kind is necessary to enable such corporation to cease being a 
hank holdin company, and that the exchange and distribution are necessary 
or appropriate to effectuate the policies of the Bank Holding Company 'Act of 
1055. 

Under subsection (d) of section 1101 the nonrecognition of gain provided by 
subsection (a) or (b) shall not apply to that portion of any distribution which 
is attributable to any contribution to capital of any corporation made after 
May 15, 1055. The portion of any distribution which is attributable to a con- 
tribution to capital depends upon the particular facts and circumstances of each 
case. 

The preceding paragraph may be illustrated by the following examples. (1) 
Assume that corporation A (a qualified bank holding corporation) owns all of 
the stock of corporation X (such stock being property falling within the provi- 
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sions of subsec. (a) of sec. 1101). Assume further that corporation A, after 
%lay 15, 1955, makes a contribution to the capital of corporation X in the auiount 
of $50, 000. Thereafter, corporation A makes a distribution to ivhich subsection 
(a) of section 1101 applies of the stock of corporatiou X to tlie sharehol&lers of 
corporation A, Under subsection (d) the nonrecognition of gain provi«d»y 
subsection (a) does not apply to that portion of the ilistriluition which is at- 
tributable to the contributiou of capital, that is, $50, 000. The amount of the 
distl'ibution to the extent of the contributio» to capital, $50, 000, is a distribution 
subject to the provisions of section 601 of the Internal Revenue Code of 1054. 
(2) The facts are the sa. nie as in example (1) above, except that the value of 
the portion of the distribution which is attributable to the contril&ution to c;ipit;il, 
at the time of the distribution, is less than $50, 000. The value of th;it portimi of 
the distribution which is attributable to the contribution to capital of $50, 000 is a 
distribution subject to the provisions of section 601 of the Internal Revenue Code 
of 1!). &4. 

Paragraph (2) of subsection (d), hoivever, provides au exception to the rule 
established in paragraph (1). Para iaph (2) provides that paragraph (1) shall 
not apply with respect to any contributiou to capital of a hank if the Secretary 
or his delegate determines that the avoidance of Federal incoiue tax ivas not oue 
of the principal purposes for making such contributions. 

Subsection (e) of sectiou 1101 provides that neither subsection (a) nor sub- 
section (b) shall apply with respect to auy distribution by a corporation unless 
the Board nial-es the certification required by the subsection. 

Paragraph (1) of subsection (e) relates to certification with respect to dis- 
tributions falling within subsection (a). It provides that subsection (a) shall 
not apply to any such distribution unless the Board certifies that, before the 
expiration of the period permitted under section 6(a) of the Bauk Holding Com- 
pany Act of 1055 (including any extensions thereof granted to such corporation 
under such section 6(a) ), the corporation has disposed of all the property, the 
disposition of which is necessary or appropriate to effectuate the first sentence 
of such section 6(a) (or would have been so necessary or appropriate if the 
corporation had continued to be a bank holding company). In order that sub- 
section (a) of section 1101 is to apply to distributions of prohibited property by a 
qualified bank holding corporation, it is essential that such corporation dispose 
of all of the property which it is required to dispose of by reason of the Bank 
Holding Company Act of 10;i5, within the period (including extensions thereof) 
specified in section 6(a) of such act. During the period during which such cor- 
poration is required to dispose of all such property, distributions of prohibiteil 
property are to be considered as being within subsection (a) of section 1101, if 
other requirements of this part are met. Thus, no gain would be recognized to 
shareholders on distributions (if such distributions would otherwise qualify for 
the benefits of this part) during such period. If, at the close of such period, the 
corporation has disposed of all of the property which it is required to dispose of 
by the Board and the Board has made the certificatiou required uniler subsection 
(e) of section 1101, subsection (a) of section 1101 will apply to distributions of 
prohibited property. However, if, at the close of such period, the corporation has 
not disposed of all of the property the disposition of which is necessary or ap- 
propriate to effectuate the first sentence of section 6(a) of the Bauk Holding Com- 
pany Act of 1055, then subsection (a) of section 1101 will not apply to any dis- 
tributions of prohibited property by the corporation. Thus, iu a case where the 
provisions of subsection (e) (1) are not met, the tax treatment of any distribution 
of prohibited property by a qualified bank holding corporation to its shareholders 
is governed by the provisions of other sections of the Internal Revenue Code of 
1954 applicable thereto. 

Paragraph (2) of subsection (e) of section 1101 is applicable to distributions 
falling within subsection (b) of section 1101. Subparagraph (A) provides that 
subsection (b) shall not apply unless the Board certifies tha. t the corporation has 
ceased to be a bank holding company before the expiration of the period specified 
iu subparagraph (B). Under the House bill the period specified in paragraph 
(B) was 2 years after the date of enactment. Your committee has modified sub- 
paragraph (B) to provide that the specified periocl expires 2 years after the 
enactment of this part or 2 years after the corporation becomes a banl- holding 
company, whichever is later. Under subparagraph (B) of the House bill the 
Board is authoi ized on the application of any qualified bank holding corporation 
to extend such period from time to tiiue with respect to such corporation for not 
more than 1 year at a time if, in its judgment, such an exteusion would not be 
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detrimental to the public interest, but such period might not be extended beyond 

the date 5 years after the date of enactment of this part. Your committee has 
modified this provision to provide that such period may not in any case be 

extended beyond the date 5 years after the date of enactment of this part or 5 
years after the date on which the corporation becomes a bank holding company, 
whichever is later. The purpose of your committee's changes is to extend the 
specified periods in the case of corporations which become bank holding corn 

panies after the date of enactment of this part by reason of a distribution 
umler section 1101. This treatment makes the specified periods uniform whether 
such a corporation chooses to distribute prohibited property or bank stock. 
In order that subsection (b) of section 1101 is to apply to distributions of property 
of a kind which causes a qualified bank holding corporation to be a bank holding 
company and the disposition of which is necessary to enable such corporation 
to cease being a bank holding company, it is essential that such corporation 
cease to be a bank holding company within the period (including extensions 
thereof) specified in subsection (e) (2) of section 1101. During the period during 
which such corporation disposes of property to enable it to cease being a bank 
holding company, distributions of such property are to be considered as being 
within subsection (b) oi section 1101, if other requirements of this part are 
met. Thus, no gain would be recognized to shareholders on such distributions 
(if such distributions would otherwise qualify for the benefits of this part) 
during such period. If, at the close of such period specified in subsection (e) (2), 
the corporation has ceased to be a bank holding company, subsection (b) of sec- 
tion 1101 will apply to distributions of such property. However, if, at the close 
of siuh period, the corporation has not ceased being a bank holding company, 
then subsection (b) of section 1101 will not apply to any distributions of such 
property by the corporation. Thus, in a case where the provisions of subsection 
(e) (2) are not met, the tax treatment of any distributions of property of a kind 
which causes a qualified bank holding corporation to be a bank holding company 
to its shareholders is governed by the provisions of other sections of the Internal 
Revenue Code of 1954 applicable thereto. 

Section 1102 provides special rules for the application of this part. 
Subsection (a) relates to the basis of property acquired in distributions under 

either subsection (a) or subsection (b) of section 1101. If gain is not recognized 
by reason of either of such subsections with respect to the receipt of any 
property, then the basis of such property and of the stock with respect to which 
it was distributed, shall, in the hands of the distributee, be determined by 
allocating the adjusted basis of such stock between such property and such 
stock. Such allocation shall be made under regulations prescribed by the Secre- 
tary or his delegate. 

Subsection (b) of section 1102 of the House bill provided for the extension of 
the periods of limitation on the assessment and collection of deficiencies in tax 
arising from distributions to which subsection (a) or (b) of section 1101 apply, 
Your committee has revised this provision of the House bill in several respects: 
(1) it has eliminated the extension of the period under section 6502 relating to 
collection as unnecessary; (2) it has provided that the extension applies to 
distributions certified by the Board under subsection (a) or (b) of section 
1101 in order to correct a technical defect; (8) it has provided that the notifica- 
tion by the corporation be in such manner and with such accompanying informa- 
tion as prescribed in regulations by the Secretary or his delegate; (4) it has pro- 
vided for a 5-year period after the notification instead of a 1-year period; and 
(5) it has provided that the notification can only be made after the expiration 
of the period prescribed in section 6(a) of the Bank Holding Company Act or 
section 1101(e), whichever is applicable, instead of after a final certification by 
the Board. Accordingly, under subsection (b) of section 1102 of your com- 
mittee's bill, the periods of limitation provided in section 6501 (relating to limi- 
tations on assessment) shall not expire, with respect to any deficiency (in- 
cluding interest and additions to the tax), resulting solely from the receipt of 
property by shareholders in a distiibution by a qualified bank holding cor- 
poration which is certified by the Board under subsection (a) or (b) of section 
1101, until 5 years after such corporation notifies the Secretary or his delegate 
(in such manner and v ith such accompanying information as the Secretary 
or his dele ate may by regulations prescribe) that the period (including exten- 
sions thereof) prescribed in section 6(a) of the Bank Holding Company Act, 
or section 1101(e), whichever is applicable, has expired. Such assessment may 
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be iuarle uotwithstauding any provisions of Iaw or rule of law which would 
othe&'&vise pl'evelit sucll assr'ssl&le&&t. 

Subsection (c) of section 1102 relates to allocation of earnings anil profits. 
Iu case of any exchange described iu section 1101(c) (2) or (3), the earnin s 
and profits of the corporatiou trausferriug the property shall be properly allo- 
cated betiveen such corporation aud the corporation receiviug such property 
under regulations prescribed by tlie Secretary or his delegate. 

Subsection (d) relates to itemization of property distributed. The Boa&'rl 
is required in iiuy certificatiou unrler this part to iuake such specification an&1 
itcniizatiou of property as iuay be uecessary to carry out the provisions of this 
pal' t. 

Section 1103 sets forth the rlefiiuitions, for purposes of this part, of "bank holrl- 
jng company, " "qualified bank holding corporation, " "prohibited propertv, " 
"nouexenipt property, " and "Board. " 

Subsectiou (a) of this sectiou provides that the temu "bank holdin company" 
nieans a haul- liolding coiupauy as defined by section 8 of the Bank Holdin 
Company Act of 114i. 

Subsection (b) of this section defines the term "qualified bank holding cor- 
poration. " Your committee has made a technical amenrlment to subsection (b) 
in order to make it clear that the tax provisions of this part apply to any cor- 
poration as defined iu section r701(a) (3) of the Iuterual Revenue Code of 
1004 if such corporation is a qualified bank holding corporation. In order for a 
corporation to be a qualified bank holding corporation, and therefore for its 
slmreholders to receive the special tax treatnient provided by this part, it 
must not ouly be a bank holdiug compauy but in addition, it must hold "pio- 
hibited property" as defined in subsection (c). For exaiuple, if the sole assets of 
corporation X consist of 2, & percent of the votiug shares of each of " banl-. , 
corporation X is not a qualified bank holding corporation. 

In addition, to be a qualified bank holding corporatiou the proliibited propei ty 
must have been acquired on or before llay lo, 10fio, by a corporation ivhich is 
a bank holdiug company, or uiust have been acquired in a distribution to it by 
a qualiQed bank holding corporation with respect to which gain is not recognized 
by reason of section 1101 (a). Furthermore, a bank holsli»g corupany which 
holrls prohibited property acquired by it iu exchange for all of its stocl- in an 
exchange described in section 1101(c) (2) is a qualified bank holdiug corporatiou. 

The precediug paragraph niay be illustrated by the following examples. (1) 
If the sole asset~ of corporation X on iiay lo, 10ii, cousist of cash and ' i 
percent of the votiug shares of each of 2 banks and on %lay 80, 10fii, corpora- 
tion X pm'chases nonbanking business assets, corporation X is not a qualified 
bank holding corporation. (2) The sole assets of coiporation Y, on Iiiay 1. &, 

10ifi, consist of 20 percent of the voting shares of each of 2 banks and 4 percent 
of the outstanding votin, securities (the value of which is less than o percent 
of the value of corporation Y's total a. sets) of corporation Z, a qualified bank 
lioldiug corporation. Corporation Z distributes noubaulring business assets to 
corporation Y which are prohibited property in the hands uf corporation Y, in 
a distributiou to which section 1101 (a) applies. Corporation Y becomes a 
qualifie bauk holdiug corporation by reason of the distribution by Z. (8) On 
illay 1~ 1', i, &, &, corporatiou B owns all of the stocl- of corporation A, a qualified 
bank holdin corporation on such date. Corporation B, a qualified bank holdin, 
corporation by virtue of its ownership of the stock of corporation A, transfeis 
such stock to corporation C in au exchauge meeting the requireiueuts of section 
1101(c) (2). Corporatiou C is a qualified bank holding corporation. 

iXotwithstauding that a corporation meets the requireiueuts of paragraph (1) 
of subsection (b), such corporation shall not be a qualified bank holding cor- 
poration unless it rueets the additional requiremeuts of subparagraphs (A), (B), 
and (C) of paragraph (2). 

Subpara, ' i aph (A) of paragraph (2) provides that a bank holding company 
shall not be a qualified bank holding corporation unless such corporation would 
have been a bank holding company on May lo, 10fifi, if the Bank Holding Com- 
pany Act of 10fifi had been in effect on such date, or unless such corporation is 
a bank holdin, company determiued solely by reference to the folloiving; (1) 
1'roperty acquired by such corporatiou on or before Biay lfi, 10ofi; (2) property 
acquired by such corporation in a distribution by a qualified bank holding cor- 
poration to such corporation wherein gain was not recognizerl by reason of sub- 
section (a) or (b) of section 1101; aud (3) property acquired by such corpora- 
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tion in exchange for all of its stock in an exchange meeting the requirements 
of section 1101(c) (2) or (8). 

Thus, if on May 15, 1955, the sole assets of corporation X consist of cash 
iind business assets and on llfay 80, 1955, corporation X acquires 25 percent of 
the voting shares of each of 2 banks for cash, then, by reason of subparagraph 
(A) of paragraph (2), corporation X, although a bank holding company, hold- 
ing prohibited property acquired by it before May 15, 1955, is not a qualified 
bank holding corporation. An additional example of the application of sub- 
paragraph (A) of paragraph (2) is where corporation X is determined, by the 
Board, after May 15, 1955, to be a bank holding coinpany by reason of clause 
(2) of section 8(a) of the Bank Holding Company Act of 1955, solely by ref- 
erence to (1) property acquired by such corporation on or before May 15, 1955, 
and (2) property acquired by it from a qualified bank holding corporation 
in a distribution in which gain to the distributee was not recognized by reason 
of subsection (a) or (b) of section 1101. 

Except as explained in the next paragraph, subparagraph (B) of paragraph 
(2) provides that a bank holding company shall not be a qualified bank holding 
corporation by reason of either (1. ) the acquisition by such bank holding com- 
pany of prohibited property after May 15, 19o5, in a distribution from a qualified 
hank holding corporation to which section 1101(a) is applicable or (2) the ac- 
quisition by such bank holding company (which company would not have 
been a bank holding company on May 15, 1955, if the Bank Holding Company 
Act of 1955 had been in effect on such date) of property described in clause 
(ii) of subparagraph (A) of paragraph (2). An example of the operation of 
the foregoing is where, on May 15, 1955, the sole assets of corporation Y con- 
sist of cash and 25 percent of the voting shares of each of two banks. On May 
80, 1955, corporation Y purchases for cash 50 percent of the stock of corporation 
Z, a qualified bank holding corporation. Corporation Z distributes business as- 
sets to corporation Y in a distribution in which gain to corporation Y with 
respect to the receipt of such property was not recognized by reason of section 
1101(a). Corporation Y is not a qualified bank holding corporation since such 
property was acquired by corporation Y in a distribution with respect to stock 
acquired after May 15, 1955. 

A bank holding company may be a qualified bank holding corporation by 
reason of the property described in the preceding paragraph if such property 
was acquired in a distribution with respect to stock which was acquired by 
such company (1) on or before Mav 15, 1955, (2) in a distribution (with respect 
to stock held by it on May 15, 1955, or with respect to stock in respect of which 
all previous applications of this clause are satisfied) with respect to which . ain to it was not recognized by reason of subsection (a) or (b) of section 
1101, or (8) in exchange for all of the stock of the bank holding company in 
an exchange meeting the requirements of section 1101(c) (2) or (8). 

Subparagraph (G) of paragraph (2) states that a corporation may not be 
treated as a qualified bank holding corporation unless the Board certifies that 
it satisfies the requirements of subsection (b) of section 1108. 

Subsection (c) of section 1108 defines the term "prohibited property. " Such 
property is defined as property, other than nonexempt property, the disposi- 
tion of which, in the case of any bank holding company, v ould be necessarv 
or appropriate to effectuate the first sentence of section 6(a) of the Bank 
Holding Company Act of 1955, if such company continued to be a bank holding 
company beyond the period (including any extensions thereof) specified in sec- 
tion 6(a), in the case of distributions under section 1101(a), or specified in sec- 
tion 1101(e) (2) (B), in the case of distributions under section 1101(b). The 
term "prohibited property" does not include shares, securities, or obligations of 
any company which are held by a bank holding company to the extent that the 
ownership by such bank holding company of such property is not prohibited by 
section 6 of such act by reason of subsection (c) (6) of such section. 

Subsection (d) defines the term "nonexempt property, " the distribution of 
which may not be accorded the tax treatruent provided by this part. 

Subsection (e) of this section states that the term "Board" means the Board 
of Governors of the Federal Reserve System. 

Section 10(b) amends table of parts of chapter 1, subchapter 0 of Internal 
Revenue Code of 1954 by adding "Yart VIII. Distributions pursuant to Bank 
Holding Company Act of 1955. " 

Section 10(c) makes these tax provisions in section 10(a) apply to taxable 
years ending after the enactment of the act. 
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[S. 2577 — P. L. 511] 
CONTROL OF BENI' HOLDING CO'. (IP. i NIES 

[Senate Report No. 100o, Part 2, Eighty-fourth Congress, Secouil Session. Calendar 
No. 1107] '" 

[31arch 0, 10o6] 
ltlr. Robertson, front the Comniittee on Banking anil Cumency, reported the 

following adtlitioual amcuihueuts to accotupauy the bill S. 2077, heretofore 
reported. 

The Committee on Banlting aud Currencv, haviu heretofore consiilered anil 
reported the bill (S. "&77) to define bank holding cou&pauies, control their 
future expansion, and require dives(ment of their nonbaul'iug iuierests, hereby 
report certaiu a&lilitioual ameuduieuts, tvith an accompauyiug report, and recout- 
mend their ailoption. 

On Silly 2o, 10oo, the committee reported the bill ( S. 2 &77 ) to define baul- 
holdin„compauies, control their future expausiou, atul require divesttuent of 
their sioubauking interests. Siuce the bill was reported out during the closing 
davs of the 1st session of the 84th Con ress, it was understood that the bill 
would not be acted upon by the Senate until the 2d session of the 84th Congress. 
The interiut period provided au opportunity for the tlcmbers of the Senate, 
representatives of bank holdiug compauies, and other iutcrested persons to 
study the proposed legislation and detertuine if any perfecting amendments were 
necessary. A. s a result of the study, the comuuettee has agreed to a number 
of techuical aud clarifying amenduteuts aud ainendmeuts to the tax provisions 
of the bill. 

LABOR, AGRICULTURAL OR HORTICULTURAL ORGAVIZATIOÃS 

Section 4 (c) (7) of the bill as reported contains an exeniption from the di- 
vestment requiremeuts for any bank holding company which is a labor, agricul- 
tural or horticultural organization. Although the committee report points 
out that in order to be eutitled to this exemption no net income derived by 
any such organization can inure to the beuefit of any individual, this limitation 
is not set forth ist the lauguage of the subsection. The intention of the com- 
mittee is made explicit by inserting at the end of the subsectiou on line lo, page 
11, the words "and which is exempt from taxatiou uuder section 001 of the 
Internal Revenue Code of 10i4. " 

FOREIGiV BAXKIVG SUBSIDIARIES 

Section 2(c) of the bill as reported defines "bank" so as to exclude any 
organization which does not do business within the United States. Thus, tech- 
nically any foreign banking subsidiary of a bank holding company vvould be a 
noubanking investment and would be required to be divested pursuant to section 
4(a) of the bill. The Federal Reserve Board would probably exempt such 
foreign banking subsiiliaries from divestment by applying the provisions of sec- 
tion 4(c) (6), which authorizes the Board to exempt companies of a financial 
nature which are so closely related to the business of baukiug as to be a proper 
incident thereto. 

However, in order to make it unmistakably clear that foreign banking sub- 
si&liaries are not subject to divestment, the committee added a new subpara raph 
(8) to section 4(c) specifically exempting such subsidiaries. The amendment 
provides that the divestment requirements shall not apply- 

to shares hclil or acquireil by a bank holdiug company in any company vvhich 

is organized under the laws of a foreign country anil which is engaged prin- 
cipally in thc banking business outside the United States. 

' This puhlicatiou of the Committee Report is restricted to excerpts involving internal 
revenue matters. 
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TAX AMENDMENTS 

GENEEAL EXPLANATION 

H. R. 6227, passed bv the House of Representatives, woulIl add a new part 
VIII to subchapter O of the Internal Revenue Code of 1994. Under this new part, 
several tax-free paths are provided for the divestment of property which this 
bill imposes on a bank holding company. S. 2977, as originally reported, adopted 
the tax provisions of the House bill with certain technical changes. Your com- 
mittee's additional amendments modify these tax provisions so as to prevent 
abuse and to Inake them more flexible to meet legitimate business needs by 
alining them closer to similar provisions in the Internal Revenue Code of 1954. 

In general, a corporation which comes within the terms of the bill as a bank 
holding company can choose between remaining a bank holding company or 
disposing of its interests in banks. The tax provisions of the bill apply only 
to a corporation which would have been a bank holding company on May lo, 
19. i. i, and which on that date held prohibited property. 

If a corporation decides to remain a bank holding company, subject to the 
supervision of the Federal Reserve Board, it may distribute any prohibited 
property, Ivhich the Board certifies is necessary or appropriate to comply with 
the bill, to its shareholders without the recognition of gain by the shareholders. 
For this purpose prohibited property, in general, means stock or assets of non- 
banking businesses to the extent the bank holding company is required to divest 
itself of such assets under section 4 of the bill. The term does not include cash, 
Government bonds, or certain short-term obligations. It is believed desirable 
to expressly exclude cash, and so forth, from the definition of prohibited property, 
since a similar exclusion is contained in the comparable provisions of part VI 
of subchapter 0, relating to exchanges in obedience to SEC orders. 

AVith respect to the distributing corporation, the usual provisions of the 
Internal Revenue Code of 1954 apply. Under these provisions, gain generally is 
not recognized to the distributing corporation except under unusual circumstances 
such as the distribution of LIFO inventory, the distribution of property subject 
to a liability in excess of the adjusted basis, or the distribution of certain 
installment obligations. 

The distribution of prohibited property may be made either directly to the 
shareholders of the corporation which is a bank holding company or may be 
transferred to a wholly owned subsidiary expressly created for purposes of re- 
ceiving the prohibited property, in which case all of the shares in the new cor- 
poration must be distributed directly to shareholders. Under the bill prohibited 
property may be placed in one or more such new corporations. Your committee's 
amendments differ from S. 2577, as originally reported, by providing that other 
assets may also be transferred to a new corporation without making the trans- 
action taxable. This would include cash and bonds, for working capital pur- 
poses, as well as prohibited property acquired after May 15, 19o5, but not 
controlling shares of bank stock or similar property. 

Your committee's amendments also differ from S. 2o77, as originally reported, 
by providing that the tax exemption for any particular distribution may be 
denied if that distribution is part of a plan with a principal purpose of avoiding 
dividend tax on a distribution of earnings and profits. 

Your committee's amendments also dii'fer from S. 2577, as originally reported, 
by making provisions for certain exchanges of stocks and bonds as part of the 
divestment program. Under S. 2577, as originally reported, bank holding com- 
panies having outstanding preferred stocks and bonds might encounter serious 
obstacles in making use of the tax provisions of the bill. The divestments re- 
quired under the general provisions of the bill would remove from the corporation 
property that provides security for its preferred stocks or bonds. Your commit- 
tee's amendments would permit the exchange of preferred stocks and bonds in 
the old corporation for comparable securities in the new corporations or direct 
distribution of prohibited property in exchange for the outstanding preferred 
stocks or bonds. 

The bill provides that in exchanges involving the creation of a subsidiary a com- 
mon shareholder may only receive common stock, a preferred shareholder may 
only receive preferred stock issued on substantially the same terms or common 
stock, and, finally, a bondholder may receive only bonds issued on substantially 
the same terms, or preferred or common stock. It is also provided that a bond- 
holder in such an exchan e may be taxable on any greater face value of bonds 
received over those given up. 
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If a col'poration which is a qualified bank holding conipany under the bill 
chooses to divest itself of all or part of any stock or property which causes it to 
be a bank holdiu company, it niay distribute directly to its shareholders or 
bondhohlels silcli steel or prol erty, or it may forin a subsidi:ily to effectuate sllcll 
distribution. Your couunittee has made the same revisions for divestments of 
this type as are made in the case of divestments of prohibited pvopertV. 

The Board must certify that the divestnient of the bank stock or similar pl'op- 
erty is necessary or appropriate to cftectuate the policies of the bill. In the ease 
of direct distributions, for example, the corporation inay distribute to its share- 
hohlers mitliout the recoguitiou of gain all the shares of bauk stock in a, bank ill 
ivhich it mas deeiued to have control ivithin the meauing of se& lion 2 (a) of the bill. 
Tlnis, if a corporation oivned 40 percent of the voting stock of eiich of two banks, 
it coiihl distribute all of its shares in those bauks even thou li it ceased to be a 
bank holding coiupauy by distributing only 10 percent of the voting shares in one 
biiuk, If the same covporation had ill additiou lo" percent of tlie voting shares of a 
third bank, it mould not be able to distribute tax free, under tliis bill, those vot- 
ing shares uuless the Federal Reserve Board deenied th;it by virtue of those 
shares the corporation exercised au effective control over the election of a 
majority of the board of directors of the particular banl». 

Your coiumittee coutemlilates that the Federal Reserve Board, in the discharge 
of its fuuctions in mal»ing certifications that exchanges and distributions are 
neve, sary or appropriate to efiectuate the purposes of the bill, ivill examine these 
from the point of viem of their desirability fvoin a haul»ing standpoint. How- 
ever, a cevtification by the Board that a particular divestiueut is necessary or 
appropriate is not to be considered as permitting any method of carrying out 
this divcstmeut if it is part of a plan having a priiicipal purpose of avoiding 
ilividend tax on a distributiou of earnings and profits. 

In case of direct distributions to stockholders and bondholders of either pro- 
hibited property or property which causes the distvibutiug corporation to be 
a bank holding company, your committee has restricted the nonrecognition treat- 
nient to propeity which mas owned on iliay lo, 19ofi. This restriction is deemed 
necessary to prevent corporations from purchasing highly marketable shares 
and othei property as a. means of transfcrriug cash from the corporation to its 
shareholder. The restrictiouwould uot apply, however, if the property were 
received in a transaction iu which gain was uot recognized because of either 
the geueval rules described above ov in certain types of corporate reorganiza- 
tions or liquidations. Fov example, if prohibited property originally acquired 
prior to liny I, &, 10~&, mere distributed by a subsidiary to its parent in a cor- 
porate chain without recognii. ion of gain to the parent by reason of provisions 
in this bill, the parent, iu turn, may distribute the property to its oivn share- 
holders without recognitiou of gain under a certification by the Board, even 
thoiigh the property mas acquired bv the parent after ilay lo, 10fio. Similarly, 
the flay lo, 10. ~o, cutoff date is not applicable where the prohibited property 
or coutrolling bank interests certified by the Board are retained at the cor- 
porate level by the transfer to a wholly owned subsidiary created for that pur- 
pose if stock of the subsidiary is distributed by the qualified bank holding com- 
Iiauy, aud such distribution meets tlie tax avoidance test discussed previously. 
In the case of the creatiou of a subsidiary, prohibited property or controlling 
bauk stock acquired after. 3iay lo, 1965, may be tvausferred to it along with 
prohibited property or controlliug bank stock acquired prior to May Io, 1005. 

Iu the case of a contribution to capital of any corporation made by a bank 
holding company after the date of euactment of this bill, the general test of a 
principal purpose of tax avoidance will be applied. Where a contribution has 
been made after llay lo, 10fifi, and befove the date of enactmeut under the terms 
described in the bill, the treatment provided in S. 2O77, as originally reported, 
mill be retaiued. If any part of tlie coutributiou made in this period is part 
of a plan for the avoidance of taxes, only a portion of tlie shares of the cor- 
povatiou to which the contribution is made will be taxable on distribution. This 
povtion mill corvespond to the portion of the value of those shares attributable 
to the contribution. 

Where the nonrecoguitiou treatment has been extended to prohibited property 
which has been distributed by the corporation which is a bank-holding company, 
a Qual certificatiou must be obtained from the Boar»l tliat the corporation has 
divested itself of all property necessary or appropriate to comply with the bill 
within the statutory period permitted for divestment. If this Qual certification 
is not obtained, the transactions previously permitted to be made without rec- 
ognition of gain are reopened and tax may be imposed in such cases. For this 
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purpose the statute of limitations on assessment of deficiency resulting solely 
from the distribution of prohibited property which has been certified by the 
Board does not expire uni, il 5 years after the corporation gives notification that 
the period prescribed in section 4(a) of the bill has expired. 

A similar final certification is required where nonrecognition treatment has 
been originally accorded to the distribution of bank stock or similar property 
which the Board has certified that the corporation must divest in order to 
cease being a bank-holding company. In this case the tax provisions of the 
bill provide that the Board must give a final certification that the corporation 
has ceased to be a bank-holding company within 2 years after the date of enact- 
ment of the bill or within 2 years after the date on which the corporation be- 
comes a bank-holding company, whichever is later, unless the time has been 
extended by the Board for 1-year renewals not to exceed 5 years from the date 
of enactment of the bill or the date on which the corporation becomes a bank- 
holding company, whichever is later. The statutory period for the assessment 
of a deficiency resulting solely from such distribution is extended in the same 
manner as in the case of the distribution of prohibited property. 

The basis of stock or other property received by a distributee without recog- 
nition of gain under the provisions of the bill is determined by allocating the 
adjusted basis of the stock with respect to which the distribution is made be- 
tween such stock and the property so distributed. In the case of any recogni- 
tion of gain upon the receipt of stock or property, such gain will be taken into 
account in determining the adjusted basis of the stock with respect to which 
the distribution was made and the property which was received. These rules 
are similar to the general rules for allocation of basis in the case of stock 
dividends and corporate reorganizations. The bill provides that the allocation 
of basis shall be made under regulations provided by the Secretary or his 
delegate. 

%'here a bank holding company distributes stock or a subsidiary formed to 
receive either prohibite'd property or controlling bank interests which causes it 
to be a bank holding company, proper allocation of the earnings and profits 
of the hank holding company is made to the subsidiary. Your committee has 
extended such treatment to direct distributions of stock of a corporation where 
the bank holding company owns at least 80 percent of such corporation. 

Except in the case of a distribution permitted to be made tax free under this 
part, nothing in this bill is intended to limit the applicabilitv of other provisions 
of the Internal Revenue Code of 1954. For example, in a program of divest- 
ments under this bill a bank holding company, could maLe distributions per- 
mitted under the tax provisions of this bill or under subchapter C of chapter 
1 of the Internal Revenue Code of 1954 (relating to corporate distributions and 
adjustments). 

DETAILED DISCUSSION 

Section 10 of S. 2577, as reported by your committee, amends subchapter 0 
of chapter 1 of the Internal Revenue Code of 19o4 by adding a new part VIII. 
This part VIII specifies the extent to which (during a transition period after the 
enactment of the bill) gain will not be recognized upon receipt of property bv a 
shareholder of a bank holding company, if such distribution is made pursuant 
to a certification by the Board of Governors of the Federal Reserve System that 
such distribution is necessary or appropriate to effectuate the Bank Holding 
Companv Act of 1956. The provisions of the new part VIII are restricted by 
their own terms to the gain directly attributable to the receipt of property in the 
distributions specifically described. 

The rules contained in part VIII are in addition to the other provisions of 
subtitle A of the Internal Revenue Code of 1954 (such as provisions relating 
to the recognition or nonrecognition of gain to a corporation making distributions, 
the provisions under which tax-free reorganizations may be effectuated, etc. ). 
Many of these other provisions are contained in subchapter C of chapter 1 of 
such code (relating to corporate distributions and reorganizations). The 
provisions of part VIII supersede the other provisions of chapter 1 only in the 
cases qualifying under part VIII, and in those cases only' to the extent specific 
provision is contained in part VIII. Accordingly, where the distribution to the 
shareholders of a bank holding company of 100 percent of the stock of another 
corporation meets the requirements of section 855 of the Internal Revenue Code 
of 1954, no gain or loss is recognized to such shareholders notwithstanding the 
fact that, under the provisions contained in part VIII, nonrecognition of gain 



911 
wou n«be granted, in some cases, witli respect to fi percent of such 

TI 'Ihe additional nmendinents of your committee nmke certain changes in the tnx provisions of the bill. 
Section 1101 sets forth the conditions for nonrecognition of ain attributable to distributions of property by a qu;ilified bnnl» holding corporntion ivhen re- 

ceived by the shnreliolder with respect to his stocl» iu su&. h corporation. In addition rules nre provided as to the dote the qualified bnnl» holding corporation 
must hnve acquired the property before it can be distributed with no gain recog- 
uized to its shnrehol&lei's as n result ot thc distril&ution. This section also 
prescribes cerfniii conclitions whicli must be fulhlled 1&efore any such distribu- 
tions of property ivill obtain tlie nonrecognition of gain benefits of its provisions. 

The additional nmendnients of your coinmittee revise subsection (a) of section 
1101 in sever;il respects: (1) Distributions of prohibited property consisting of 
stock re&. eived in an exchange to ivhich section 1101(c) (2) npplies are treated 
separately froin all other distributions of proliibited property; (2) provision is 
niade for the nonrecog'uition of nin to certain sh;ireholdcrs a&i&1 security hoklers 
on certain exchanges; nud (3) it is spe&ificnlly provided that nonrecognition 
treatnient uiay be nvnilnble ivhether or not a distribution is pro rata. 

Section 1101(a) (1) provides that a distribution of prohibited property, other 
tlran stock received in an exchnuge to whi&h section 1101(c) (2) applies, by a 
qualifie bank holding corporation ivitli respect to its stock nnd ivithout the sur- 
render by the shareholders of any stocl» in such corporation wfil not result in any 
g;&iu being recognized on the receipt of such porperty by tlie shareholders if the 
Board has, before the distribution, certified that the distribution of such property 
is necessary or opproprinte to carry out sectiou 4 of the Bank IIolding Company 
Act of 10ofi. Furthermore, under your committee's amendiuents, the qiialified 
bank holding corporation niay distribute such property to a shareholder iii 
exchange for its preferred stock or to a security holder in exchange for its 
securities if the Board has certified tlmt the distribution of such property is 
necessary or appropriate to carry out section 4 of the Bnul- Holdiug Company Act 
of 10, &0. Ou the date of distribution the distributing corporation must have been a 
qualified bank holding corporation. Section 4 provides in general that it shall 
be unlaivful for any bank holding company, after 2 years from the date of enact- 
meut of the Bank Holding. Couipany Act of 1000, to owu any voting shares 
of auy company other than a bnnk or a bank holding company or to engage in 
any business other than that of banking or of managing or controlling banl»s 
or of furnishiug services to or performiug services for any bank of which it 
owus or controls 20 percent or more of the voting shares. However, section 
4(c) sets forth certain exceptious and permits the holding I&y a bank holding 
company of cert;iin types of property. 

Section 1101(a) (2) of your committee's bill provides for the tax treatmcut 
of certain distributions of stock and securities received iu an cxchauge to which 
section 1101(c) (2) applies. A distributiou of corumon stock received in an 
exchange to which section 1101(c) (2) applies may be made by a qualified banl» 
holding corporation to its shareholders (both &ommon nnd preferred), with or 
without the surreu&ler by such shareholders of their stock, without the recog- 
nition of nny gain to the shareholders. Shareholders owning commo~ stock in the 
distributing corporation »nay not receive preferred stock received in an cxchan e 
to which section 1101(c) (2) applies with respect to their couuuou stock without 
recognition of gain, whether or not they surrender commou stock. Nor may 
shareholders owning preferred stock in the distributing corporation receive 
preferred stock obtained in an exchange to which section 1101(c) (2) applies 
without recognition of gain without surrender of preferred stock. Similarly, 
in no case may security holders receive common stock, preferred stock, or secu- 
rities received in an exchange to which section 1101(c) (2) applies without 
recognition of gain without the surrender of securities. Preferred stock or com- 
mon stock, or both, received in an exchange to which section 1101(c) (2) applies 
may be distriluited by a qualified bank holding corporation to shareholders 
owning preferred stock in exchange for their preferred stock without the 
recognition of gain if the preferred stock received (if any) has substantially 
the same terms as the preferred stock surrendered. Either comnion or preferred 
stock, or both, received in an exchange to which section 1101(c) (2) applies mny 
be distributed by a qualified bank holding corporation to its security holders, in 
exchange for their securities, without any recognition of gain to the security 
holders. A qualified bank holding corporation may also distribute securities 
received in au exchange to which subsection (c) (2) of section 1101 applies in 
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exchange for its securities, without recognition of gain to the security holders, 
if the securities received have substantially the same terms as the securities 
surrendered. However, if the principal amount of the securities received by 
the security holder is greater than the principal amount of the securities sur- 
rendered, the excess principal amount does not receive nonrecognition treatment 
under section 1101(a). In the case of any exchange of stock or securities of the 
distributing corporation it is not necessary that all of the stock or securities 
held by the distributee be surrendered. 

A distribution may be entitled to nonrecognition treatment, with respect to 
shareholders, under paragraphs (1) or (2) of section 1101(a) whether or not 
the distribution is pro rata with respect to all of the shareholders of the qualified 
bank holding corporation. 

Section 1101(b) deals with distributions in the case of a corporation ceasing 
to be a bank holding company. As in the case of subsection (a), the additional 
amendments of your committee revise subsection (b) of section 1101 in several 
respects: (1) Distributions of stock received in an exchange to which section 
1101(c) (3) applies are treated separately from all other distributions of prop- 
erty which cause a corporation to be a bank holding company; (2) provision 
is made for the nonrecognition of gain to certain shareholders and security 
holders on certain exchanges; and (3) it is specifically provided that nonrecog- 
nition treatment may be available whether or not a distribution is pro rata. 
In order to provide greater clarity, your committee has also revised the descrip- 
tion in section 1101(b) (1) (B) of property causing a corporation to be a bank 
holding company. 

Section 1101(b) (1) applies to a distribution of property, other than stock 
received in an exchan 'e to which section 1101(c) (3) applies, by a qualified 
bank holding corporation, with respect to its stock, to a shareholder without 
the surrender by such shareholder of stock in such corporation where the Board 
has before the distribution certified that (1) such property is all or part of 
the property by reason of which such corporation controls within the meaning 
of section 2(a) a bank or a bank holding company, or that such property is 
part of the propertv by reason of which such corporation did control a bank 
or a bank holding company before any property of the same kind was dis- 
tributed under section 1101(b) or exchanged under section 1101(c) (3), and 
(2) the distribution is necessary or appropriate to effectuate the policies of the 
Bank Holding Company Act of 1956. Under your committee's amendment, the 
qualified bank holding corporation may also distribute such property to a share- 
holder in exchange for its preferred stocl- or to a security holder in exchange 
for its securities if the Board has made a similar certification. In the case 
of a distribution falling within subsection (b), no gain to the shareholder or 
security holder upon the receipt of such propertv is recognized. Property which 
is intended to be covered by section 1101(b) (1) is that property or properties 
which is of a kind which causes a company to be a bank holding company within 
the provisions of section 2(a) of the Bank Holding Company Act of 1950. 
Thus, assuming that all the conditions of this part are met, a qualified bank 
holding corporation may distribute to its shareholders without the recognition 
of gain to them upon such distribution, part or all of the voting shares of one or 
more of the banks the ownership of which voting shares was the basis upon 
which such corporation is a bank holding company, if the Board makes the 
certification required by section 1101(b) (1) (B). furthermore, if any corpora- 
tion was held by the Board to be a bank holding company under clause (2) of 
section 2(a) of the Bank Holding Company Act, and if such corporation is a 
qualified bank holding corporation as required by this part, such corporation 
would be permitted to distribute whatever property it owned upon the basis of 
which such determination was made by the Board to its shareholders without 
recognition of the gain on the distribution, if the Board certifies in accord with 
section 1101(b) (1) (B). 

Section 1101(b) (2) of your committee's bill provides for the tax treatment 
of certain distributions of stock and securities received in an exchange to which 
section 1101(c) (3) applies. A distribution of common stock received in an 
exchange to which section 1101(c) (3) applies may be made by a qualified banl- 
holding corporation to its shareholders (both connnon and preferred), with or 
without the surrender by such shareholders of their stock, without the recog- 
nition of any gain to the shareholders. Shareholders owning common stock 
in the distributing corporation may not receive preferred stock received in 
an exchange to which section 1101(c) (3) applies with respect to their common 
stock without recognition of gain, whether or not they surrender common stock. 



Nor may shareholders owning preferred stock in the distributing corporation 
receive preferred stock obtained in an exchange to which section 1101(c) (3) 
applies without recog»itiou of gaiu without surrender of preferred stock. 
Siiuilarly, in uo ease may security holders receive comi»o» stock, preferred 
stock, ol' securities received iu au exchange to which sectio» 1101(c) (3) applies 
ivithout recog»ition of gain ivithout tlie surrender of securities. Preferred 
stock or coi»i»on stock, or both, received in an ex&lmnge to ivhich sectiou 
1101(c) (3) apl&lies niay be distributed by a qualified bank holdiug corporation 
to shareholders owning preferred stocl- in exchange for their preferred stock 
without tlie reco'uition of gain if the preferred stock received (if anv) has 
substantially the saiue terms as the preferred stock surreudcred. Either co&u- 
nion or preferred stock, or both, received in an exchan e to which section 
1101(c) (3) applies may be distributed by a qimlified bank holdi» corporation 
to its security holders, in exchange for their securities without any recogni- 
tion of "ain to the security holders. A qualified banl- holding corporation 
niav also distribute securities received in an exchange to which subsection 
(c) (3) of section 1101, '&pplies iu exchange for its securities, ivithout recog»i- 
tion of gaiu to tlie securitv holders, if the securities received have substantially 
the same teri»s as tlie securities surrendered. Hoivever, if the principal aniount 
of tlie securities received by the security holder is greater than the principal 
amount of the securities surrendered, the excess principal amount does not 
receive nonrecognition treatiuent under section 1101(b). ln the ease of any 
exchange of . . tock or securities of the distributiiig corporation it is not necessary 
ihat all of the stocl- or securities held by the distributee be surreudered. 

A distribution may be entitled to uonrecognition treatment, with respect to 
shareholders, under paragraphs (1) or (2) of section 1101(b) whether or not 
the distribution is pro rata with respect to all of the shareholders of the qualified 
bauk holding corporation. 

It is the intent of the bill that a qualified bank holding corporation nuist 
determine whether it will dispose of prohibited property and remain a bank 
holding company or vvhether it will dispose of the property upon the basis of 
which the corporation is determined to be a bank holding company. Therefore, 
section 1101(a) (4) and (b) (4) provide that if the first distribution under this 
part qualities for nonrecognition treatuieut under subsectiou (a) no distribution 
may qualify under subsection (b). Similarly, if the first distribution under 
this part qualifies for nonrecognitiou treatment under subsection (b) no distribu- 
tion»iay qualify under s»bsectiou (a). 

Subsection (c) of section 1101 is a limitation upon the application of subsec- 
tions (a) and (b). Subparagraph (A) of paragraph (1) of subsection (c) 
specifically excludes from the application of subsectious (a) and (b) of section 
1101 any property which a qualified bank holding corporation acquired after %lay 
lo, 1055, except to the extent such corporation received such property (even 
thou h subsequeut to 11ay 15, 1055) and (1) gain was »ot recognized by reason 
of subsection (a) or (b), or (2) the property was received by the corporation in 
exchange for all of its stock in an exchange to which paragiaph (2) or (3) of 
subsection (c) applies, or (3) such property was acquired by the distributing 
corporation in a transaction in whic gain was not reco nized u»der section 305 
(a) or sectio~ 332, or under section 354 by reason of a reorganization described 
in section 308(a) (1) (E) or (F) (recapitalization or mere change in identity, 
form, or place of organization). 

Under subparagraph (B) of paragraph (1), neither subsection (a) nor (b) 
of section 1101 is applicable to the distribution by a qualified bank holding corpo- 
ration of property which was acquired by such corporation in a distribution witlr 
respect to stock acquired by it after llay 15, 1055, unless such stock was acquired 
by it (1) in a distribution (witli respect to stock held by it o» ofay 15, 1055, or 
with respect to stock in respect of which all previous applications of this clause 
are satisfied) with respect to which gain to it was not recognized by reason of 
subsection (a) or (b) of section 1101, or (2) in exchan e for all of its stock in 
an exchange nieeting the requirements of section 1101(c) (2) or (3), or (3) 
in a transaction in which gain was uot recognized umler section 305 (a) or section 
332, or under section 354 by reason of a reorganizatio» described in section 368 
(a) (1) (E) or (E) 

Paragraphs (2) and (3) of subsection (c) of section 1101 are exceptions to 
the general rule of paragraph (1) of subsection (c) that subsections (a) and 
(b) do not apply to any property acquired by a distributing corporation after 
May 15, 1055. In general paragraphs (2) and (3) permit the distribution of 
the stock and securities of corporatious organized to receive property which 



could have been distributed directly. Under the tax provisions of S. 2577 as 
ori "inally reported by your committee, the corporation organized under these 
paragr aphs could receive only property which could have been distributed 
directly without recognition of gain to shareholders. The amendments proposed 
by your committee permit the transfer of additional property (including cash) 
when there is not a plan to avoid Federal income tax, 

Under subparagraph (C) of paragraph (1), neither subsection (a) nor (b) 
of section 1101 is applicable to the distribution by a qualified bank holding cor- 
poration of property acquired by such corporation in a transaction in which 
gain was not recognized under section 882, unless su«h property was acquired 
from a corporation which, if it had been a qualified bank holding corporation, 
could have distributed such property under section 1101(a) (1) or (b) (1). 

Under paragraph (2) if a qualified bank holding corporation exchanges prop- 
erty which, under subsection (a) (1), such corporation could distribute directly 
to its shareholders or security holders without the recognition of gain to such 
shareholders or security holders and other property (except property described 
in section 1101(b) (1) (B) (i) ) for all of the stock of a second corporation created 
and availed of solely for the purpose of receiving such property, and immediately 
after the exchange, the qualified bank holding corporation distributes all of such 
stock in a manner prescribed in section 1101(a) (2) (A), then the stock and 
securities of the second corporation may be distributed to the shareholders and 
security holders of such qualified bank holding corporation in distributions meet- 
ing the requirements of section 1101(a) (2). However, prior to such exchange, 
the Board must certify, with respect to the property exchanged consisting of 
property which the corporation could have distributed directly to its shareholders 
or security holders without recognition of gain under section 1101(a) (1), that 
the exchange and distribution are necessary or appropriate to efiectuate section 4 
of the Bank Holding Company Act of 1950. 

Under paragraph (8) of section 1101(c) if any qualified bank holding cor- 
poration exchanges property which it could have distributed directly to its share- 
holders or security holders without recognition of gain to them under section 
1101(b) (1) and other property (except prohibited property), for all of the stock 
of a second corporation created and availed of solely for the purpose of receiving 
such property, and immediately after the exchange the qualified bank holding cor- 
poration distributes all of such stock in a manner prescribed in section 1101(b) 
(2) (A), then the stock and securities of the second corporation may be distributed 
to the shareholders and security holders of such qualified bank holding corpora- 
tion in distributions meeting the requirements of section 1101(b) (2). However, 
prior to such exchange the Board must have certified, with respect to the property 
exchanged consisting of property which the corporation could have distributed 
directly to its shareholders or security holders without recognition of gain under 
section 1101 (b) (1), that (1) such property is all or part of the property by reason 
of which such corporation controls within the meaning of section 2(a) a bank or 
a bank holding company, or that such property is part of the property by reason 
of which the corporation did control a bank or a bank holding company before 
any property of the same kind was distributed under section 1101(b) (1) or ex- 
changed under section 1101(c) (8), and (2) the exchange and distribution are 
necessary and appropriate to efiectuate the policies of the Bank Holding Com- 
pany Act of 1950. 

An exchange will meet the requirements of section 1101(c) (2) or (3) even 
though the only property transferred by the qualified bank holding corporation is 
property which could have been distributed to its shareholders or security hold- 
ers directly without the recognition of gain to them. However, the distribution of 
the stock and securities of the corporation receiving such property will not re- 
ceive the nonrecognition treatment provided in sections 1101(a) and (b) if 
property of the type referred to in section 1101(d) is retained in pursuance of a 
plan to avoid Federal income tax. The qualified bank holding corporation mak- 
ing an exchange under section 1101(c) (2) or (3) may receive securities of the 
second corporation in addition to all of the stock of such corporation. However, 
the securities received may be distributed without recognition of gain only to the 
extent provided in section 1101 (a) (2) and (b) (2). 

Your committee has amended the tax provisions of S, 2577, as originally re- 
ported, to provide, in section 1101 (d), that distributions which are a part of 
a plan to avoid Federal income tax will not qualify for nonrecognition treatment 
under sections 1101 (a) and (b). This amendment to the bill adopts an ap- 
proach analogous to that used in section 855(a) (1) (B) of the Internal Revenue 
Code of 1954. This amendment is applicable both to direct distributions of 
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property and t" ilistriliutions of the stock and secui'itics received in an exchange 
to rvhicli section 1101 (c) (2) or (3) applies. Paragraph (1) of section j101(d) 
provides tl'at section 1101(a) shall not apply to a distribution of nonbanking 
prol)erty if, in connection with such distribution the distributing corporatioll 
retaius, or transfers after Alay 15, 1055, to any corporation, property (other than 
prohibited property) as pa. rt of a plan one of the principal purposes of which is 
the distribution of the earnings and profits of any corporation. Similarly, para- 
graph (2) of section 1101(d) provides that section 1101(b) shall not apply' 
to a distribution of ba»king property if, in connection with such distributto», 
the distributing corporatioi! retaius, or transfers after i!lay 15, 1055, to any 
corporatiou property (other than property described in sec. 1101(b) (1) (B) (i) ) 
as part of a pl!in one of tlie liriucili:ii purposes of which is tlie distribution of 
the c;!rnings and profits of a»y corporation. 

Your comiuittee lms adopted an amendment providin a special rule for cou- 
tributious to capital of a corlioratiou made after 51;iy 15, 1055, aml prior to 
the date of enactiuent. Paragralih (3) of section 1101(d) provides that iii a 
case of a distributiou a portion of mhich is attributable to a transfer ivhich is 
a contribution to the capital of a corporation, niade after May 1, i, 1055, and prior 
to the date of enactuient, if section 1101 (a) or (b) would apl&ly to such dLS- 
tribution but for the fact that such contribution to capital is part of a tax 
avoidauce plan under para raph (1) or (2) of section 1101(d), then, notivith- 
standing paragraph (1) or (2) of subsection (d), section 1101 (a) or (b) sh:ill 
apply to that portion of such distribution uot attributable to such contributioii 
to capital and shall uot apply to that portion attributable to such contributiou 
to capital. 

The preceding para, raph iuay be illustrated by the folloming exa»iples: 
(1) Assume that corporatiou A (a qualified bank holdin corporation) owns 

all of the stock of corporation X. Assume further that corporation A, after 
&lay 1o, 1955, and prior to the date of the enactment of this bill, »iakes a con- 
tribution to the capital of corporation X in the amouut of $50, 000 in pursuance 
of a plan to avoid Federal income tax under paragraph (1) or (2) of section 
1101 (d). Thereafter, corporation A makes a dist!'ibution of the stock of cor- 
poratiou X to the shareholders of coiporation A ivhich wouhl be entitled to 
nonrecognition treatment but for the tax avoi!lance plan. Under subsection 
(d) the nonreco, nition of gaiu provided by subsection (a) does not apply to 
that portion of the distribution which is attributable to the coutribution of cap- 
ital, tliat is, 350, 000. The amouut of the distribution fo the extent of the con- 
tribution to capital, 350, 000, is a distribution subject to the provisions of section 
301 of the Internal Revenue Code of 1954. 

(2) The facts are the same as in example (1) above, except that the value 
of the portion of the distribution which is attributable to the contribution to 
capital, at the tirue of the distribution, is less than $50, 000. The value of that 
portion of the distribution which is attributable to the contribution to capital 
of $50, 000 is a distributiou subject to the provisions of section 301 of the Internal 
Revenue Code of 10;i4. 

Subsection (e) of section 1101 provides that neither subsectiou (a) nor sub- 
section (b) shall apply with respect io iiny distribution by a corporation unless 
the hoard makes the certificatiou required by the subsection. 

Paragraph (1) of subsection (e) relates to certification with respect to dis- 
tributions fallin within subsection (a). It provides that subsection (a) shall 
not apply to any such distribution unless the Board certifies that, before the 
expiration of the period permitted under section 4(a) of the Bank Holding 
Company Act of 1950 (including any extensions thereof grauted to such corpora- 
tion under such sec. 4(a) ), the corporation has disposed of all the property, 
the disposition of which is necessary or appropriate to effecuate section 4 (or 
would have been so necessarv or appropriate if the corporation had continued 
to be a hank holding company). In order that subsection (a) of section 1101 
is to apply to distributions of property by a qualified bank holding corporation, 
it is essential that such corporation dispose of all of such property within the 
period (including extensions thereof) speciiied in section 4(a) of such act. 
During the period during which such corporation is required to dispose of all 
s!ich property, distributious of property are to be considered as being within 
subsection (a) of section 1101, if other requirements of this part are met. 
Thus, no gain would be recognised to shareholders on distributions (if such 
distributions mould otherwise qualify for the benefits of this part) during 
such period. If, at the close of such period, the corporation has disposed of 
all of uch property and the Board has made the certification required under 
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subsection (e) of section 1101, subsection (a) of section 1101 will apply to 
distributions of property. However, if, at the close of such period, the corpora- 
tion has not disposed of all of the property the disposition of which is necessary 
or appropriate to effectuate section 4 of the Bank Holdin Company Act of 
1056, then subsection (a) of section 1101 will not apply to any distributions 
of property by the corporation. Thus, in a case where the provisions of subsec- 
tion (e) (1) are not met, the tax treatment of any distribution of property by 
a qualified bank holding corporation to its shareholders is governed by the pro- 
visions of other sections of the Internal Revenue Code of 1954 applicable thereto. 

Paragraph (2) of subsection (e) of section 1101 is applicable to distribution 
falling within subsection (b) of section 1101. Subparagraph (A) provides 
that subsection (b) shall not apply unless the Board certifies that the corpora- 
tion has ceased to be a bank holding companv before the expiration of the 
period specified in subparagraph (B). Under H. R. 6227 the period specified in 
para "raph (B) was 2 years after the date of enactment. S. 2577, as originally 
reported, modified subparagraph (B) to provide that the specified period expires 
2 years after the enactment of this part or 2 years after the corporation becomes 
a bank holding company, whichever is later. Under subparagraph (B) of 
H. R. 6227 the Board is authorized on the application of any qualified bank 
holding corporation to extend such period from time to time with respect to 
such corporation for not more than 1 year at a time if, in its judgment, such 
an extension would not be detrimental to the public interest, but such period 
might not be extended beyond the date 5 years after the date of enactment of 
this part. This provision was modified by S. 2577, as originally reported, to 
provide that such period may not in any case be extended beyond the date 5 
years after the date of enactment of this part or o years after the date on which 
the corporation becomes a bank holding company, whichever is later. The 
purpose of' this change was to extend the specified periods in the case of corpora- 
tions which become bank holding companies after the date of enactment of 
this part by reason of a distribution under section 1101. This treatment makes 
the specified periods uniform whether such a corporation chooses to dis- 
tribute prohibited property or bank stock. In order that subsection (b) of 
section 1101 is to apply to distributions of property of a kind which causes a 
qualified bank holding corporation to be a bank holding company and the dis- 
position of which is necessary to enable such corporation to cease being a bank 
holding company, it is essential that such corporation cease to be a bank hold- 
ing company within the period (including extensions thereof) specified in sub- 
section (e) (2) of section 1101. During the period during which such corpora- 
tion disposes of property to enable it to cease being a bank holding company, dis- 
tributions of such property are to be considered as being within subsection 
(b) of section 1101, if other requirements of this part are met. Thus, no gain 
would be recognized to shareholders on such distributions (if such distribu- 
tions would otherwise qualify for the benefits of this part) during such period. 
If, at the close of such period specified in subsection (e) (2), the corporation 
has ceased to be a bank holding company, subsection (b) of section 1101 will 
apply to distributions of such property. However, if, at the close of such period, 
the corporation has not ceased being a bank holding company, then subsection 
(b) of section 1101 will not apply to any distributions of such property by 
the corporation. Thus, in a case where the provisions of subsection (e) (2) 
are not met, the tax treatment of any distributions of property of a kind which 
causes a qualified bank holding corporation to be a bank holding company to 
its shareholders is governed by the provisions of other sections of the Internal 
Revenue Code of 1954 applicable thereto. 

Section 1102 provides special rules for the application of this part. 
Subsection (a) relates to the basis of property acquired in distributions 

under either subsection (a) or subsection (b) of section 1101. 
Paragraph (1) of subsection (a) relates to the basis of property received 

by a shareholder with respect to stock without the surrender by such share- 
holder of stock, If gain is not recognized by reason of section 1101(a) or (b) 
with respect to the receipt of any property then, under paragraph (1), the basis 
of such property and of the stock with respect to which it was distributed shall, 
in the hands of the distributee, be determined by allocating the adjusted basis 
of such stock between such property and such stock. Such allocation shall be 
made under regulations prescribed by the Secretary or his delegate. 

Paragraph (2) of subsection (a) relates to the basis of property received 
by a shareholder in exchange for stock or by a security holder in exchange for 
securities. If gain is not recognized by reason of section 1101 (a) or (b) with 
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respect to the receipt of any property then, under re, ulatious prescribed by the 
Secreiarv or his delegate, the basis of the property received shall, in the dis- 
tributee's hands, be the sauie as tlie adjusted basis of tlie stock or securities 
exchanged, increased by (1) the amount of tlie property received ivhich was 
treated;is a dividend air&1 (2) the ainount of g:iin to the taxpayer recognized o» 
the property received (not includiug any portion of such a gaiu ivhich was treated 
as a dividend). 

Subsection (b) of section 1102 of H. R. 6227 provided for the extension of 
the periods of liiuitation on the assessnieut and collection of deficiencies in tax 
arising from distributions to ivhicli subsection (a) or (b) of section 1101 ap- 
plies. S. 2577, as origiually reported, motlifie&1 this provisiou of the IIouse 
bill in several respects: (1) It eliminated the exteusion of the period under sec- 
tion (i;&02 relating to collectioiis;is uiinecessary; (2) it provided tlmt tlie exten- 
sion applies to distributions certilied by tlie Board under sub, e& tion (a) or (b) of 
section 1101 in or&ler to correct a teclinical dcf&ct; (8) it provided that the no- 
tificatiou by the corporation be in su«li mauuer and with such accompanyiug 
informatiou as prescribed iu re"ulatio»s by tlie Secret;iry or his delegate; (4) it 
pro&ided for a, &-year period after the notihcation instead of a 1-year period; 
and (5) it provided that the notific;&tion can ouly be uiade after the expiration 
of the piriod pres&ribed in section 4 (a) of the Bank Holding Compauv Act 
or sectiou 1101(e), whichever is applicable, instead of after a fiual certification 
by tlic Board. The additional ameii&huents proposed by your couimittee provide 
that the extension applies to all distributions certilied by the Board under 
subsection (a), (b), or (c) of section 1101. Accordiugly, uuder subsection 
(b) of section 1102, the period: of limitatiou provided in sectiou 6501 (relating 
to liinitatious ou assessnieut) shall not expire, with respect to any deficiency 
(including interest an&1 additions to tlie tax) resultiiig solely from the receipt 
of property by shareholders in a distribution which is certified by the Board 
under subsection (a), (b), or (c) of section 1101, until 5 years after the dis- 
tributin ' corporation notifies tlie Secretary or his delegate (iu such manner 
and vvith such accomp:&uying iuforniation as the Secretary or his delegate niay 
by regulations prescribe) that the period (including extensions thereof) pre- 
scribed in sectiou4(a) of the Bank IIolding Company Act, or section 1101(e) (2) 
(B), whichever is applicable, has expired. Such assessment uiay be made uot- 
ivithstanding any provision of law or rule of law ivhich would otherwise pre- 
vent such assessment. 

Subsectiou (c) of section 1102 relates to allocati&&n of earnings and profits. 
The aniendments proposed bv your Coinmittee extend the rule relating to allo- 
cation of earnings aml profits contained in section 1102 (c) of S. 2577 as originally 
reported by your committee to the distribution of stock in a controlled corpora- 
tion. Your committee believes it appropriate to provide a rule which is similar 
to that applied under section 812(i) in cases involvin the distribution of stool& 
of a controlled corpor:ition under sectiou 8. », . Accordingly, paragraph (1) of 
sectiou 1101(c) provides that in the case of a distribution by a qualitied bank 
holding corporatiou uuder section 1101(a) (1) or (b) (1) of stock iu a controlled 
corporiition, proper allocation with respect to the earnings aud profits of the 
distributing corporation and the controlled corporation shall be made under 
re ulations prescribed by the Secretary or his dele 'ate. (Par. (8) of sec. 1101(c) 
defines the term "controlled c&&rporatiou" in the saine uianner as sec. 868(c) 
of the Internal Revenue Code of 1054. ) Para"raph (2) of section 1101(c) 
provides that in the case of any exchauge described in section 1101(c) (2) or (8), 
the earnings and profits of the corporation transferring the propertv shall be 
properly allocated between such corporation and the corporatiou receiving such 
property under re 'ulations prescribed by the Secretary or his delegate. 

Subsection (d) relates to iteniizatiou of property distributed. The Board 
is required in any certification under this part to make such specification and 
itemization of property as may be necessary to carry out the provisions of this 
part. 

Section 1108 sets forth the definitions, for purpose of tliis part, of "bank hold- 
ing conipany, " "qualified bank holding corporation, " "prohibited property, " "non- 
exeinpt property, " anil "Board. " 

Subsection (a) of this section provides that the term "bank holding company" 
means a bank holding company as deiined by section 2 of the Bank Holding Coui- 

pany Act of 1956, 
Subsection (b) of this section defines the term "qualified bank holding cor- 

poration. " S. 2577, as originally reported, made a techuical amendment to 
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subsection (b) in order to make it clear that the tax provisions of this part 
apply to any corporation as defined in section 7701(a) (8) of the Internal Rev- 
enue Code of 1954 if such corporation is a qualified bank holding corporation. 
In order for a corporation to be a qualified bank holding corporation, and there- 
fore for its shareholders to receive the special tax treatment provided by this 
part, it must not only be a bank holding company but, in addition, it must 
hold "prohibited property" as defined in subsection (c). For example, if the 
sole assets of corporation X consist of 25 percent of the voting shares of each 
of two banks, corporation X is not a qualified bank holding corporation. 

In addition, to be a qualified bank holding corporation the prohibited property 
must have been acquired on or before May 15, 1955, by a corporation which is 
a bank holding company, or must have been acquired in a distribution to it by 
a qualified bank holding corporation with respect to which gain is not recognized 
by reason of section 1101 (a) or (b). Furthermore, a bank holding company 
which holds prohibited property acquired by it in exchange for all of its stock 
in an exchange described in section 1101(c) (2) or (8) is a qualified bank hold- 
ing corporation. (The amendments proposed by your committee add references 
to sec. 1101(b) and sec. 1101(c) (2) to par. (1) of sec. 1108(b) in order to con- 
form the tax provisions of this bill to the change proposed by your committee 
in sec. 4(a) (2) of this bill. ) 

The preceding paragraph may be illustrated by the following examples: 
(1) If the sole assets of corporation X on May 15, 1955, consist of cash and 

25 percent of the voting shares of each of two banks and on May 80, 1955, cor- 
poration X purchases nonbanking business assets, corporation X is not a qualified 
bank holding corporation, 

(2) The sole assets of corporation Y, on May 15, 1955, consist of 25 percent 
of the voting shares of each of two banks and 4 percent of the outstanding voting 
stocks (the value of which is less than 5 percent of the value of corporation 
Y's total assets) of corporation Z, a qualified bank holding corporation. Cor- 
poration Z distril&utes nonbanl. ing business assets to corporation Y which are 
prohibited property in the hands of corporation Y, in a distribution to which 
section 1101(a) applies. Corporation Y becomes a qualiiiied bank holding cor- 
poration by reason of the distribution by Z. 

Notwithstanding that a corporation meets the requirements of paragraph (1) 
of subsection (b), such corporation shall not be a qualified bank holding cor- 
poration unless it meets the additional requirements of subparagraphs (A), 
(B), and (C) of paragraph (2). 

Subparagraph (A) of paragraph (2) provides that a bank holding company 
shall not be a qualified bank holding corporation unless such corporation would 
have been a bank holding company on May 15, 1955, if the Bank Holding Com- 
pany Act of 1950 had been in effect on such date, or unless such corporation is 
a bank holding company determined solely by reference to the following: (1) 
Property acquired by such corporation on or before May 15, 1955; (2) property 
acquired by such corporation in a distribution by a qualified bank holding cor- 
poration to such corporation wherein gain was not recognized by reason of sub- 
section (a) or (b) of section 1101; and (8) property acquired by such corpo- 
ration in exchange for all of its stock in an exchange meeting the requirements 
of section 1101(c) (2) or (8). 

Thus, if on May 15, 1955, the sole assets of corporation X consist of cash 
and business assets and on May 80, 1955, corporation X acquires 25 percent of 
the voting shares of each of two banks for cash, then, bv reason of subparagraph 
(A) of paragraph (2), corporation X, although a bank holding company hold- 
ing prohibited property acquired by it before May 15, 1955, is not a qaulified 
bank holding corporation. Similarly, if corporation X acquired 25 percent or 
more more of the voting shares of each of two banks in a tax-free reorganization, 
corporation X, although a bank holding company holding prohibited property 
acquired by it before May 15, 1955, would not be a qualified bank holding cor- 
poration. An additional example of the application of subparagraph (A) of 
paragraph (2) is where corporation X is determined by the Board to be a 
bank holding company by reason of clause (2) of section 2(a) of the Bank 
Holding Corporation Act of 1950, solely by reference to (1) property acquired 
by such corporation on or before May 15, 1955, and (2) property acquired by it 
from a qualified bank holding corporation in a distribution in which gain to 
the distributee was not reco nized by reason of subsection (a) or (b) of section 
1101. 

Except as explained in the next paragraph, subparagraph (B) of paragraph 
(2) provides that a bank holding company shall not be a qualified bank hold- 
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ing co"poration by reason of either (1) the acquisition by such bank holding 
conipany of prohibited property after May 15, 1055, in a distribution from a 
qualified bank holding corporation to ivhich section 1101(a) is applicable or 
(2) the acquisition by such bank holding company (which company would not 
have been a bank holding coinpany on May 15, 1055, if the Bank Holding Com- 
pany Act of 1056 had been in effect on such date) of property described in 
clause (ii) of subpara 'raph (A) of paragraph (2). An example of the opera- 
tion of tlie foregoing is where, on May 15, 1955, the sole assets of corporation Y 
consist of cash and 25 percent of the voting shares of each of two banks. On 
May 80, 105, &, corporation Y purchases for cash 50 percent of the stock of cor- 
poration Z, a qualified bank holding corporation. Corporation Z distributed busi- 
ness assets to corporation Y in a distribution in which gain to corporation Y 
with respect to the receipt of such property was not recognized by reason of 
section 1101(a). Corporation Y is not a qualified bank holding corporation 
since such property ivas acquired by corporation Y in a distribution with respect 
to stock acquired after Mav 15. 1055. 

A bank holding company may be a qualified bank holding corporation by 
reason of the property described in the preceding paragraph if su&. h property 
was acquired in a distribution with respect to stocl- which was acquired by such 
compauy (1) on or before May 15, 1055, (2) in a distribution (ivith respect to 
stock held by it on May 15, 1055, or with respect to stock in respect of which 
all previous applications of this clause are satisfied) with respect to which 
gain to it ivas not recognized by reason of subsection (a) or (b) of section 1101, 
or (3) in exchange for all of the sto&. k of the bank holding company in an ex- 
change meeting the requirements of section 1101(c) (2) or (8). 

Subpariigraph (C) of paragraph (2) states that a corporation may not be 
treated as a qualified bank holding corporation unless the Board certifies that 
it satisfies the requirements of subsection (b) of section 1108. 

Subsection (c) of section 1108 defines the term "prohibited property. " Such 
property is defined as property, other than nonexempt property, the disposition 
of which, in the ease of any bank holding company, would be necessary or appro- 
priate to effectuate section 4 of the Banl- Holding Company Act of 1056, if such 
company continued to be a bank holding company beyond the period (including 
any extensions thereof) specified in section 4(a), in the case of distributions 
under section 1101(a), or specified in section 1101(e) (2) (B), in the case of 
distributions under section 1101(b). The term "prohibited property" does not 
include shares of any company ivhich are held by a bank holding company to 
the extent that the oivnership by such bank holding company of such property 
is not prohibited by section 4 of such bill by reasou of subsection (c) (5) of such 
section. 

Subsection (d) defines the term "nonexempt property. " the distribution of 
ivhich may not be accorded the tax treatment provided by this part. 

Subsection (e) of this section states that the term "Board" means the Board 
of Governors of the Federal Reserve System. 

Section 10(b) amends table of parts of chapter 1, subchapter O of Internal 
Revenue Code of 1054 by adding "Part VIII. Distributions pursuant to Bank 
Holding Company Act of 1055. " 

Section 10(c) makes these tax provisions in section 10(a) apply to taxable 
Iears ending after the enactnient of the act, 

[H. R. 2667 — P. L. 414] 

A'. )iIENDING SECTION 208(b) OF TIIE TECHNICAL 
CHANGES ACT OF 1&)58 

[House of Representatives Report No. 1605, Eighty-fourth Congress, First Session] 

[July 80, 1055] 

Mr. Simpson of Pennsylvania, from the Committee on Ways and Means, 
submitted the following report [To accompany H. R. 2667]: 

The Committee on Wavs and Means, to whom was refei red the bill (II. R. 2667) 
to amend section 208 (b) of the Technical Changes Act of 1&J56 (Public Lavv 287, 

393474' — 56 — 59 
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88d C&»ig. ), having I&»isi&l& &'ed !lie same, report favorably thereon withOut 
aiiiendi»eut au&i recoumieud that the bill do p;iss. 

I'I RI'OSK OI&' BILL 
This bill;&i»&aids so&!i&»i 208(b) of the Tecluiical Chan"es A«t of 1988 by 

niaking tlmt pr&&vision applicable to esi:iles of &lecede»ts dying after D&'ce!»ber 
81, 1&J47, instead of to & st&utes of decedeiits dying after Deceuiber 81, 1&Jio, as 
provided in the Te& huic il Ch iiiges Act. 

Section 208 of the Technical Clianges Act of 1'. !. &8 perinitte&1 for estate-tax 
purposes tlie tax-free I'elease of certai» p«ive&'s over a &li. & i'etionary trust de- 
scribed in section 1000(e) of the Internal Revenue Code of 1989, if the, "rantor was 
»uder a ment;il disiibility for a «&»tiuuous period of uot less tlm» 8 months 
lieginuing bet'oie December 81, 1947, a»d ending with his death. The Technical 
Chan 'es Act did not extend relief to a r:intor u»dei' such a disabilitv who died 
:ifter Decei»ber 81, 1947, aud befor& January 1, 1981. Tliis amendment would 
gi'a»t. relief in sucli cases. The ameii&lment is effective as if enacted as a part 
uf s« tion 208 (b) &&I tlie Teclinical ('h:inges Act of 19o8. 

It is estiiuated that the revenue effect of this provision is negligible. 
This bill lms been report& d unaniuiously by your couunitte&. 

[H. R. 066( — P. I. 414j 

A3IEWDn(: SECTIOX ~OS(b) OF TIIE TZCIIXICAL 
CIX &&, X['I'S A('T OF 1958 AXD FOR OTIIER I'URPOSI'. S 

(Senate Report iVo. 1401, Ei hty-fourth Congress, Secon&l Session. Calcn&lar Xo. 1420] 

[Iauuary 19 (legislative diiy, January 16), I!PJ6] 

llr. I'yrd, froui the Couunittee on Finance, submitted tlie following report 
[T&& accompany II. R. 2067]: 

'i'he ('&mimittee on leiuance, to whom ivan referred the bill (H. R. 2667) to 
amend section '&08(b) of the Technical Ch;inges Act of 19. =&8 (Public Law 287, 
88d Cong. ), haviug consideied the same, report favorably thereon with amend- 
!Dents and recoiumeud that the bill, as amended, do p;iss. 

The amendnients ai e as follows: 
At the end of the bill add the following: 
Si;c. 2. Section 20, ~8 of tlie Interiial Reve»ue Code of lq. &4 (relating to deduc- 

tions froiu the gi'oss estate for expenses, indebtedness, aud taxes) is hereby 
amended by redesiguatiug subsection (d) to be subsection (e) aml by adding 
after subsection (c) a uew subsection as foll&»vs; 

"(d) CERTAIE S'IAIE DEATH TAxEs. — 
"(1) GENER. u. Rvr. E. — Xotwithsta»&li»g the provisions of subsection (e) (1) 

(B) of tliis section, fpr purposes of the tax imposed by section 2001 the value 
of the taxable e. tate may be deteruiiiied, if the executor so elects before the 
expiration of the period of liniitation for assessuient provided iu section 6o01, 
by deducting from the value of tlie gross estate the aiuount (as determined 
i»:i«&&rdau& e wit!& regulations prescribed by the Secretary or his delegate) 
of any est;ite, su«ession, legacy or inheritance tax iiuposed hy a State or 
Tei ritory oi the District of Colnmbi:I, or any possessi&&n &&f the United Stiites, 
upon a triinsfer by the decedent for publi&. cliaritable, or religions uses 
described in Re& tion 2095 or '&106(a) (2). The election shall be exercised in 
accorda»ce with regulations pres& ribed by the Secretary or his delegate, 

"(2) & ovDITIoiv ~FoR Ai. iowANCE oF DKDI&cviox. — ibo deduction sliall be 
alloived uuder paragraph (l) for a State death tax specified therein unless 
the ilecrease in the tax imposed by se& tiou 2001 ivhi& h results from the deduc- 
tio» provided for in paragraph (1) wiR in»re solely for tlie benefit of tlie 
public, & liaritable, or religious tra»sferees described iii section 20 ». 

" or 
sectio» 2106(a) (2). In any case Ivhcre the tax i»iposed by section 2001 is 
equitably al&porti&»icd among all the transferees of property inclndetl in the 
gross estate, incl»ding those d& s& ribed in sectioiis 20&8 and 2106&(a) (2) 
(taki»g into accoimt any exen&ptio»s, credits, or deductions allowed l&y this 
chapter), iii deteriuiniiig such decrease, there shall be disregarded any 
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decrease in the Federal estate tax which any transferees other than those 
described in sections 2055 and 2106(a) (2) are required to pay. "(8) EFFEcT oF DEDUOTICN oN cREDIT FoR sTATE DEATH TAXEs. — See section 2011(e) for the efFect of a deduction taken under this subsection ou tbe 
credit for State death taxes. " 

SEO. 8. Section 2011 of the Internal Revenue Code of 1954 is amended by 
adding after subsection (d) a new subsection as follows: 

"(e) LIFIITAT1ON IN CAsas IxvoLVINO DEDUOTION UNDER SEcTICN 20 R3(d). — 
In any ease where a deduction is allowed under section 2058(d) for an estate, 
succession, legacy, or inheritance tax imposed upon a transfer for public, chari- 
table, or religious uses described in section 205 i or 2106(a) (2), the allowance of 
the credit under this section shall be subject to the following conditions and 
limitations: 

"(1) The taxes described in subsection (a) shall not include any estate, 
succession, legacv, or inheritance tax for u hich a deduction is allowed under 
section 2058 (d) . 

"(2) The credit shall not exceed the lesser of— 
"(A) the amount stated in subsection (b) on a taxable estate deter- 

mined by allowing the deduction authorized by section 2058(d), or "(B) that proportiou of the amount stated in subsection (b) on a 
taxable estate determined without regard to the deduction authorized 
br section 20 ig (d) as (i) the amount of the taxes described in subsec- 
tion (a), as liruited by the provisions of paragraph (1) of this subsection, 
bears to (ii) the amount of the taxes described in subsection (a) before 
applying the limitation contained in paragraph (1) of this subsection. 

"(8) If the amount determined under subparagraph (B) of paragraph (2) 
is less than the amount deterrained under subparagraph (A) of that para- 
graph, then for purposes of subsection (d) such lesser amount shall be the 
maximum credit provided bv subsection (b). " 

SEC. 4. The amendments to the I~ternal Rerenue Code of 1954 made by sec- 
tions 2 and 8 of this Act, and provisions having the same eifect as this amendment, 
which shall be considered to be included in chapter 8 of the Internal Revenue Code 
of 1989, shall apply to the estates of all deeedeuts dying after December 81, 1958. 

Amend the title so as to read: 
An Act to amend section 208(b) of the Technical Changes Act of 1958, and 

for other purposes. 

SECTION 1. AMENDMENT OF SECTION 208(b) OF THE TECHNICAL 
CHANGES ACT OF 1958 

A. PURPosE QF SEcTIoN 1 
Section 1 of this bill amends section 208(b) of the Technical Changes Act of 

1958 by making that provision applicable to estates of decedents dying after 
December 81, 1947, instead of to estates of decedents dying after December 81, 
1950, as provided in the Technical Changes Aet. 

B. GENERAL STATEMENT 

Section 208 of the Technical Changes Act of 1958 permitted for estate-tax pur- 
poses the tax-free release of certain powers over a discretionary trust described 
in section 1000 (e) of the Internal Revenue Code of 1989, if the grantor was under 
a mental disability for a continuous period of not less than 8 mouths beginning 
before December 81, 1947, and ending with his death, The Technical Changes 
Act did not extend relief to a grantor under such a disability who died after 
December 81, 1947, and before January 1, 1951. This aInendment would grant 
relief in such cases. The amendment is effective as if enacted as a part of section 
208(b) of the Technical Changes Aet of 1958. 

It is estimated that the rereuue eifect of this provision is negligible. 

SECTIONS 2, 8, AND 4. AMENDJJENT TO SECTIONS 2011 AND 2058 OF 
THE INTERNAL REVENUE CODE OF 1954 

A. PURPosE CF SEOTICNs 2, 8, AND 4 

Your committee has added another provision to this bill. Under present law, 
a deduction from the Federal estate tax is granted for bequests to charity. 
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Under the proviiion added by your & ommittee, a deduction would also be granted 
(subject to certain con&litions and liin1tations) for the ainount of any estate suc- 
cession, lega&y, or inh& i if;nice tax iiupose&l by a State upou the transfer by the 
de& e&leiit for public, charitable, or religious uses as described in section 20~a or, 
in the case of nonresident aliens, sc& tion 2100 (a) (2). 

Lait year a similar provision was reported by your committee as an amend- 
ment to H. R. C&887. That bill, as an&& nded, ivas passed but was not approved by 
the )'resident. Iu the itatement aimouncin ~ that he had ivithheld his approval, 
the Viesident stated that he was sympathetic with the objectives of he bi]l but 
that there &vere defects in the legislation that caused him to reluctantly withhold 
his approval froui the bill. The provisions of sections 2, 8, aiul 4 are designed to 
ac& oniplish tlie same purpose as tlie aiuendment added to H. R. 6887, and your 
committee hai been advised by the Treasury department that the provisions of 
this bill meet the objections raised in the President's statement. 

Iu the detenuiuation of taza1&le estatci for purposes of the Federal estate tax, 
deductions are granted by sectiou 20» (and 2100(a) (2) in caies of nonresident 
aliens) for bequeiis to charity. Howev&r, the amount of the deduction is 
nieasured by the amouiit the charity actually receives and not by the grois amount 
of the bequest. For exaniple, if a State imposes a tax on the charitable bequest 
an&1 the State tax niust be paid from the charitable bequest, the estate taz chari- 
table deduction would be limited to the amount of the bequest less the St&ite tax 
paid froui the bequeit, and the Federal estate tax would be increased by the cor- 
iesponding i~crease in the taxable estate of the decedent. If the additional 
Federal estate tax ihui arising niust alio be paid out of tlie &liaritable bequest, 
tlie charitable &le&luction ivill, in turn, b& re&luced and the estate taz correspond- 
ingly increased. Iqy this pyramiding of taz on tax, the Fe&leral estate taz can be 
increased by miich uiore than the State taz on the bequeit, aud the cornbiuation 
of these two taxes can result in the actual transfer to charity of an amount con- 
siderably less tlian the original bequest. Your committee'i bill will prevent the 
pyramidiiig of the Federal estate tax in this manner bv granting a deduction to 
the estate for the amount of the State death tax imposed upon a transfer for. 
& haritable purposes if the decrease in tlie Federal estate taz resulting from this 
deduction Ivill inure solely to the benefi of a charitable trausferee (but not neces- 
sarily the same charity that paid the State death taz). 

B. EXPI. AzATIoz oF SKOTIozs 2 Azn 8 

Section 2 of the 1&ill allis a neiv subsection (d) to section 20&g of the Internal 
Revenue Co&le of lfii4. Under subsection (d) (1), the value of the taxable estate 
may be deteruiined by deducting froin the value of the gross estate the amount of 
any State death taxes upon a tranifer (or transfers) by the ilecedent for public, 
charitable, or religious uics described in section 20;&i or, in the case of nouresi- 
dent aliens, section 210C& (a) (2). 

Siuce the &le&luction ivhich would be authorized by section 20O8(d) might 
increase the tax payable by sonic eit:ites, it is provided that the decedent's 
personal representative must maire an election to claim the deduction. The 
election niay be m;ide at any tiiue prior to the tiuie auy further assessnient of tax 
against the estate is barred by section 0&01 (statute of liniitatious). The election 
ivould be uiade iu accordance with regulations to be prescribed by the Secretarv 
or his delegate. iso deduction mould be alloIved for a State death taz imposed 
on a bequest to uoucharitable beneficiaries. 

In order to eli»iiuate auy coufusiou as to the auiount of a State estate tax 
(as distinguished froni inheritance, legacy, and succesiiou taxes) which is i» 
effect imposed upon transfers to charity, a provision in subsection (d) (1) author- 
izes the Secretary or his delegate to prescribe by regulations the method to be 
followed in allocating the portiou of the State estate taz to the charitable 
transfers. 

Un&ler subsection (d) (2), the benefit of the deductiou mill inure solelv to 
charity ivhere the eutire Federal estate tax is payable out of bequests to charitv 
and also in cases where the State death taz is paid by charity and the Federal 
estate tax is equitably apportioned aui&mg all of the beneficiaries (including 
&harity) of property included in the gross estate. The Federal estate taz is 
equitably apportioned aiuong all the beneficiaries. ivhere ea&h beneficiary is 
required to pay the portion of the tax which is attributable to his bequest, 
after taking into account any deduction or credit allowed (by the estate tax 
chapter of the code) with respect to that bequest in the determination of the 
estate tax payable. The ameuclmeut to section 2058(d) Ivould eliminate this 



pyramiding of the Federal estate tax at the expense of charity in these two tvpes 
of cases. 

For example, assuiue th it the testator bequeaths $100, 000 to A, $100, 000 to B, 
and $100, 000 to C, a charity, and directs that each legatee be irs his proportionate 
share of the Feder il estate tax based on the net aiuount of his bequest includible 
in the taxable estate. Assume also that State X in&poses a 15-percent iuheritiince 
tax on charitable bequests. On the basis of these facts, the estate ivoul&l be 
entitled to a deductiou under this section of $15, 000 aiid a charitable deduction 
of $85, 000. Under the l&rovisions of the ivill, the rliarity &vould pay no Federal 
estate tax because deductions totaling $100, 000 allowed in rounection with the 
charitable bequest have the effect of reducing the auiount of the charitable 
bequest includible in the taxable estate to zero. A and B ivould each, therefore, 
be required to pay one-half of the Federal estate taxes. In the absence of the 
deduction of $15, 000 allowed under this section, the charity would have been 
required to bear the Federal estate tax attributable to the inclusion of such 
amount in the taxable estate. If, on the other hami, the testator directed that 
A, B, and C each bear oue-third of the Federal estate tax, the deductions pro- 
vided for in this bill would not be allowed. In such case, the charitable deduction 
is not tal-en into account and the charity would be required to bear Federal 
estate tax iiuposed on the bequests to A and B. Thus, the requirement of the 
bill that the benefit inure solely to charity ivould not be satisfied. 

Where charity pays the entire Federal estate tax, it naturally would receive 
all of the benefit of the deduction allowed by subsection (d) (1). It will also 
receive the benefit of the deduction where charity must pay the portion of the 
Federal estate tax attributable to the State death tax borne by it since the 
primary result of the deduction is the eliruination of this portion of the Federal 
estate tax. 

In the apportionment cases referred to, the noncharitable beneficiaries receive 
an incidental benefit by reason of the fact that the average rate of tax imposed 
on the taxable estate determined by allowing the deduction is lower than the 
average rate of tax imposed on the taxable estate determiued without allowance 
of the deduction. This incidental benefit resulting from the lowering of the 
average tax rate would be disregarded in determining whether charity receives 
the entire benefit of the deduction. 

Section 8 of this bill amends section 2011 of the 1954 code, relating to credit 
for State death taxes. The allowance of this deduction under section 2058(d) 
makes certain changes necessary in section 2011 in order that (1) the estate 
does not receive a credit as well as a deduction for the same payment to a State, 
(2) the bequest that bears the Federal estate tax attributable to the State death 
tax on noncharitable transfers will receive the same benefit as under present law, 
and (8) the change in the method of determining the Federal estate tax will 
not change the application of State pickup tax laws. 

Section 2011(e) (a new subsection added by section 8 of this bill) provides 
the general rule in paragraph (1) that no credit shall be allowed for any State 
death tax for which a deduction has been allowed. 

Section 2011(e) ('&) provides that the maximum amount allowable as a credit 
for State death taxes shall not exceed the amount of the credit computed without 
regard to section 2058(d) which is attributable to the State death tax on the 
transfers other than those described in sections 2055 or 2106(a) (2). This para- 
graph also provides that the credit for State death taxes shall not exceed the 
maximum amount that would be allowable for a taxable estate determined by 
allowing the deduction provided for in section 2058(d). 

Under paragraph (8) of section 2011(e), the basic estate tax will be deter- 
mined by reference. to the maximum credit allowable under paragraph (2) (B) 
when the maximum credit allowable is the amount provided under that pro- 
vision. In a case where the deduction under section 2058(d) is allowed, the 
basic estate tax, which forms the basis for the application of State pickup tax 
laws, would be 125 percent of the maximum credit allowable as described in 
paragraph (2). 

G. EXPLANATICN OF SEGTI0N 4 

I:nder section 4 of this bill, the deduction allowed by section 2, together with 
the provisions in section 8, are considered to be included in the estate tax iml&osed 

by the Internal Revenue Code of 1989. Therefore, in the case of decedents dying 
after December 81, 1958, a deduction may be allowed (at the election of the 
executor) for the State tax imposed on bequests to charity under the saine 
conditions and limitations that would be available in the case of a decedent dying 
after the enactment of the 1954 code. 
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[FI. R. 4')82 — P. Ir. 896] 

CARRYOVER OF I)NUSED PENSION TRUST DEDUCTIONS 
IN CERTAIN CASES 

[House of Representatives Report No. 1504, Righty-fourt&& Con"n s, First Session] 

[July 20, 10fifij 

31r. S&s&pso&&& uf Peu»sylvania, fro&»!he Con»nittee on W;&ys t&nd lleans, sub- 
mitted the followi»g report [to acco&»puny H. It. 4;&82): 

The Co&»mittee on l'(;&ys a»d &leans, to whom was refe&red the bill (H, It. 
4992) to au&end tl&e Iniernal ltevenue Code of 1094 &vith respect to deductions 
frou& gross iucome of amounts contributed to empli&yees trusts. having considered 
the sa&ue, report favorably thereon with amendments and reco&nmend that the 
bill as amemled do pass. 

The an&endments are as follows: 
Page 2, line 4, after "transfer" insert: 

(but not for taxable years with respect to which this paragraph does not apply). 
Page 2, line 14, after "Interual" insert "Itcvenue". 
Pi&ge ', after line 14, insert: 
Szc. 2. The au&end&ucnts ma&le by the first section of tl&is & ct shall apply with 

respect to tax:ible years beginniug after Deceu&ber 91, 1&J&'), aud endiu after 
August lfi, I! &. &4. 

I'ERPOSE Ol BILL 

The lmrpose of Ii. R. 4. &f2 is to per»&it, under certaiu circu»&stances, a corpo- 
ration which has acquired the properties a»d assu&ned the liabilities of a &vholly 
owned subsidiary in a tax-free liquidation under section 112(b) (6) of the 1900 
Code, to utilize any excess contributions nmde by the subsidiary to a q»aliiie&l 
pension plan as though it were the subsidiary corporation for this purpose. 
These excess contributions are to be available as deductious in years begin»in ~ 

af ter December 31, 1090, a»d euiliug sf ter &tug»st 1fi, 10o4. 

GENER &tL ST && TE;&IEXT 

U»der ihe 1M0 Code &vhether tax benefits and elective rights were available to 
a successor corpora ti&m wheu the assets of tivo or u&ore pre&le&. essor corporations 
&vere co&»bine&1 in a t;&x-free reor a»ization or liqui&li&tion ilepe&Ried upon the 
leg;&1 form in &vhich the ciimbination was effectuated. 

The 10, &4 Cocle prescribes a series of definite rules under which specified tax 
be»efi&ts, elective rights, and &ibligations will carry over &o successor corporations 
in certain tax-free liquidations and reorganizations. Inclutled in this list of 
iteu&s is the &'ight to treat the successor corporation as though it were the 
lncde«essor corporation for purposes of determiuing amounts deiluctible for cou- 
t& ii&utions of an eu&ployer corporation to an employees' pension, profit-shariug 
anil stock bonus trust or aunuity plan. This provisiou i» the 1'. &, &4 Co&le applies, 
however, only to qualifying tax-free liq»idations and rcor ';&uizations, the tax 
! & &u&tn&ent of which is &lctern&iued under the 1094 Code. 

&hises have been called to the attention of tbe committee in &vhich a tax-free 
»ierger of a subsidiary corporation u»&ler the 1090 Code &v;&s prevented because 
the corporate laws of the State of i»corporation of the subsidiary required th:&t 
the surviving corporation be incorporated in that State. I&i these instances the 
parent corporation (which was i»corporated in a different State than the 
subsi&liary) liquidated the subsidiary and acquired its properties in a tax-free 
liquiilation under section 112(b) (0) of the 1000 Co&le. It was therefore not 
entitled to utilize the u»used ex& ess contributions»&»&le by the subsidiary 
i&uporation ti& the employees' pensiou plan of the subsidiary even though these 
excess co»trib»tions &vould have beau allo&vable as a carryi&ver to the s»b. iiliary 
if its corporate existence had not been terminated. Sim'e the successor corpo- 
ration &vould have bee» entitled to the carryover of the u»»scil pension trust 
co»tributions of the subsidiary if the tax consequences of liquidation of the 
subsidiary had been dete&n&i»ed under the applicable provisii»&s of the lfi &4 

Co&le, vour co&umittee believes that the successor corporation should not be 
de»ied this carryover because the liquidation came under the 1039 Code. 
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The bfil thus makes the carrvover avaiiable to the successor corporation in 
(1) the corporate laws of the State of incorporation of the subsidiary 

refiu'red t e survivin ' corporation in the case of a merger to be incorporat&'d 
under he laws of the State of incorporation of the subsidiary and (2) the prop- 
erties were ac&luired iu a tax-free liquidation of the subsidiary under section 
112(b) (6) of the 1000 Code. 

Huder the bill the successor co& poration wili therefore be eutitled to utilize 
any unused excess pension contributions of the predecessor in any taxable year 
beginning after December Sl, 1050, and ending after August 1G, 1054 

[II. R. 4582 — P. L. 896] 

AIIENDIXG THE IXTERXAL REVENUE CODE OF 
A%I TH RF SPEC T TO DEDUtC rIOX S Fr Oi[ GROSS IXCOME 
OF AAIOt'. XTS COXT]'IBUTED TO EAIPLO'i EES TRUSTS 

[Senate Report Xo. 13yo, R&ightv-fourth Congress, Second Session. Calendar iVo. 13aul 

[January 12, 105G] 

5(r. Byrd, from the Committee on Fiuance, submitted the folloiving report 
[to accoinpany H. R. 45&S2]: 

The Committee on Fiuance, to v& horn v& as referred the bill (H. R. 45S2) to 
amend the Internal Revenue Code of 1054 ivith resl&ect to deductions from gross 
income of amounts contributed to employees trust;, having considered the same, 
report favorably there&&n without amendment and recommend that the bill do 
pass. 

By virtue of this action, the Committee on Finance accepts the report of the 
Committee on W&&vs and &leans, which is as follows: 

[See House Report Xo. 1. &04, page 924 this Bulletin] 

[H. Fi. 5428 — P. L. 897] 

A3IEXDIXG THE IXTERXAL RE% EXUE CODE OF 1989 
)PITH RESPECT TO THE PERIOD OF LI & IITATIOiX FOP', 
FILIXG CLAIiIS BY CERTAIX TRAXSFEREES AXD 
FIDUCIA. RIES FOR CREDIT OR REFUX D OF 11XCO &&IE 

TAXES 
[House of Representatives Report ~o. 1448, Rightv-fourth Congress, First Session) 

[Zuly 2 &, B», . &] 

5fr. Keogh, from the Committee on lvays and i!leans, submitted the following 
report [to accompany H. R. 542S]: 

The Committee on Avays and )!leans, to whom was referred the bill (H. R. 
542S) to amend the Internal Revenue Code of 10. &4 to provide that chapter 71 
relative to transferees and fiduciaries shall apply ivith respect to any tax imposed 
by the Internal Revenue Code of 1030, having considered the same, report favor- 
ablv thereon with ameudments and recommend that the bill as ameuded do pass. 

The amendments are as follows: 
Strike out all after the enacting clause and insert: 

That section Sll (b) (4) of the Internal Revenue Code of 1000 is hereby amended 
by inserting "(A)" after "(4)" and by adding at the end thereof the following: 

"(B) For the purpose of determining the period of limitation. ou credit or 
refund to the transferee or fiduciary of- 

» (j) overpayments of tax inade by such transferee or fiduciary, or 
"(jj) overpayments of tax made by the transferor of which the trans- 

feree or fiduciarv is legally entitled to credit or refund, 
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the a "reenient referred to in sul&paragraph (A) and any extension thereof 
shall he deeiiied an a 'reei»e»t and extension thereof referred to in section 
822 (b) (8). 

"(&', ) If the agreement referred to in subparagraph (A) is executed after 
the expiration of the 1» riod of limitation for assessment against the tax- 
payer vvith referen&e to ivhoui tlie liability of such transferee or fiduciary 
arises, then, in applying the limitations under seftio» 822 (b) (8) on the 
amou»t of tlie credit or ref»»d, the periods specified in section 322 (b) (8) 
shall be increased by ilic period from the date of sucli exl&iration to the date 
of tlie agrecnient. " 

Sec. 2. This A&t sliall be effective in all ci&'c»mstances in ivhich it would have 
been cfi'ective if it hiid bee&i enacted ou August 17, 1984. 

Aniend tlie title so as to read: 
A bill to a»ien&1 the Internal llevenue Code of 1089 mith respect to the period of 

limitatiu» for filing claims by certain trausfere& s and lid»ciaries fur ere&lit or 
refund of i»coi»e taxes. 

1'l. "RPOSE OF BII. L 

The bill as reported arne»&ls the Iuternal Revenue Code of 1989 to provide 
tlmt an agreeme»t exten&li»g the peri&&d mitliin which the liability of a transferee 
or tiduciary with respect to incouie taxes»iay be asesse&1 also extends the period 
with respect to credit or refund of such liabilitv. This auiendment is to be 
effective in all cii. cuinstances iu which it would be effective if it had been 
enacted ou August 17, 1084, with respect to income taxes imposed under the 
1089 code. 

REASONS FOR BILL 

Under section 811 of the 1080 co&le, the period of limitations for assessment of 
an income-tax liability of a transferee or fiduciary could he extended by an 
agreement between such transferee or fiduciary and the Commissioner ot 
Internal Reveuue. However, tliis agreemeut did not exteud parity of treatme»t 
by gianti»g an extension of the time for the filiu of a claim for credit or 
refund of income tax by the transferee or fiduciary iu most cases. This inequity 
mas reuiedied in the 1004 code with respect to the li;ihiiity of a tra»sferee or 
fiduciary but only in the case of taxes imposed by that code. The bill would 
grant similar treatmeut to a transferee or fiduciary mith respect to income 
taxes imposed by the 1080 code, as if it had been euacted on August 17, 1984. 

EXPLANATION OF BILL 

The bill as reported provides that an agreement (and auy extension of the 
a;reeuient) between the Comiuissioner of Internal Revenue and a transferee or 
fid»ciary extending the period for assessment of incouie-tax liability of the 
transferee or fiduciary is to he consi&lered as au agreement aud an extension of 
time for iili»g a claim for (or allowing or making) a credit or refund in the 
niamier a»d to the exteut, provided for taxpayers in gener;il hy section 322 (b) (8) 
of tlie 1080 code. The agreenient is made applicable to the periods prescribed 
in section 822 (b) (8) for the filin of a claim for credit or refund (or for the 
alloivancc of credit or making ref»n&1 where no claim is filed) with respect to 
overpayments made by the traiisfeiee or fiduciary and also miih respect to over- 
p:iyuients inade by a transferor to which the transferee or fiduciary is legally 
entitled. 

In the case of such an agreemeut, section 822 (b) (8) limits the amount of 
any credit or refund to the amouut of tax paid within a period of time specified 
in the section. Where the agreenie»t is uiade after the period of time for assess- 
ment against the taxpayer has expired, the periods prescribed under section 
822 (b) (8), relating to the limitation on the amount of credit or refund which 
may be made, are also increased by the period of time which elapsed between the 
date of expiration of the period for assessment agaiust the taxpayer and the 
date of tlie agreement. 

This is the same treatment as is provided under the 19, &4 code. 
As amended by your counnittee, the period for credit or refund is extended 

only as to the liiibility of a transferee or fiduciary with respect to income taxes. 
Your conimittee is unanimous in reporting this bill as ameuded. 
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[H. R. 5428 — P. L, 397] 
AMENDING THE IXTERNAI, REVENUE CODP OP 1939 

)YITH RESPECT TO TIIE I'ERIOD OI' LIMITATION FOR 
FILING CLAI3IS BY CERTAIN TRAXSFEREES AXD 
FIDUCIARIES FOR CREI&IT OR REFUND OF IXCOME 
rAXES 

[Senate Report No. 1370, Eighty-fourth Congress, Second Session. Calendar No. 1399] 

[January 12, 1956] 

Mr. Byrd, from the Committee on Finauce, submitted the following report [to 
accompany H. R. 5428]: 

The Committee on Finance, to whom was referred the bill (H. R. 5428) to 
end the Internal Revenue Code of 1954 to provide that chapter 71 relative to 

transferees and fiduciaries shall apply with respect to any tax imposed by the 
Internal Revenue Code of 1989, having considered the same, report favorably 
thereon without amendruent and recommend that the bill do pass. 

By virtue of this action, the Committee on Finance accepts the report of the 
Committee on Ways and Means, ivhich is as follows: 

[See House Report No. 1448, page 92o this Bulletin] 

[H. R. 6927 — P. L. 511[ 

BANK HOLDING COMPANY ACT OF 1955 

[House of Representatives Report No. 909, Righty-fourth Congress, First Session] s 

[May 20, 1955] 

Mr. Spence, from the Committee on Banking and Currency, submitted the 
following report [To accompany H. R. 6227]: 

The Committee on Bunking and Currencv, to ivhom was referred the bill 
(H. R. 6227) to provide for the control and regulation of bank holding companies, 
and for other purposes, having considered the same, report favorably thereon 
without amendment and recommend that the bill do pass. 

MAJOR PROVISIONS OF H. R. 6227 

Your committee is convinced from the evidence presented during its recent 
hearings that this bill represents the minimum legislation necessary to deal with 
the bank holding company problem. The committee wishes to make clear that 
the legislation which it proposes is not designed to abolish bank holding com- 
panies or to prohibit the expansion, within certain limits, of existing bank holding 
companies. The bill would impose controls which the comruittee deems desirable 
over the creation and expansion of bank holding companies and would require 
them to separate their business of managing and controlling banks from unrelated 
businesses. The bill contains five major provisions. 

First, the bill would set forth a declaration that it is the policy of the Congress 
(u) to control the creation and expansion of bank holding companies, (b) to 
separate their business of lnanaging and controlling banks from unrelated busi- 
ness, (c) generally to maintain competition among banl's and to ininimize the 
danger inherent in concentration of economic power through centralized control 
of banks, and (d) to subject bank holding companies to examination and regu- 
lation. It is the opinion of your committee that bank holding companies 
should be subject, insofar as practicable, to the same type of examination as 
the banks which they control. 

'Th'. hlication of the Committee Report is restricted to excerpts involving internal is pu ica ion o 
revenue matters. 
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Second, the hill would define a bank holding company as any company which 
either («) contiols 20 percent or more of the voting shares of 2 or more banks 
or of a bank holding coiripaiiy, or (1&) is found by the Board of Governors of the 
Federal Reserve System, after notice an&1 opportunity for hearing, to exercise 

controlling inflnence over 2 or uiore banks. Certain exemptions from the 
deiiuition of "l&ank lioldiug company" are, however, provided. These are as 
folloivs: (&&) Any corporation a majority of the shares of which are owned 
by ihe United States or any State, (h) banks which oivn or control shares 
sol& ly in a fiidnciary capaciiy (except where such sh'. ires are held for the benefit 
of all or a iuajority of the persons beiieiicially interested in sucli liauk), arid (c) 
any mutual savings liank, and any nonprofit or anizatiou operating exclusively 
for charitable, religious, and similar purposes which ivould otherwise be a 
bauk holding cnuqiany by reason of iis ownership of bank stock on the effective 
&late of the act. 

'1'bird, the bill wouhl require bank holding companies to oiitain the prior ap- 
proval of the Board of the Iiederal Reserve System before acquiring additional 
bank stocks or assets. The Board, before grauting approval of auy application, 
would be required to ask for the recommendation of the agency tliat chartered the 
banl- or banks involved, the Comptroller of the Currency in the case of a Xational 
bank and the State supervisor in the case of a Stiite lia»k. lf such an agency 
denied approval within 80 davs that action ivould be final, but if approval was 
granted then the Board, of course, in ihe light of ihe overall situation still could 
ninke its oivn determination. 

Fourth, the bill woul&1 require 1&ank holding companies v& ithin a maximum of 
, & years to divest themselves of interests in nonbanl&ing enterprises. Suitable 
tax relief on the distribution of such iuterests made at the order of the Board, 
or wliere because of such an order a company chooses to distribute its holdings 
of bank shares so as to cease to be a bank holding coinpany, is provided. 

Fifth, the bill ivould prohiliit a bank subsi&liary of a banl. - holding company 
froin investing any of its funds in, or ]euding any of its funds on the security 
of the stock or other securities of the holdiiig company of ivlii&h it is a sub- 
sidiary, and other subsidiaries thereof, and would prohibit the bank from mal-ing 
loans to its bank holding company and other subsidiaries. 

DI:FIXITION OF A BA&I~ HOLDING COPIPAiY' 

The bill defines a bank hol&ling couipany as any compauy which either («) 
controls 2, i percent or more of the viiting shares of 2 or more 1&nnl-s or of a bank 
holdin, coiupany, or (b) is found by the Board of Governors of the Federal 
Res& rvc Systein, after notice aud opportunity for hearing, to exercise a con- 
trollin, influeiice over " or uiore banl-s. Certain exeuipth&us from the defi- 
nition of "bank holding company" are, hoivever, provided. Tliese are as folloivs: 
(n) Any corporatiou a m:ij&&rity of the shares of xvhich are owned by the 1 nited 
States or any State, (h) banks which ovvn or coutrol shares solely in a fid»- 
&i;iry capacity (except where such shares are held for the benefit of all or a 
majority of tlie persons beneficially interested in such banl&), and (c) anv mutual 
savings bank, or any organization operating exclusively for charitable, religious, 
and similar purposes which would otherwise be a bank holdin ' company bv reason 
of its ownership of bank stock on the effective date of tlie act. 

Your committee is unable to endorse the definition of "banl- holding company" 
proposed by the Federal Reserve Board. It recommende&1 that a "bank holding 
coinpany" be defined as any company ivhich owns or controls, directly or in- 
directly, a majority of the sliares of one or niore banl&s. Such a definition v ould 
perpetuate the long-recognized deficiencies of the definition of the term "holding 
company affiliate" contained iu present law. This definition is based primarily 
on ownership or control of a majority of the shares of a banl- or of the shares 
voted in the last election of directors of a bank. Congress on(1 the courts have 
recognised the fact that control is often exercised through ovvnership of niuch 
less than a majority of the shares of a corporation. In the I'ublic Utilities Hold- 
ing Coiupauy Act of 1030, for example, the Congress defiues a holding company as 
follows: 

any company which directly or indirectly owns, controls, or holds 
with power to vote, 10 per centum or snore of the outstanding voting securi- 
ties of a public-utility company or of a company v&hich is a liolding company 
by virtue of this clause or clause (B), unless tlie Conunission, as hereinafter 
provided, by order declares such compauy uot to be a holding coinpany. 
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In the Inv t e Investment Companies and Advisers Act, "control" is defined in this manner: 
Control means the power to exercise a controlling infiuence over the management of policies of a company, unless such power is solely the result of an oflicial position with such company. 
Any person who owns beneficially, either directly or through one or more 

controlled companies, more than 25 per centum of the voting securities of a 
company shall be presumed to control such company. 

Ownership of a majority of the shares voted in the preceding election of direc- 
tors is equally unrealistic. In marked contrast to its present position the Board 
ln its 1948 annual report acl-nowledged it when 't stated: 

In the Board's experience, the case in ivhich regulation is most necessary is 
likely also to be the case in which advantage has been taken of the gaps in the 
statutory definition v. ith respect to the number of shares owned or controlled. 
'I'he Board believes that these gaps should be filled in by incorporating in the 
statute a more realistic defirnition envisaging the manner and means by which 
effective control actually is exercised. 

The type of definition now proposed by the Federal Reserve Board would not 
cover some existing groups which are in effect bank holding companies. I&lore 
important, it is quite possible it would not cover arrangements for control of a 
number of banl-ing units which could easily be devised in the future to escape 
coverage of the definition proposed by the Board. In contrast, your committee 
believes the definition of "bank holding company" contained in H. R. 6227 is a 
realistic definition fully adequate to meet these possibilities of evasion. 

As pointed out previously this bill does not deal with banks owned by an in- 
dividual. The definition of "company" contained in the bill does not include an 
individual, and it also specifically excludes the administrator of a person's estate, 
the executor of a person's v& ill, and the trustees of a testamentary trust. Also 
excluded would be an irrevocable trust the corpus of ivhich is donated by one 
person and consists only of such person's property. In connecti&m with the latter 
exclusion, however, your committee desires to point out that the exclusion is only 
intended to cover bona fide trusts created for specifically named beneficiaries. 
The exclusion is not to be used to evade the purposes of the act. For instance, if 
a number of individuals owning stock in the same banks create such trusts for the 
purpose of controlling the banks through the voting of the trustees in concert, 
such trusts would not be bona fide trusts entitled to exclusion from the provisions 
of this bill. Your committee desires to alert the Federal Reserve Board in this 
respect, and requests the Board to inform vour committee and the Congress in its 
annual reports of attempts to use this particular exclusion for the purpose of 
evading the purposes of the bill. 

TAX REI. IEF FOR DISTRIBUTIOVS MADE UNDER THE ACT 

The bill would add a new part YIII to subchapter 0 of the Internal Revenue 
Code of 1954. Under this new part, tax relief is accorded to distributions which 
are made pursuant to the Bank Holding Company Act of 1955 within the peried 
'prescribed in the act. 

In general, a corporation which comes within the terms of the act as a bank 
holding company is given its choice of two alternative routes (that is, to remain 
a bank holding company, or to dispose of its interests in banks). 

If the corporation decides to remain a bank holding company subject to the 
supervision of the Federal Reserve Board, it may distribute any "prohibited 
property, " which the Board certifies is necessary or appropriate to comply with 
the act, to its shareholders without the recognition of gain by the shareholders 
on the distribution. For this purpose "prohibited property, " in general, means 
stock, securities and other obligations, or other assets of nonhanking businesses 
to the extent the bank holding company is required to divest itself of such assets 
under section 6(a) of the bill. The term, however, does not include cash, 
Government bonds, or certain short-term obligations. In the ordinary case cash 
and cash equivalents, such as Government bonds and short-term obligations, wil] 
not come within section 6(a) of the bill as property which must be disposed of by 
the bank holding companV. It is believed desirable, however, to expressly exclude 
cash, etc. , from the definition of "prohibited property, " since a similar exclusion 
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is contained in the comparable provisions of part VI of subchapter 0, relating 
to exclmnges i» obedience to HZC orders. 

With iespect to the dis!ributiiig corporation, the usual provisions of the 
Internal Revenue C»de of Ifi, &-I apply. Under these pi'ovisions, gain generally 
is uot recognized to the distributing corporation except under unusual circum- 
stances such as the distribution of LIFO inventory, the distribution of property 
subject to a liability in excess of the adjusted basis, or the distribution of certain 
installment ol&ligations. 

The distribution of "prohibited property" mav he made either directlv to the 
shareholders of the coiporation which is a bank holding company or mav be 
transferred to a wholly oivned subsidiary expressly created for purposes of 
receiving the prohibited propeity. The stock of the subsidiary must be immedi- 
ately distributed to tlie shareholders of tlie corporation which is a bank holding 
company if the distribution is to be made under this bill without the recognitiou 
of gain to the shareholders. 

If a corporation ivhich qualifies as a bauk holding company under the act 
chooses tlie second alternative route, it may distribute to its shareholders any 
bank stock or other l&roperty of a kind which causes it to be a bank holding 
company, without the iecognition of gain to the recipient stocl-holders. The 
Board must certify, however. that distribution of property of that kind is 
necessary or appropiiate to effectuate the policies of the act. In such a case, 
the corporatiou uiay, for example, distribute to its shareholders all of its shares 
of bank stock without the recognition of gain even though it ivould be possible 
to retain shares of stock in one bank without being classified as a banl- holding 
company. Your committee believes that this treatment i. necessary because 
a corporation which is compelled to divest itself of part of its bank stock by 
reason of the act may wish to distribute all of its shares of bank stock, so that 
no possibility will exist that it will be classified as a bank hobling company in 
the future. 

Your conmiittee contemplates that the Federal Reserve Board in the discharge 
of its functions in malring certifications that exchanges and distributions are 
necessary or appropriate to effectuate the purposes of the act will carefully 
scrutinize the facts aud circumstances in each case to prevent abuses aud will 
cooperate fully with the Treasury Department to this end. Although the time 
of reco nition of gain may be legitiniately shifted under the provisions of this 
part, nothin, in these provisions is to be c»ustrued or applied in such manner as 
to perniit tax evasion or sham transactions entered into for avoidin tax. 

Your committee has restri& te&1 the noni ecognition treat»&ent described above 
to property whi&. h ivas owned on !Iay 1. &, I!)~, i. This restriction is deemed nec- 
essary to prevent corporations from purchasing interests in banks or other 
property in order that their shareholders may get the benefit of the tax treatment 
provided in the act. The restriction would not apply, however, if the property 
ivas received in a transaction in ivhicli gaiu was not recoguized because of the 
general rules described above. For example, if prohibited property was dis- 
tributed by a subsidiary to its parent iu a corporate chaiu without recognition 
of gain to the parent by reason of these provisions, the parent, in turn, rnav dis- 
tribute the property to its oivu shareholders without recognition of gain under 
a certification by the Board, even though the property was acquired by the 
parent after Nay 15, lq. », . Sin&ilarly, the !Iay 15, 10. », , cutoff date is not 
applicable where the prohibited property or bank stock (or other similar prop- 
erty) certified by the Board is transferred to a ivholly oivned subsidiary created 
for that purpose and the stock of the subsidiary is immediately distributed by 
the qualified bank holding corporation to its shareholders. 

As in the ease of the first alternative route, uonrecognitiou treatment is avail- 
able whether the bank stock or other siiuilar property certified by the Board is 
distributed directly to shai'eholders or ivliether it is first transferred to a wholly 
owned subsidiary expresslv created for tliat purpose and the stock of the sub- 
sicliary is then iinmediately distributed to the shareholders of the parent. 

To preveut certain tax avoidance possibilities that might otherwise exist, your 
committee's bill does not extend nonrecognition treatuient, uuder the general 
rules described above, to any portiou of a distribution attributable to a coutribu- 
tion to the capital of any corporation where the contribution is made after May 
Io, 10ofi. This restriction applies ivhether or not the coutribution to capital is 
made by a shareholder of the corporation receiving such contribution. In the 
case of a contribution to the capital of a bank, however, the limitation does not 
apply if it is determined that avoidance of Federal income tax was not a 
principal purpose of the contributiou. 



Where the nonrecognition treatruent has been extended to "prohibited property" 
which has been distributed by the corporation which is a bauk holding coinpany, 
a final certifiication must be obtained from the Board that the corporation i&as 
divested itself of all property ne«essary for compliance ivith the act i&ithin the 
statutory period perniitted for divestment. If this final certification is not 
obtained, the transactions previously permitted to be made without recognitiou 
of gain are reopened and tax niay be imposed in such cases. For this purpose 
the statute of limitations ou assessmerit of a deficiency resulting solely from 
such a transactiou does not expire until 1 year after the date on which the 
corporation gives notificatiou that a final certification by the Board has been 
Inade. 

A similar final certification is required where nonrecognition treatment has 
been originally accorded to the distribution of bank stock or similar property of 
a kind which the Board has certified as necessary so that the corporation will 
cease to be a bank holding company. In this case the tax provisions of the bill 
provide that the Board nmst give a final certification that the corporation has 
ceased to be a bank holding conipany ivithin 2 years after the date of enactinent 
unless the time has been exteuded by the Board for 1-year renewals noi, to exceed 
fi years from date of euactment. 

MISCELLANEOUS PROVISIONS 

The bill contains a number of miscellaneous provisions, some of which are of 
substantive importauce, and some of which are technical in nature. 

The basis of stock or other property received by a distributee without recog- 
nition of gain under the provisions of the bill is deterinined by allocating the 
adjusted basis of the stock with respect to which the distribution was made 
betiveen such stock and the property so distributed. This rule is similar to the 
general rule for allocation of basis in the case of a stock dividend. The bill 
provides that the allocution shall be made under regulations provided by the 
Secretary or his delegate. 

SECTION-BY-SECTION ANALYSIS OF THE BILL 
Section, I. — This section provides that this act may be cited as the Bank Hold- 

ing Company Act of 19, i, &. 
Sect(oi& 8. — This section sets forth a declaration of policy by the Congress that 

the creation and expansion of bank holding companies be subjected to coutrol, 
that bank holding companies be required to separate their business of managing 
and controlling banks from unrelated businesses and that bank holding com- 
panies be subjected to the same type of examination and regulation as the banks 
which they control. The section further provides that it is a policy of the Con- 
gress generally to maintain competition among banks and to minimize the 
danger inherent in the concentration of economic power through centralized 
control of banks. 

Section 8. — Subsection (a) defines the term "bank holding company" to mean 
any company which directly or indirectly owns or controls 2fi percent or more 
of the voting shares of 2 or more banks or of a company which is or becomes a 
bank holding company by virtue of this act; or. any company which, after notice 
and hearing, is determined by the Board of Governors of the I&'ederal Reserve 
System to exercise directly or indirectly a controlling influence over the mana e- 
ment or policies of 2 or more banks. A successor to any such bank holding 
company for purpose of the act is deemed to be a bank holding company as of 
the date of predecessor company becauie a bank holding company. Hoivever, 
no (1) mutual savings bank, (2) nonprofit reli, ious, charitable, scientific, or 
educational organization, nor (9) company owning banks with aggregate deposits 
of less than glfi million as of December 81, 1954, shall be classed as or held 
to be a bank holding company by reason of the ownership of the stock of any 
bank as of the effective date of the act. A provision of the definition specifically 
excludes any corporation wholly o~ned by the United States, or any bank own- 

i»g or controlling shares in a fiduciary capacity except where such shares are 
beneficially held for all or a majority of the persons interested in the hank. 

Subsection (b) defines a "subsidiary" of a specified bank holding company 
in terms of the ownership and control tests applicable to a liank holding company. 

Subsection (c) defines the term "company" to include iiny bank, corporation, 
partnership, joint-stock compar&y, business trust, votiug trust. , association, or any 
similar organized group of persons v hether incorporated or not. However, any 



such con&puny the majority of the ihares of which are owned by the f ederal 
Government or by any State are excluded. 

Sul&»« ti&&n (d) defines the teru& "bank" to include any national or State bank, 
savings 1&ank or trust company, but excludes any organization &vhich does not do 
business within the Unit«d States. The subsection also defines the terms "State 
member bank" and "district bank. " 

Sui&s« tion (e) defines the term "su«««»sor" and gives the Board of Governors 
nf the Federal Reserve System the right by regulation io further deiine the 
term "successor" to the extent necessary to prevent evasion of the purpose» 
of the act. 

Subsection (f) makes clear that wl&ere the term "Boar&0' is used in the act 
the refereuce is to the Board of Governors of the Federal Reserve SVstem. 

Section 11. — This s& «tion cont;&in» te& hnical amendmeuts to haul'ing acts and 
other acts to reflect the provisions of this act. 

Subsectiou (;&) amends the ]6th para"ral&h of section 4 of the Federal Reserve 
Act which pertaius to the nominatiou an&1 election of class A and class B direc- 
tors of Federal Reserve banks. 

Subsection (b) provides for r«peal of the last sentence of paragraph 10 and all 
of paragraph 22 of section 9 of the Fc&lcral Reserve Act. These paragraphs re- 
spectively deal with the penalty imposed on a State meml&er bank for failure 
to obtain reports of holdin company afliliatei and the applicability of voting 
l&ermit conditions to State member banks affiliated with a holding company 
affiliate. 

Subsection (c) provides for repeal of subsection (c) of section (2) of the 
Banlting Act of 1008, as amended. That subsection contains the definition of 
a "hol&liug company afliliate" under ihat act. 

Subsection (d) rewrites section 0144 of the Revised Statutes, as amended, 
so as to delete the provisions of that section relating to voting permits of hold- 
ing company aililiates of &mtional banks. 

Subsection (e) an&ends section 6211 of the Revised Statutes so as to remove 
a sent& n«e subjectin ~ holding con&puny affiliates to the reporting provisions of 
that section. 

Subsection (f) amends sub«hapter 0 of chapter 1 of the Internal Revenue 
Code of 10. &4 by adding a ne&v part VIII. This part YlII sl&ccities the extent 
to which (clurin a transition period after the enact&uent of the bill) gain will 
not be recognized upon receipt of property by a shareholder of a bank holding 
&ompany, if such distribution is &un&le pursuant to a certilication by the Boar&1 
of Governors of the Federal Reserve Sy. tern that such distribution is necessary 
or appropriate to etI«ctuate the Bank Ho)din Company Act of 10. ». . The provi- 
sions of the new part VIII are restricted by their oivu terms to the gain directly 
attriln&table to the receipt of property in the distributions» specifically de- 
scribed. 

The rules cont:. &inc&1 in part VIII are in addition to the other provisions of 
subtitle A of the Internal Revenue &'ode of 10. &4 (iu«h ai pr&&visions relating 
to the recognition or nonrecognition of gain to a corporation making distributions, 
the provisions under whi&h tax-free reorganizations may be effectuated, etc. ). 
'. &lany of these other proviiions are contained in subchapter C of chapter 1 of 
such code (relating to corporate distributions and reorganizations). The pro- 
visions of part VIII super»«de the other provisions of chapter 1 onlv in the 
cases qualifyin, under p:&rt VIII, and in those cases only to the extent specinc 
provision is contaiued iu part VIII. 

Section 1101 seti f& rth the comlitions for nonreco" nition of gain attributable 
to distributions of property by a qualilied bank holdin corporation when re- 
ceived by the shareholder ivith respect to his stock in such corporation. In addi- 
tion rules are provided as to the date the qualified bank holding corporation 
must have acquired the property before it can be distributed with iso gain reco- 
nized to its shareholders as a result of the distribution. This section also 
l&rescrii&es certain conditions &vhich must be fulfilled before any such distributions 
of property will obtain the nonreco niti&&n of gain benefits of its provisions. 

Subsection (a) of section 1101 provi&les that a distribution of prohibited prop- 
erty bv a quali(ied bank holdin corporation with respect to its stock and without 
the surrcuder by the shareholder of any stock or securities in su«h corporation 
&vill not result in any gain being re«&"»iz«d on the receipt of such property bv 
the shareholder if the Board lms, before the distribution, certified that the 
clistribution of such property is uecessary or appropriate to carry out the first 



sentence of section 6(a) of the Bank Holding Company Act of 1955. On the 
date of distribution the distributing corporation must have been a qualified 
bank holding corporation. The first sentence of section 6(a) provides in general 
that it shall be unlawful for any bank holding company, after 2 years from the 
effective date of the Bank Holding Company Act of 1955, to own any shares 
or other securities or obli "ations of any company other than a bank or to engage 
in any business other than that of banking, or of managing or controlling banks, 
or of the kind of businesses enmuerated in section 6(c) (1) of the act. However, 
such section 6(c) sets forth certain exceptions and permits the holding by a 
bank holding company of certain types of property. 

Subsection (b) of section 1101 applies to a distribution of property by a qual- 
ified bank holding corporation, with respect to its stock, to a shareholder without 
the surrender by the shareholder of stock or securities in such corporation where 
the Board has before the distribution certified that (1) such property is of. a 
kind ivhich causes such corporatiou to be a bank holding company, (2) the 
disposition of property of that kind is necessary to enable such corporation to 
cease being a bank holding company, and (8) the distribution is necessary or 
appropriate to effectuate the policies of the Bank Holding Company Act of 
195o. In the c'ise of a distribution falling within subsection (b), no gain to 
the shareholder upon the receipt of such property is to be recognized. I'roperty 
which is intended to be covered by subsection (b) of section 1101 is that property 
or properties which is of a kind which causes a company to be a bank holding 
company ivithin the provisions of section 8(a) of the Bank Holding Company 
Act of 1955. Thus, assuining that all the conditions of this part are met, a 
qualified bank holding corporation may distribute to its shareholders without 
the recognition of gain to them upon such distribution, part or all of the voting 
shares of one or inore of the banks the ownership of which voting shares was 
the basis upon which such corporation is a bank holding company, if the Board 
makes the certification required by paragraph (2) of subsection (b). further- 
more, if any corporation was held by the Board to be a bank holding coinpany 
under clause 2 of section 8(a) of the Bank Holding Company Act, and if such 
corporation is a qualified bank holding corporation as required by this part, 
such corporation would be permitted to distribute whatever property it owned 
upon the basis of which such determination was made by the Board to its share- 
holders without recognition of the gain on the distribution, if the Board certifies 
in accord with paragraph (2). 

A qualified bank holding corporation which distributes prohibited property 
iiith respect to which the Board has certified as required by paragraph (2) of 
subsection (a), may not have any distributions qualify under subsection (b). 
If the first distribution under this part falls under subsection (b), no distribu- 
tion may qualify under subsection (a). It is the intent of these subsections 
that a qualified bank holding corporation must determine whether it will dispose 
of prohibited property and remain a bank holding company or whether it will 
dispose of the property upon the basis of which the corporation is determined 
to be a bank holding company. 

Subsection (c) of section 1101 is a limitation upon the application of sub- 
sections (a) and (b) Subparagraph (A. ) of paragraph (1) of subsection (c) 
specifically excludes from the application of subsectious (a) and (b) of section 
1101 any property which a qualified bank holding corporation acquired after 
May 1o, 19o5, except to the extent such corporation received such property (even 
though subsequent to May 15, 1955) and gain was not recognized by reason 
of subsection (a) or (b), or unless the property was received by the corporation 
in exchange for all of its stock in an exchange to which paragraph (2) or (8) 
of subsection (c) applies. 

Under subparagraph (B) of paragraph (1), neither subsection (a) nor (b) 
of section 1101 is applicable to any distribution by a qualified bank holding cor- 
poration with respect to any stock which was acquired by the shareholder of 
such corporation after May 15, 1955, unless such shareholder receives such 
stock in a distribution the gain with respect to which was not recognized by 
reason of subsection (a) or (b). 

Paragraph (2) of subsection (c) of section 1101 is an exception to the general 
rule of paragraph (1) of subsection (c) that subsections (a) and (b) do 
not apply to anv property acquired by the distributing corporation after May 15, 

Under paragraph (2) if a qualified bank holding corporation exchanges 
solely property which, under subsection (a), such corporation could distribute 
directly to its shareholders without the recognition of gain to such shareliolders, 
for all of the stock of a second corporation created and availed of solely for 



the purpose of receivin" such property, and immediately after the exchange, 
the qualified bank holdiu ~ corporation dist& ibutes all of such stock to its share- 
holders with respect to its stock, then all of the stock of the second corporation 
may be distributed to the sharel&alders of such qualified bank holding corpora- 
tiou vvithout recognition of gain. Howev&r, prior to such exchange the Board 
must certify tlmt the exchange and distribution are necessary or appropriate 
to effe& tuate the first seutence of section 0(a) of the Bank Holding Company Act 
uf 1!). ». . 

P&&ragraph (8) of subsection (c) of a& c!. ion 1101 is auoth& r exception to the 
gener:&l rule of paragraph (1) of subsection (c) that subsections (a) and 
(b) do n&&t apply to any property acquired by the distributing corporation after 
l!Iay 1. &, lfi, », . Under l&arag&"»ph (9) if auy qualified bank hol&ling corporation 
exchanges solely property which, under subsection (b), such corporation could 
distribute directly to its shareholders vvithout the r&c&& nition of gain to such 
shareholders, for all of the stocl of a second corporation created and availed of 
solely for the purpose of receiving such property an&1 imn&ediately after the 
exchange, the qualified bank ho!din ' corporation distrilmtes all of such stock 
to its shareholders with respect to its stock, then all of the sto& k of the second 
corporation may be distributed to the slmreholders of su& h qualified bank hold- 
ing corporation without the recognition of gain. However, prior to such ex- 
change the Board must have cc& tified that such property is of a kind which 
causes such corporation to be a bank holding company, that the disposition of 
property of that kind is necessary to enable such corporation to cease being 
a bank holdin con&pany, and that the ex&. l&ange and di. tribution are necessary 
or al&propriate to effectuate the policies of the Bank H&&lding Company Act of 
19»: &. 

Und& r subsection (0) of section 1101 the nonrecogniti&m of gain provided by 
subsection (a) or (b) shall not apply to th;&t portion of any di. tribution which is 
attributable to any contribution to capital of any corporation made after allay lo, 
1905. Thus, assume that corporation A (a qualified bank holding corporatiou) 
owns all of the stock of corporation X (such stock being property falling within 
the provisions of subse&. tion (a) of section 1101). Assuu&e further that corpora- 
tion A, after May 15, 19». &, makes a contribution to the c;&pital of corporation X 
in the amount of $ &0, 000. Thereatter, corporation A makes a distribution to 
which subsection (a) of section 1101 applies of the stock of corporation X to the 
shareholders of corporation A. Under subsection (d), the nonrecognition of 
gain provided by subsectiou (a) does uot apply to that portion of the distribution 
which is attributable to the contribution of capital, that is, s, i0, 000. The amount 
of the distribution to the extent of the contribution to capital, gi0, 000, is a dis- 
tribution subject to the provisious of section 801 of the Internal Revenue Code of 
1904. 

Paragraph (2) of subse&tion (&1), however, provirles an exception to the rule 
established in paragraph (1). Paragraph (2) provides that lraragraph (1) shall 
uot apply with respect to any contribution to capital of a bank if the Secretary or 
his dele ate determiues that the avoi&lance of Federal iucome tax was uot oue 
of the principal purposes for n&akin such contributions. 

Subsection (e) of section 1101 provides that neither subsectiou (a) nor sub- 
section (b) shall apply &vith respect to any distribution by a corporation unless the 
Board &nakes the certiiication required by the subsection. 

Paragraph (1) of subsection (e) relates to certification with respect to dis- 
tributions falling within subsection (a). It provides that subsection (a) shall 
not apply to any such distribution unless the Board certifies that, before the ex- 
piration of the period permitted under section 6(a) of the Bank Holtlin Com- 
pany Act of lb. ». (including auy extensions thereof grante&l to such corporation 
under such section 0(a) ), tbe corporation has disposed of all the propertv, the 
disposition of which is necessary or appropriate to effectu;&te the first sentence 
of such section 0(a) (or would have been so necessary or appropriate if the cor- 
poration had continued to be a banl. - holding co&npany). Iu order that subsection 
(a) of section 1101 is to apply to distributions of prohibited property by a quali- 
fied banl. - holdiug corporation, it is essential that such corporation rlispose of all 
of the property vvhich it is required to dispose of by reason of ihe Bank Holdi»g 
Company Act of 19o~, within the period (including extensions thereof) specified 
in section 0(a) of such act. During the period during whi& h such corporation is 
require&1 to clispose of all such propertv, distributions of prohibited property are 
to be considered as being within subsection (a) of section 1101, if other require- 
n&ents of this part are met. Thus, uo gain would be recognized to shareholders on 
distributions (if such clistributious would otherwise qualify for the beuefits of 
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t»s p»t) during such period. If, at the close of such period, the corporation 
has disposed of all of the property wliich it is requii'ed to dispose of by the Board 
and the B& ai'&1 i&as in'lde the cel'tification required under subsection (e) of section 
1101, subsection (a) otsection 1101 wifi apply to disiributions of prohibited 
property. Hovvever, if, at the close of such period, the corporation has not dis- 
posed of all of the property the disposition of which is necessary or appropriate to 
e(Tectuate tlie first s&. uten«of s« tion 0(a) of the I-', a»k Hol&lin &'ompany Act of 
10o5, then subsection (a) of section 1101 &vill not apply to any distribntions of 
prohibited property by the corporation. Thus, in a case where the provisious of 
subsection (e) (1) are uot n&et, the tax treatment of any distribution of pi'o- 
hibited propert. . " by a qualified l&ank holding c& rporation to its shareholders is 
goverried by the provisions of other sectioiis of the Interual Revenue Code of 
10&&4 applicable tli&ueto. 

1&arograph (2) of snbs«' lion (e) of section 1101 is appli&'able to distributions 
falling within subsection (b) of sectiou 1101. Subparagraph (A. ) provides that 
subsection (b) shall not aiiply with respect to any distributiou by;»~y corporation 
unless the Board certifics that, before the expiration of 2 yc:irs after the ena& t- 
ment of this p;lrt, the qualI(ied bank holding corporation has ceased to be a bmik 
holding company. However, un&ler subparagraph (B) the Board is authorized 
on the application of any qualified bank holding corporation to extend such 
period from time to tinie lvith respect to such coipor;ition for not ulore than 1 
year at a. tiine if, in its judgnient, such an extension lvoul&1 not be detrimental 
to the public interest. Such p& riod niav not in any case be extended beyond the 
date o years at'ter the date of euactlnent of this part. In order that subsection 
(b) of section 1101 is to apply to distributions of property of a kind whi&h 
&auses a qualifie&l bank hohling corporiltion to be a liank holding company and 
the dispositio~ of which is necessaiy to enable such coiporation to cease being a 
bank holding company, it is essential that such corporatiou cease to be a bank 
hei&ling conipany &vithin the period (including extensions thereof) specified in 
subsection (e) (2) of section 1101. During the period during which such cor- 
poration dispos&s of property to enable it to cease heing a bank holding companv, 
distributions of such property are to be considered as being within subsection 
(b) of section 1101, if other requirenlents of this part are met. Thus, no gain 
would be recognized to shareholders &m such distributions (if such distributions 
would otherwise qualify for the benefits of this part) during su& h period. If, at 
the cl&ise of such period specified in subsection (e) ('&), the corporation has 
ceased to be a banl- holdiu company, subsection (b) of section 1101 &vill apply 
to distributions of such property. However, if, at the close of such period, tlie 
corporation has not ceased being a bank holding con&pany, then subsection (b) 
of section 101 will not apply to any distributions of such property by the cor- 
poration. Thus, in a case where tbe provisions of subsectiou (e) (2) are not 
&net, the tax treatment of any distributions of property of a kind which causes a 
qualified bank holding &orporation to be a bank holding company to its share- 
holders is governed bv the provisions of other sections of the Internal Revenue 
Code of 1054 applicalile thereto. 

Section 1102 provides special rules for the application of this part. 
Subsection (a) relates to the basis of property acquir«1 in distributions under 

either subsection (a) or subsection (b) of section 1101. If gain is not recognized 
by reason of either of such subseci. ions with respect to the receipt of any property, 
then the basis of su&h property and of the stock with respect to vvhich it &vas 

distributed, shall, in the hands of the distributee, be deterniined by allocating 
the adjusted basis of such stock bet&veen such property an&1 su&h stock. Such 
allocation shall be made un&ler regulations prescribed by the Secretary or his 
dele ate. 

Sub. ection (b) of section 1102 relates to the periods of liruitation. Under this 
subsection the periods of limitation provided in sections 0 &01 and 000'& on the 
making of an assessment or the collection by levy, or a proceeding in court shall 
not expire, with respect to any deficiency (i&icluding interest and additions to 
the tax) resultin solely from the receipt of property to which subsection (a) or 
(b) of section 1101 applies, before the date which is 1 year after the date on 
which the corporation notifies the Secretary or his delegate, that final certifica- 
tion by the Board &vith respect to the corporation from which such property was 
received has been made under section 1101(e); and such assessment and collection 
may be made notwithstanding any provision of law or rule of law which would 

otherwise prevent such assessment and &ollection. Thus, if the Board does not 
make the certifi&ation provided in sul&section (e) (1) or (2), the periods of 

ga8474' — 5&1 — 60 
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limitation provided in sections 6501 and 6502 will not prohibit the making of 
an assessinent or collection by levy or proceeding in court with respect to any 
deficiency for prior taxable years resulting solely from receipt of property which 
would otherwise fall within subsections (a) or (b) of section 1101. 

Subsection (c) of section 1102 relates to allocation of earnings and profits. 
In case of any exchange described in section 1101(c) (2) or (8), the earnings 
and profits of the corporation trausferring the property shall be properly allo- 
cated between such corporation and the corporation receiving such property 
under re ulations prescribed by the Secretary or his delegate. 

Subsection (d) relates to itemization of property distributed. The Board is 
required in any certification under this part to make such specification and 
itemization of property as may be necessary to carry out the provisions of this 
part. 

Section 1108 sets forth the definitions, for purposes of this part, of "bank 
holding company, " "qualified hank holding corporation, " "prohibited property, " 
'nonexempt property, " and "Board. " 

Subsection (a) of this section provides that the term "bank holding company" 
means a bank holding company as defined by section 8 of the Bank Holding 
Company Act of 1955. 

Subsection (b) of this section defines the term "qualified bank holding corpora- 
tion. " In order for a corporation to be a qualified bank holding corporation, 
and therefore for its shareholders to receive the special tax treatment provided 
by this part, it must not only be a liank holding company but in addition, it 
inust hold "prohibited property" as defined in subsection (c). For example, 
if the sole assets of corporation X consist of 25 percent of the voting shares 
of each of 2 banks, corporation X is not a qualified bank holding corporation. 

In addition, to be a qualified bank holding corporation the prohibited property 
must have been acquired on or before May 15, 1955, by a corporation which is a 
hank holding company, or must have been acquired in a distribution to it by 
a qualified bank holding corporation with respect to which gain is not recog- 
nized by reason of section 1101(a). Furthermore, a bank holding company 
which holds prohibited property acquired by it in exchange for all of its stock 
in an exchange described in section 1101(c) (2) is a qualified bank holding 
corporation. 

The preceding para raph may be illustrated by the following examples. (1) 
If the sole assets of corporation X on May 15, 1955, consist of cash and 25 
percent of the voting shares of each of 2 banks and on hlay 80, 195;&, corporation 
X purchases nonbanking business assets, corporation X is not a qualified bank 
holding corporation. (2) The sole assets of corporation Y, on 'Slay 15, 1955, ' 

consist of 25 percent of the voting shares of each of 2 banks and 4 percent of 
the outstanding voting securities (the value of which is less than 5 percent of 
the value of corporation Y's) total assets of corporation 8, a qualified bank 
holding corporation. Corporation Z distributes nonbanking business assets 
to corporation Y which are prohibited property in the hands of corporation Y, 
in a distribution to which section 1101(a) al&plies. Corporation Y becomes 
a qualified bank holding corporation by reason of the distribution by Z. (8) 
On 5Iay 15, 1955, corporation B owns all of the stock of corporation A, a qualified 
bank holding corporation on such date. Corporation B, a qualified bank holding 
corporation by virtue of its ownership of the stocl- of corporation A, transfers 
such stock to corporation C in an exchange meeting the requirements of section 
1101(c) (2). Corporation C is a qualified bank holding corporation. 

Notwithstanding that a corporation meets the requirements of paragraph (1) 
of subsection (b), such corporation shall not be a qualified bank holding corpora- 
tion unless it meets the additional requirements of subparagraphs (A), (B), 
and (C) of paragraph (2). 

Subparagraph (A) of paragraph (2) provides that a bank holding company 
shall not be a qualified bank holding corporation unless such corporation would 
have been a bank holding company on AIay 15, 1955, if the Bank Holding Com- 
pany Act of 1955 had been in effect on such date, or unless such corporation is a 
bank holding coinpany determined solely by refereuce to the following: (1) 
Property acquired by such corporation on or before May 15, 1955; (2) property 
acquired by such corporation in a distribution by a qualified bank holding cor- 
poration to such corporation wherein gain was not recognized by reason of sub- 
section (a) or (b) of section 1101; aud (8) property acquired by such corpora- 
tion in exchange for all of its stock in an exchange meeting the requirements 
of section 1101(c) (2) or (3). 
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Thus, if on ofay 15, 100»o, the sol& ass&. ts of co)'porafion X consist of cash and 
b»&di&&'ss ass&'ts an&i on 3lay 00, 10. ». , covporation X acq»ires "& percent of tbe 
votin shiircs of each of ' banks fov cash, then, by reason of subpal"lgiaph (A) 
of i)a»»graph (2), corporation X, althou h a bank holding company, holding 
prohibited property acquired by it before )Iay 1. &. 1000, is not a qualified bank 
holding coi'novation. An adilitional ex&imple of the application of subpavagral»~ 
(A) of paragralih (2) is )vhei e & ovpoi ation X is detciaiiiued, by the Board, after 
;)I;)y 1, ), 19, . », , to be a bank holding con)pany by )'eason of clause (2) of secti&»l 
g(a) of the B;ink Hol&lin! Conf&any Act of 10, ». , solely by iefeience to (1) 
property acquired b) s»ch corporition on or before 31&&y lfi, 10&, &, and (2) pl'&&1&- 

erty acqnived by it fron) a qualified b:ink holcling corporation in a clistributioii 
in which gain to the &listi'ibufee )vas not vecognized by reaso» of subsection (a) 
or (b ) of section 1101. 

Except as explainecl in the next para raph, subpavag)aph (B) of paragrapli 
(2) provides that a b»nl- hol&lin!" coi»p;iiiy shall not be a qualifie&l hank holding 
corporation hy re;is»» of either (I) the acquisition by such banl- holding com- 
pany of prohibited property after 31&)y lfi, 10ol, iu a disti ibution fvo»i a qualified 
bank holding corpovation to vvhi&h section 1101(a) is applicable or (2) the 
acquisition by such bank holding coi»p:iny (ivliich comp»»y ivould not have 
been a bank holding company &»i )lay 1, &, 1000&, if the Ba»k Hol&ling Company 
Act of 10oo had beeu in eff« t o» such date) of property describe'&I in clause (ii ) 
of subparagraph (A) of pava raph (2). An exaniple of the operation of tl&c 

foregoin i~s where, ou )liny 10, 1050&, the sole 'issets of corporation Y col')sist 
of cash and ". 

& percent of the votin ' shares of each of t)vo banks. On 1&lay . l&), 

10&fi, corporation Y purchases for ciish»0 pcvcent of the stock of corporation Z, 
a qualified bank holding corporation. Corporation Z distributes business assets 
to corporation Y in a clistribntiou iu which "ain to corporation Y with respect 
to the receipt of such property was not recoguized by reason of section 1101(a). 
Corporation Y is not a qualified bank holdinrc corporation since such property 
was acqnired by corporation Y in a distribution )vith respect to stock acqnire&1 
after 31ay lo, 19'. 

A bank holdin company nray be a qualifie bank holdin, corporation by rea- 
son of the property described in the preceding paragraph if such property w:)s 
acquired in a distribution witll respect to stock which was a&quired by snch 
company (1) on or before %lay 10, 19;&o, (2) in a distribution (with respect to 
sto&k beld by it on hiay 1'&, 10, &, ~, or with respect to stock in iespect of which 
all previous applications of this clanse are satisfied) with vespect to which gain 
to it was not recoguize&1 by reason of subsection (a) ov (b) of section 1101, ov 
(8) in exchange for all of the st»&. k of the banl- holdin conipany in an exchange 
meeting the requirements of section 1101(c) (2) or (8). 

Subparagraph (C) of liaragi;iph & 2) states that a corporation may not be 
treated as a qualified bank holdiug coi'poration unless the Boaid certifies that 
it satisfies the requii ements of subsection (b) of section 1100. 

Subsection (c) of section 1103 defines the term "prohibited pvoperty. " Such 
property is deiincd as property, other than nonexempt pro)&evty, the disposition 
of which, in the case of auy bank holding company, &vould be necessary or appro- 
priate to effectuate the first sentence of section 0(a) of the Dank Holding Co»i- 
pany Act of 10», if such co»ipany continued to be a hank holding company 
beyond the perio&l (including any extensions thereof) specified in sec~tion 0(a), 
in the case of distributions under section 1101(a), or sl&« ified in section 1101 
(e) (2) (B), in the case of clistrihnfions under section 1101(b). The ter»i 
"prohibited property" &loes not inclmle shares, securities, or obligations of any 
company which are hehl by a bank holding company to the extent that the own- 
evship hy such hank boiling comps»y of such prol&ertv is not prohibited bv 
section 0 of such act by reason of subsection (c) (0) of such secti&m. 

Subsection (d) defines the term "»onexen)pt prof&evty, " the clistributiou of 
which may not bc accovcled the tax treatment provid&d by this part. 

Subsection (e) of this section state~ that the term "Board" means the Board 
of Governors of the Fe&ler:)1 Reserve Sv; tern. 

Subsection ( ) amends the I»vest»)ent Company Act of 1010, as amended, 
and the Investment A&lvisevs Act of 1040, as amended, so 'ls fo exclude fronl 
those acts. hank holcling col'»pal&i&'s as defined in the Ba»k Holding Company 
Act of 19, "&. & rather than as defined in the Banking Act of p):l;l. The subsec- 
tion also excludes from the Investment Company Act of 1940 and the Investment 
Mvfse&s Act of 1040 any banlcing silbsicll;ll'y ol' ofhel' subsidiary of a. bank 

hol i' company if such subsidiary is exempt from the provisions of section 0 o cling company i 

of the Bi&nk Holding (. 'ompany Act of 10:)0 by reason of the provisions of section 

6(c) (1) of that act. 
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[H. R. 6712 — P. L. 495] 

AMENDINO SECTION 1237 OF TIiL»' INTERNAL REVENUE 
CODF OF 1954 

[House of Representatives Report No. 1608, Eighty-fourth Congress, First Session] 

[July 30, 1955] 

Mr. Boggs, from the Committee on Ways and Means, submitted the following 
report [To accompany H. R. 0712]: 

The Committee on Ways and Means, to whom was referred the bill (H. R. 
f712) to amend section 1237 of the Internal Revenue Code of 1954, having 
considered the same, report favorably thereon without amendment and recom- 
mend that the bill do pass. 

PURPOSE OF BILL 

This bill amends section 1287 of the Internal Revenue Code of 1954 relating 
to real property subdivided for sale. Under this bill the capital-gains treat- 
ment generally granted by section 1237 is extended to certain corporations and 
other taxpayers who may not qualify under the present section. This bill also 
allows taxpayers under certain circumstances to make public-utility improve- 
ments on the propertv that is within the scope of this section. 

GENERAL STATEMENT 

Prior to the enactment of the 1954 Code when a taxpayer subdivided real 
property for sale, he was likely to be considered as holding the property for 
sale to customers in the ordinary course of a trade or business and subjected 
to ordinary income treatment. Section 1237 provirled relief in a limited area 
by providing special rules for the taxation of gain from the sale of real property 
coming within the scope of the section. The section provides that the taxpayer 
is not to be considered as holding property primarily for sale customers in 
the ordinary course of trade or business "soley" because he subdivided the 
tract for purposes of sale or because of any activity incident to the subdivision 
or sale if the property came within the scope of the section. If the taxpayer 
could be considered a dealer in real property because of his transactions involv- 
ing other property, the property would still be considered as held for sale to 
customers in the ordinary course of trade or business. 

EXPLANATION OF BILL 
Under the 1954 Code, section 1237 is limited to real property "in the hands of a 

taxpaver other than a corporation. " The first section of this bill extends the 
scope of the section to include corporatious if no shareholder directly or indirectly 
holds real property for sale to customers in the ordinary course of trade or 
business. Thus, in the case of a corporation neither the corporation nor any 
shareholder may be a real-estate dealer. 

The second section of this bill allows certain property to come within the scope 
of section 1237 although the taxpayer has n&ade improvements on the property. 
Under section 1237(a) (2) of present law, property is not to qualify if the tax- 
payer (as defined in section 1237 (a) ) has made a substantial improvement on the 
tract of land that substantially enhances the value of the lot or parcel sold. The 
subparagraphs of subsection (b) (3) of present law provide that no improvement 
is to be deemed a substantial Improvement for purposes of subsection (a) if the lot 
or parcel is held by the taxpayer for a period of 10 years and the taxpayer satis- 
fies certain conditions. Subparagraph (A) provides that the Improvement must 
constitute the building or installation of water or sewer facilities or roads. 
Subparagraph (B) provides that it must be shown to the satisfaction of the 
Secretary or his delegate that the lot or parcel, the value of which was substan- 
tially enhanced by such improvement, would not have been marketable at the 
prevailing local price for similar building sites without such improvement. Sub- 
paragraph (C) provides that the taxpaver must elect in accordance with regula- 
tions prescribed by the Secretary or his delegate to make no adjustment to the 
lot or parcel, or of any other property owned by the taxpayer, on account of the 
expenditures of such improven»cuts. 
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»»ends subsection (b) (3) to provide that, the taxi)ayer may install "other public utilities" as well a. s tll&)se listecl iu the present paragraph (3) ( +) ~ The bill also provides that in detern&iniug whether or not an iu&provement is to be considered a substauti«l iml&r&&vemeut, the requirements of subparagraphs (B) anti (C) described above are uot to apply in the case of property acquired throu, h the foreclosure of certaiu lieus. The lien u&ust have secured the pay- ment of an indebtedness to the taxpayer or (in the ease of a corporation) to a creditor &vho has transferred the foreclosure bid to the taxpayer in exchan e for all of its stoclc and other cousi&leratiou and in the case of property acljacel&t, to such property if 80 percent of the real property o&vned by the taxpayer is 
property acquired in the u&am&er des& ribcd above. 

Your comiuittee has reported this bill unaniu&ously. 

[II. R. ()(1) — I'. L. -[!)5)] 

A'. &&IEXDIXO SE(. eTI(GX 1", ', ( OI TIIE IXTEI;NAL REVENUE 
CON:, Or«o, ) ~ 

[Senate Report Xo. 1705, Rtgl&ty-fourt!& Congress, Second Session. Calendar Ko. 17301 

[March "' (le islative daV, Ma& & h 10), 1050] 
Mr. Long, from the Co&umittee on Finance, sub&uitted the following report [To 

accompany H. R. tii!21: 
The Committee on Icinance, to whom was referred the bill (H. R. 0712) to 

an&end sectiou 1237 of the Internal Fvevenue Code of I!)54, haviu" cousidered the 
same, report favorably thereou witt& a&uendments an&1 recotuu&end that the bill as 
amended do pass. 

The amendmeuts areas f&&llows: 
Page 1, line 7, strike out "busiuess" and insert "business and only in the case of 

property described in the last seuteuce of subsection (b) (3) ". 
Page 1, strike out subsectiou (a) of se& tion 2 and insert: (a) In 

subparagraph 

(A) strike out "water or se&ver facilities" aud insert: ")vater, se&ver, or drainage 
facilities". 

PUR1'OSE OF BILL 
This bill aiuends section 1237 of the Internal Revenue Code of 1054 relating to 

real property subdivided for sale. Uuder this bill the capital-gains treatment 
generally grauted by section 123( is exteuded to certain corporations and other 
taxpayers in the ease of land acquired directly (or indirectly in the manner 
provided) throu. h foreclosure and held for n&ore than 10 years although the tax- 
payer may have installed water, se&ver, or drainage facilities or roads. 

General Statemeut 

Prior to the enactment of the 1!)5&4 Code vvhen a taxpayer subdivided real prop- 
erty for sale, he was likely to be considered as holding the property for sale to 
custoruers in the ordinary course of a trade or business and subjected to ordinary 
income treatment. Section 1237 provided relief in a limited area by providing 
special rules for the taxatiou of gain fro&n the sale of real property comiu ~ 

within the scope of the section. The section provides tint the taxpayer is 
not to be considered as holding property pri&narily for sale to custotuers in the 
ordinary course of trade or business "solely" because he subdivided the tract for 
purposes of sale or because of any a& tivity incideut to the subdivision or sale if 
the property came vvithiu the scope of the section. If the taxpayer could be con- 
sidered a dealer in real property because of his transactions involving other 
property, the property would still be considered as hei&i for sale to customers in 
the ordinary course of trade or business. However, a dete&nuination that a tax- 
payer is a dealer in real estate roust i&e predicated upon all the facts and circum- 
stances surrounding the transaction or transactions in question and the fact that 
a c t taxpayer's charter permits or prohibits trading in real estate would a corpora e axpaycr's 
not of itself be contolling. For purposes of section 1237, property will not be re- 
garded as held for sale to customers solely because of real-estate development 
and sales activity, relating to the tract, that is within the scope of section 1237. 
This bill enlarges the scope of sectiou 1237 primarily with regard to property that 
is acquired through foreclosure. 
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EXPLANATION OF BILL 
This bill allows certain property to come within the scope of section 1287 

although the taxps. yer has made improvements on the property. Under section 
1287 (a) (2) of present law, property is not to qualify if the taxpayer (as de- 
fined in see, 1287 (a) has made a substantial improvement on the tract of land 
that substantially enhances the value of the lot or parcel sold. The subpara- 
graphs of subsection (b) (8) of present law provide that no improvement is 
to be deemed a substantial improvement for purposes of subsection (a) if 
the lot or parcel is held by the taxpayer for a period of 10 years and the tax- 
payer satisfies certain conditions. Subparagraph (A. ) provides that the improve- 
rnent must constitute the building or installation of water or sewer facilities or 
roads. Subparagraph (B) provides that it must be showu to the satisfaction 
of the Secretary or his delegate that the lot or parcel, the value of which was 
substantially enhanced by such improvement, would not have been marketable 
at the prevailing local price for similar building sites without such improve- 
ment. Subpara raph (C) provides that the taxpayer mu»t elect in accord- 
ance ivith regulations prescribed by the Secretary or his delegate to make no 
adjustment to the lot or parcel, or of any other property owned by the taxpayer, 
on account of the expenditures of such improvements. 

This bill amends subsection (b) (8) to provide that the taxpayer may install 
"drainage facilities" as well as those listed in the present paragraph (8) (A). 
The bill also provides that in determining whether or not an improvement is 
to be considered a substantial improvement, the requirements of subparagraphs 
(B) and (C) described above are not to apply in the ease of property acquired 
through the foreclosure of certain liens and property adjacent to such property 
if 80 percent of the real property ovvned by the taxpayer is property acquired 
through foreclosure as described in paragraph (8). The lien must have se- 
cured the pavment of an indebtedness to the taxpayer or (in the ease of a 
corporation) to a creditor who has transferred the foreclosure bid to the tax- 
payer in exchange for all of its stock and other consideration. 

Under the 1954 Code, section 1287 is limited to real property "in the hands 
of a taxpayer other than a corporation. " This bill extends the scope of the 
section to include corporations in the case of land acquired through foreclosure 
and adjacent property (as described in the last sentence of subsection (b) (8) ). 

Your committee has made two amendments in the bill as passed by the House 
of Representatives. Under the House bill, the benefits of section 1287 would have 
been extended to corporations on the same basis as individuals in all eases if 
no shareholder of the corporation was a real-estate dealer. It was pointed out 
that this provision would be ditfieult to administer, and your committee has 
amended the bill to permit corporations to qualify only if the corporation is 
holding property originally acquired through foreclosure of a lien thereon. 
'I'his would include a corporation to which was transferred the foreclosure 
bid in exchange for all of its stock and other consideration or a corporation 
was itself the creditor. 

The second amendment made by your committee removes a reference in the 
bill to "other public utilities" and substitutes "drainage facilities. " This will 
~arrow the scope of the House bill by limiting the tvpes of improvements that the 
taxpayer may make and remain within the scope of section 1287. 

This bill is applicable to all taxable years beginning after December 81, 1954. 

[H. R. 7030 — P. L. 545j 

REVISION AND EXTENSIOX OI' SUGAR ACT OF 1948 

[House of Representatives Report No. 1848, Eighty-fourth Congress, First Session] ' 

[JULY 22, 1955] 

Mr. Cooley, from the Committee or. Agriculture, submitted the follolving report 
[To accompany H. R. 7080]: 

The Committee on Agriculture, to whom was referred the bill (H. R. 7080) 
to amend and extend the Sugar Act of 1948, as amended, and for other purposes, 

4 This publication of the committee report is restricted to excerpts involving internal 
revenue matters. 



having con»i'lered the same, report favorably tliereon with aiuendmeut and 
reco»&me&id that tll& bill as a»&ended do pass. 

The aniendmeut is as follovvs: 
Strike out all after the euactin clause and insert: 

Sac. 21. Sections 4001(c) aud 0412(d) (relating to the termiimtion of taxes 
on silg'll') of the Internal Rev«nue &'. »de of 10 &4 ill'e &unended by striking out '1007" in each place it appears thereiua»d insertiu in lieu tliereof "1001". 

SEo. 22. -Section 4;&02(4), chapter 4, subcliapter A, "Sugar", of the Internal 
Revenue Code of 1034 is ani«nd«d as follows: Strike o»t, the l&arcuilietical word "(Cler et)" where it occurs iii tile iil st senteiice aud delete the second seiitence 
thereof. 

SEc. 23 (a) Section 4004, chapter 37, subchapter A, "Sugar", of tbe Internal 
Reven»e Code of 10, &1 is amen&led by adding before the period at the eud thereof 
the folloiving: "an&i except tlmt such tax umy be subject to refunds as a tax 
under the provi sions of section 0418 ( a) ". 

(b) Section 0418(a) of eh&pter 0» of the Internal Rev«nu& Code of 1(E&4 is 
au&ended by strilriug out the '(a)" imi»ediately folloiving "sectiou 4»01". 

SEc. '&4. The ameiidi»ents ma&le li&'reby»h;ill bee&&me effective January 1, 1030, 
except as otlierivise desiguated;in&1 except that required de!eia»iuations aud 
regulations niay be issued in 1030 for tile caleiidar year 103&'&. 

iIA JOR PROVISIONS 

K R. 7030 reeimcts and extends for 4 years, to Decor»ber 31, 1000, the Su ar 
Act of 1048, as auieiided, &vith furtlicr aulendments dealiiig priiuarily with ad- 
justuients of quotas inteuded to give domestic producers a fair share in the 
growth of the United States sugar i»arl&et and to brin" about an equitable p;ir- 
ticipation by foreigii suppliers iii tliis luarli&'t. The present act, in the absence of 
any action by the Cou ress, would expire December 31, 1030. 

The bill also extends for 4 year», to June 30, 1001, the applicability of the 
excise tax ou sugar in the Internal Revenue Code. This tax tinanccs the sugar- 
stabilization program. This le, islation's major effect is to open the way for 
United States &i»me»tic area producers to participate with foreign areas in 
supplying the. rowth of the United St:ites sugar marl et. 

NATIONAL POLICY 

For many years it has beeu the policy of tile United States Government — for 
defense and strategic reasous — to preserve within the Uuited the ability to 
produce a portion of our sugar requireiuents. This has beeii doiie because sugar 
i» an csseutial and vital food product needed by Aiuericau consumers, the supply 
of which ou a world&vide scale has beeu marked by periods of alternatiug scarcity 
and surplus. 

A large portion of the world's sugar production is roivn in tropical countries 
ivith esseutially one-crop ecouomies, vvhere cheap labor is abundantly available 
and cannot be utilized in other enterprises. An additional lar "e portion is 
distributed aniong the majority of the countries of the lvorld wliich, like the 
Uuited State», provide protectiou to their sugar industries. Iu these circum- 
stances, it is uulil&ely that a si nificaut amount of sugar ivould be grown in the 
continental U»ited States if Anieri&an producers had to couipete on the open 
world market with su ar produced ivith cheap tropical labor. 

For mauy years, protection vviis afforded to our sugar producer» solelv thro»gh 
the tariff. Althou"h the tariff did assist domestic producers, it still left them 
exposed to the price fluctuations of the world sugar market. It also increased 
the price of sugar to consumers in the I. "nited States without assuring them of 
adequate foreign sources of supply in case of emer encies. 

A quota systeiu which prorated domestic co»»umptiou a»iong producers in 
the United States and a nimiber of foreign countries was developed aud enacted 
as law in 1034. Tlie quota systeni vvas ievised iu 1037 and again in the present 
act which became effective in 1048 a»d was an&ended iu 10. &1, effective as of 
January 1, 1003. Since initiation of the quota systeiu, the tariff ou sugar has 
been reduced 73 perceut and uow represents only supidenieutary protect'on to 
the sugar industry. 
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A tax of 0. 5 cent per pound is imposed on all sugar manufactured or imported 
into the United States. Payrrrents are marie to domestic producers of sugarcane 
or suga. r beets at a rate which ranges from 80 cents per hundredweight of recov- 
erable sugar produced on small farms to as little as SO cents per hundredweight 
of production in excess of 80, 000 tons of sugar on large f:rrms. To qualify for 
payments under the program, producers must comply with production restric- 
tions, pay fair wages to workers, and not employ child labor and, if they are also 
processors, pay fair prices for sugarcane or sugar beets. 

Income to the Government from the tax on sugar has been very substantially in 
excess of the amount disbursed as pavments to domestic growers during each 
of the years under the program. In recent vears the income from the excise 
or import compensating tax has approximated g80 million annually, while pay- 
ments to growers have approximated $65 million. 

In the last 18 years there has been a net return to the Treasury of over $800 
million in the difference between collections on the sugar excise tax and the 
actual cost of the stabilization program. 

ANALYSIS OF TETE BILL 
Ileftnitione 

The amendments contained in sections 1 through 4 of the bill revise some of 
the definitions contained in title I of the Su. ar Act of 1948, as amended. In 
general, these amendments are for the purpose of clarifying definitions in a man- 
ner such that their literal wording will be in keeping with the intent of the 
act, and to provide more specihc instructions for administering those provisions 
of the act dependent upon definitions. 

The first and second sections of the bill amend subsections (d) and (e) of 
section 101 of the act. Subsection (d) defines raw su, ar and subsection (e) 
defines direct-consumption sugar. The amendments clarify the present def- 
inition with respect to the classification for quota purposes of liquid sugar from 
domestic areas as either raw or direct-consumption sugar. (The wording of 
the present definitions is such that liquid sugar cannot technically be classified 
as either raw or direct-consumption sugar. Consequently, a literal interpretation 
of the present definitions would permit liquid sugar of refined quality from 
domestic off-shore areas to enter under the overall quotas without regard to 
the direct-consumption limitations. ) The amendments to subsections (d) and 
(e) provide that liquid sugar from domestic areas would be classified as either 
raw or direct-consumption su. ar in accordance with the same principle that 
is applied to the quota classification of crvstalline sugar. The amendments 
specifically exclude from such classification liquid sugar from foreign countries 
inasmuch as liquid sugar entries from such areas are limited by fixed quotas. 

Section 8 of the bill amends subsection (i) of section 101 of the act bv 
striking out the parenthetical word "(Clerget)". The word "Clerget" refers 
to an analytical method and its deletion does not affect the meaning of the term 
'total sugar content" which is defined in subsection (i). Its deletion in the 
amendment, however, rloes relieve the Secretary of Agriculture of requiring 
the use of a method (the Clerget method) for determining sucrose in the meas- 
urement of total sugar content, which is not the most accurate method for the 
conditions under which its use is prescribed. The amendment permits the Secre- 
tary to specify more accurate methods for such determinations. 

Section 4 of the bill adds a new subsection (n) to section 101 of the act. 
The amendment defines the term "to be further refined or improved in qualitv", 
which is contained in both the raw and the direct-consumption su, ar definitions 
and is a criterion for distinguishing raw from direct-consumption sugar for 
quota purposes. The definition of the term "to be further refined or improved in 
quality" basically establishes the minimum processing to which sugar must be 
subjected before it can be classified as raw sugar. In the event that there is 
any question as to the processes to which raw sugar is to be subjected or as to 
the quality of the sugar being processed, the amendment also provides the 
Secretary of Agriculture with authority to hold hearings to determine whether 
specific processes to which sugar is subjected meet the requirements of the 
standards established by the amendment or whether sugar processed is of raw 
or direct-consumption sugar quality. The amendment gives clearer guidance to 
the Secretary of Agriculture in administering those provisions of the act, which 
require him to classify sugar as raw or direct-consunrption for making the proper 
quota charges. The amendruent permits the Secretary to consider the tvpe and 
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eztent of r processing a»el the quality of s»gar i» addition to the»se crit&riou con t&ll»eel 1» 8 b in subsectio»s (d);&ud (e) iu &listi»guishiug raxv sugar fro»1 direct- «ousu»lptio» sugar. 

¹ 
periods for &ehicl& bill is eff&ctiae 

¹ 
Section 21 eztends to Ju»&' 60, 1001, the period d»ri»g which the ezcise a»d 

import co»lpeuslti»g t&1z is appli«;1ble to sugar. 
¹ 

4»&e»d»&e»ts to the I»ter«ol Rcr&»»e Co&le 

Section '' of the bill ameu&1s se&tion 4602(4) 'of the 10o4 Internal Revenue 
Code. That section of the I»ter»al Reve»ue Code &lef'»&es the term "total sugars" 
similarly to the term 'total sugar «outent" coutained in section 101(i) of the 
Sugar Act a»d iu additio»»1akes 1efcre»ce to Customs Regulatious of 1060, 
which have siuce been superseded. The ameml»1e»t iu uo 1vay;&ffects the me»»- 
in" of the ter&u "total sugars" and permits the Treasurv Department to use 
methods that are 1uOSt approi1riate tO the deteru1iuatiOn Of total s»gars. 

Section ". l of the bill ar»e»ds section 4504 and 6418 (a) of the Internal Revenue 
Code of 10»4. The arne»d1»cuts provide that the import c&m&peusating taz o» 
manufactured sugar imported iuto the U»ited States for use iu the distillation 
of alcohol or for livestock feed may be refunded. Section 212 of the Sugar 
Act exempts from quota coutrol auv sugar or liquid sugar used for such purposes. 
Ho1vever, taz ezemption under the Internal Revenue Code has been ouly partly 
cousistent with the quota ezemptiou. The processiu, taz (applicable to sugar 
manufactured in the United States) has beeu refundable ou sugar use&1 for live- 
stock feed or for the distillation of alcohol, but the i&»port compensating taz (ap- 
plicable to mauufactured sugar iu1ported into the United State. ) has not been 
refundable on sugar used for the same purpose. The ameudmc»t provides that 
either the processin, taz or the import co1upen. . »ting taz, 1vhichever is applicable, 
may be refunded ou sugar used for livestock feed or for the di tillation of alcohol. 

[EE. R. 7(), o0 P. Ei. 545] 

EXTENSION OF SUGAR ACT OF 1048 
[Senate Report Xo. 1461, Eighty-fourth Congress, Second Session. Calendar 'Xo. 1482] s 

[January 26 (legislative dav, January 16, 10»6)] 

hfr. Byrd, from the Committee on Finance, submitted the following report 
[To accompany H. R. 7030] 

The Committee on Finance, to xvhom divas referred the bill (H. R. 7030) to 
amend and ezteud the Sugar Act of 104S, as amcuded, and for other purposes, 
having considered the same, report favorably thereou (with au ameudmeut aml 
recommend that the bill as arne»ded do pass. 

BIAJOR PROVISIONS 

In view of the long-term commitments and planning necessary for the eflicient 
operation of the sugar-producing industry, the committee feel. that a 6-vear 
eztension is desirable. The House bill provided for a 4-year eztension. The 
bill as reported by the committee also ezteuds the termiuation date of tazes 
under the Iuternal Reveuue Code for 6 years. 

¹ 

ANALYSIS Oli THE BILL 
I)cfini t tons 

Sections 1 through 4 of the bill au1end certain definitions contained in title I 
of the Sugar Act of 104S, as amended. In general, these ameud1»cuts clarifv the 

1 on of the committee report is restricted to ezcerpts iuvolving internal This puhlica ion o 
revenue matters. 
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definitions to coincide vvith the evident intent of the act. In addition, the 
amendment provides more specific instructions for administering those pro- 
visions of the act dependent upon definitions. 

The first and second sections of the bill amend subsections (d) and (e) of 
section 101 of the act. Subsections (d) and (e) define raw sugar and direct- 
consumption sugar, respectively. The wording of the present definitions is such 
that it is doubtful ivhether some liquid sugar from domestic offshore areas should 
be classified as either raw or direct-consumption sugar, although a literal inter- 
pretation of the present definitions would permit liquid sugar of refined quality 
from domestic offshore areas to enter within the overall quotas without regard 
to the direct-consumption limitations. The amendments to these two subsec- 
tions clarify the present definitions to permit the classification for quota pur- 
poses of liquid sugar from domestic of'fshore areas as either raw or direct- 
consumption sugar. Such classification is in accordance with the principle that 
is applied to the classification of crystalline sugar. The amendments are in- 
tended to exclude from the raw and direct consumytion definitions liquid sugar 
from all foreign countries. Liquid sugar entries from such countries are limited 
by sections 208 and 212 of the act. The amended definitions of raw and direct- 
consumption sugar are supplemented by, and are to be read in the light of, the 
provisions of the nevv subsection (n). 

Section 3 of the bill amends subsection (i) of section 101 of the act by striking 
out the parenthetical w&&rd "(Clerget). " The word "Clerget" refers to an ana- 
lvtical method and its deletion does not affect the meaning of the term "total 
sugar content" ivhich is defined in subsection (i). Its deletion in the amend- 
ment, however, eliminates the requirement of the use of a method (the Clerget 
method) for determining sucrose in the measurement of total sugar content. 
The amendment permits the utilization of neiver and more accurate methods for 
such determinations. 

Section 4 of the bill adds a new subsection (n) to section 101 of the act. The 
ainendment defines the term "to be further refined or improved in quality, " 
which is contained in both the raw and direct-consumption sugar deiinitions 
and ivhich is a criterion for distinguishing raw from direct-consumption sugar 
for quota purposes. The definition of the term "to be further refined or improved 
in quality" basically establishes the minimum processing to v-hich sugar must 
be subjected before it can be classified as raw sugar. In the event there is any 
question as to the processes to ivhich raw sugar is to be subjected or as to the 
specifi qualities of sugar ivhich may be so processed, the amendment also pro- 
vides the Secretarv with authority to hold hearings to determine whether spe- 
cific processes to which sugars are subjected meet the requireruents of the stand- 
ards established by the amendment or whether sugars of specific qualities are 
of raw or direct-consumption sugar quality. The amendment gives clearer 
guidance to the Secretary in administering those provisions of the act, which 
requires him to classify sugar as raiv or direct consumption for making the 
proper quota charges. The amendment permits the Secretary to consider the 
type and extent of processing and the quality of sugar in addition to the use 
ciiterion contained in subsections (d) and (e) in distinguishing raiv sugar 
from direct-consumption sugar. 

Administrative provisions 
s 

Section 19 extends to June 80, 1963, the period during which the excise and 
import compensating tax is applicable to sugar. 

Section 22 of the bill provides that the amendments shall become effective Janu- 
ary 1, 1956, except as otherwise provided. In particular, sections 1 through 4 
will become effective upon implementation by publication of regulations in the 
Federal Register or 6 months after the date of enactment of this bill into law, 
whichever is earlier. 
Amendments to ttie Interna/ Revenue Code 

Section 20 of the bill amends section 4502(4) of the 1954 Internal Revenue 
Code. That section of the code defines the term "total sugars" similarly to the 
term "total sugar content" contained in section 101 (i) of the act and refers to 
Custoins Regulations of 1930, which have since been superseded. The amend- 
meut in no vvay affects the meaning of the term "total sugars" and yermits the 
Treasury Department to use inethods that are most appropriate to the determina- 
tion of total sugars. 



945 

Secion 21 of the bill amends section 45&0o anti 041S(a) of the Iuternal Revenue 
Code of 1!);&4. The amendments provide that the import compensating tax o» 
manufactured sugnr imported iuto the United States for use in tlie distillation of' 
alcohol or for livestock feed iuay be refunded, Section 212 of the sugaz aet. 
exeinpts from quotAs any sugar or iiq»id s»„ar used for such purposes. However 
t;ix exemption under the Iuterunl Revenue Code has beeu only partly consiste»t 
nitll the quota exeuiption. Tin ex& ise t:tx al&plicnble to su nr»zanufactured iii 
the United States has been refun&1able»&i s» nr used for livesto«k feed or foi' the 
distillation of alcohol, but the inip»rt «&m&pmis'ttittg tax applicable to manufac- 
tnied sugar i»iported iiito the Uiiitc&1 Stntes h;ts not been ref&7»dnble on sugar 
use&1, for the same purpose. Tlie auimi&lmeut 1&rovides titnt either the excise tax 
or flic iniport eonipensating tnx, whit liever is appli&-, ible, may be refunded on 
su "nr used for livestock feed or foi ilte ili. tiiintion»f a]«&&h»1. 

[H. Pi. 70, 'J() — P. I. . 545] 

EXTEXsIOX OY HI7(, . YP &FACT OI' 1948 

[El«use of Representatives Report zxo. 2171, Eighty-fourth Cou "res, Secon&E Sessionl e 

[11&ty 10, 1!), &(1 J 

Ilr. Cooley, from the co»»uittre of confer»»& e, sui»»ittr&1 the following 
conference report [to ac«»uipnuy Ii. 11. 7000 J: 

The committee of conference on the &lisngreei» ~ votes of tlie ttv&& Houses on 
the ameudineut of the Senate to the bill (H. R. 7030) to;in&au&1 iind extend the 
Sugar Aet of 194S, as a»)ended, aitd for other purposes, hnvi» uiet, after f»11 
and free conference, have agreed to reco»it»cud n»d do rec»iu&»emi to their 
«v«&id«&1 fo &'cad as folio&«8: 

That the House recede from its disitgi cement to (lie auie»du)cut of the Sennte 
and agree to the saiue with an nmen&1me»t as foll&&ws: 

In lieu of the niatter proposed to be inserted by the Se»nte nmeu&liuent insert 
the following: That srcfio&i 101(d) of fhc Sup»i. . 1&1 of Igq&S, as a»&ended, is 
«r»rndccf fo i. cad as follotrs: 

"(d) Tlie fr&ni '&. au& saga&" »&cans a&iy svga&s (r rclvsicc of liquid 8»g&i& fioi» 
foreign coun!ries hari»g fig&&id saga& rluofas), ichefh&'r ot' not pr'&»rip»119 of 
crty81&illi2ic sfi &tet&&&'c, tchich, &27'e fo bc fv& fhr&' i rfi12&'rf or 1»&Z&roi!C&E iii 0&i&rli f9 fo 
produce any sugars principally of c& tysfaffi»e sfmc«fuzr or firlvi&1 stcga&. . " 

SEC. ' . Section 101 (e) of sucli =let is amczidcd Eo 1'carl as folio&& 8: 
"(e) The Ecri», 'rifi rrf-cozzscrn&pfion sicgar' »&ra»s czny stcy&irs pifiiclpnlfy of 

crystalline sfrucfvre anrl atty 11&!»id sicr!rcr (rrrlusfer of ligttfrl sugar frozzi forczgn, 
cott12fries haring lirf &cid suyar rlvofas), ichich ai e»ot to bc f »i flier refine& or 
ti&lp&'oz. '&. '&1 t&l filial(f1/. 

SEC. 3. Srcfion 101 (4) of such Act is vi&ic&tiled by dcl& fi»y tIce c&&ii& nfhcfiral 
u&oz d " ( Cfr& gc 1) ". 

SEc. 4. Rection 101 of sicch Aci is ai&i&iirf«d by acl&1ing ut flic czid thereof a 
seen purarfraplz Eo i & rid as folio&&. sz 

"(n) The term 'to be furfhr i rcfi»rrl oi i»ipiat &'d 1&i 02&vlifg' iiicans fo be 

subj c«ted, subsfa&ifiafly Eo the pt occ sac s rf (1) affin«fir»c or defer«fin», , (2) rivi 1- 

fic«iio&i, and (3) furfhcr pvrifiicafio&i by adso&'ption or ci'ysf&clli. :&rfi»i&. Yqir S«&&- 
1«&'9 i8 atctho&'ized. r&ffrr 8&ich 1&cart»g rind &r yon si&r'h &tr&fi«c a8 hc &&&ay by 7 rgtcla- 

fions prese&ibe, to rl«fri»tine tc hi the)' sprciffc 
8 

St c. 19. Sections !&501(c) ai«1 011. '(0) (i& 1»fi»g fo Ehc fc&»ti»afin&2 of Eaars 
on 8»!!ar) of the Iittci»al R&zc»uc Corfc of 195qz &in a»ic&irlr&E 1&y sf&ffrl»g 0'i&E 

"1957" in each place it appears fhrrrin a»d 1»sei fi»g 1&i 1!Cz& fh& icnf "1901". 
SEC. 20. Secfion !&5»2(!7), chayfrr 37, subchagfer A, "Sugar", of Ehe I»!&mal 

R&sr iiue Cocle of 195!, is a»ic iirled as folio«si Sfrilre ovf the p&r&&»Eh«tie«11«orrl 

"(Clerget)" tchere it occurs in the first 8&'&If«&lcr a»&E &1«1&. 'fc flic 8cco&l&E 8cnfczicc 

thereof. 
SEC. 21. (a) Sr«!ion !&50!&, chapter 37, Svbchapf&r 4, "Svg«r", of tlie I»- 

ternal Revenue Cocle of 195!7 is at&ten&lcd by a«'rfi&q! brfon; fice pr rio&E at fhe r&«E 

thereof the foliate'inyi ", rend rrccpt that such tax »ivy be subject to irftrnds as a 

Eag ttndr& Ehe p& oi'isinns of srcffo» dq&IS(a)". 

of tiie comn&lftee report is restricterl to excerpts involving internal 
s This Z&uhtication o 

revenue u&aht ters. 



(b) Section 61q18(a) of chapter 65 of the Internal Revenue Code of 195$ is 
amended by strilcing out the "(a)" immediately following "section I&501". 

Szc. 22. Except as otherwise provided, the amendments made hereby shag 
become effective as of January 1, 1956, except that sections 1 through $ shag 
become effective upon, publication in the Federal Register of regulations im- 
plementing such sections, or six months after the date of enactment of this 
Act, whichever is earlier. 

And the Senate agree to the same. 
HARoI. D D. Coor. zx, 
W. R. PCAGE, 
E. C. GA'rHINGs, 
T. G. ARERNETIIY, 
CLIFFORD R. HOPE, 
AUG. H. A. ÃDRESEN, 
)VILLIA31 S. HILL, 

Managers r&n the Part of the House. 
HARRY FLOGD BYRD, 
)VALTER F. Gzosoz, 
Rom. S. KERR, 
E. D. MILLIKIN, 
AVALLACE F. BENNETT, 

I)I anagers on the Part of the Senate. 

STATEMENT OF MANAGERS ON THE PART OF THE HORSE 

The managers on the part of the House at the conference on the disagreeing 
votes of the two Houses on the amendment of the Senate to the bill (H. R. 
7080) to amend and extend the Sugar Act of 1948, as amended, and for other pur- 
poses, submit the following statement in explanation of the effect of the action 
agreed upon and recommended in the accompanying conference report: 

The Senate amendment struck out all after the enacting clause of the House 
bill und substituted new language which was in many respects identical Ivith 
that adopted by the House and differed from the House provisions on only 
four major points: (1) the length of the extension of the Sugar Act, (2) the 
proportion of the increased demand in the Enited States allocated to foreign 
and to domestic producers, (8) the manner in which the domestic share of 
this increase is to be distributed among various domestic producing areas, and 
(4) the division of the foreign share of the growth in consumption among the 
producing countries. Following is the manner in which these major diiferences 
were resolved by the committee of conference: 

(1) The Senate conferees receded on the length of the extension of the act 
and agreed to the 4-year period in the House bill rather than the 0-year exten- 
sion passed by the Senate. 

HARCLD D. CooLEY, 
AV. R. PQAGE, 
E. C. GATHINGs, 
T. G. ARERNETHY, 
CI. IFFORD R. HOPE, 
AUG. H. ANDRESEN, 
WILLIAM S. HILL, 

jfanagers on the Part of the House. 

[H. R. 7086 P. I. . 898[ 

AMENDING SECTION 87 OF THE INTERN%I~ REVENUE 
CODE OF 1954 

[House of Representatives Report No. 1595, Eighty-fourth Congress, First Session] 

[ July 29, 1955] 
i%fr. itiason, from the Committee on Ways and Means, submitted the following 

report [to accompany H. R. 7080]: 
The Committee on )Vnys and i%leans, to whom was referred the bill (H. R. 

7080) to amend section 87 of the Internal Revenue Code of 1954 so as to conform 
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its provisions v«. pecting retire»ient i»&ome tnx & re&lit to the «o) respon&ling 1!b- 
eralized provisi»ns of the So& i;il Security Aiueuduients of 10»4, aud to extend i! s 
provisions to members of the Av»)ed 1'orces, having &onsidei'ed the same, repoi't 
fnvorably tliereon ivith auiei)di))cuts n»d recommei)d that the bill as amended 
d» pass. 

The nuieml»ients ar&' ns f»li&nvs: 
Strike out all nf ter the eni)& ting & l ause n»d insert: 

That section 37(d) (2) of tlie Iiiternal Revenue Code of 10 &4 (relating to liniitn- 
tion on vetiveuieiit iuc»uie) is liereby a)ii&'mled to read as folio)vs: 

"(2) iii the case of aiiy iudividnnl ivho h;i» u&&t:ittniue&l the nge of 72 before 
the close of tlie taxnble1e&ir, nny nnu&»ut of eai»ied in&»i»c (:i» defined in sub- 
section (g) )— 

"(A) in excess of y!)00 received by tlie individual in tl)e taxable venr if »»ch iii&lividual hns not nttai»cd the:ige ot' 0& bef»ve the close of the 
taxable year; or 

"(B) i» excess of $1, 200 received by the individual in the taxable yenl if su& h individual has iittnin& d the nge of 0 & before the cl&&»e of the tax;ible 
year. " 

SEc. 2. The an)enduieiit iu:ide by tlie first sc& ti»n of this Act sliall npplv only 
with respect t» tnxable years beginning n ftev December 01, 10, &. ). 

Aiuend the title so as to rind: 
A bill to amend se«tion, &7 of tl)e Inteiaial R& v«n»e Code of 10&4 vvith respect 

to the earued inc»n)e limitation o» retirement ii)come. 

I &URPO S E () F BILL 

This bill, n» reported, liberalizes the retireiuent iucon)e ere&lit provided in scc- 
tiou, '&7 of the Intevnal Reve»ue C»&le of 10&4 s» tlmt tlie "enr»iiigs test" under this 
provision covvesp»nds ivith the "iv»rl& test" uu&ler the social-»e& uvity laws. 

GENERAL STATEI&IE &T 

I:n&ler section . '-'7 of the I!) &4 code, iii iiidivi&lual ivho is 0, & ye&)vs of age or ov& r 
is ginnted a cvedit against his tax liability equivalent t» the tax, at tlie firs 
bracl-et rate, ou the amount of his retirement income up to $1, 200. This snme r&- 
tiremeut incouie credit is extended to those under a 'e b& with respect to peiisions 
or similar payutents received from public retirement sy»tei»s other tlian militni y 
retireuieut sy»tei»s (although this later restriction is removed in H. R. 201 ivhich 
has been passed by both Houses of C»»; r&'ss). Section 87 of the 10»4 co&le nl. o 
peru)its au individual to earn up to $000 a year as an employee or iii self-employ- 
»)ent ivithout affecting the nmount of tlie retirement credit. H&&ivever, eavriiiigs 
iu ex& e»s of $7300, in tlie «ii»e of an individual under age 7, & reduce, dollar for &lolbiv, 
the sL2&00 niaximum for retirei»eut iuconie. For those a'ed 7, & and over there 
is no earned iucome liuiitation. 

H. R. 7030, as reported, auiends section 07 (d) (2) to iucrcase from $000 to 
$1, 200 the amount that an individual cnu earu without reduciug the $1, 200 o» 
ivhich the vetireuieut credit is coiuputed. The age at )vhich tliere will be no 
limitatiou upon the amouut of cavu»&1 iiicoiue, also iu subsection (d) (2), is 
reduced fro»i &. & to 7'&. The aiiiend»ient» made by tlie bill apply only to taxable 
years beginning after D& ceiuber!ll, 10'». 

The nge limit of 7o for the waivin" of the "ear»in s test" a»d the exclusio» 
of the first $000 from the application of this test ivere desi, »e&1 to correspond to 
tl)e then existing old-age a)id survivors iu»urauce program. Benefits under thnt 
program, at the tinie the retirement income provision ivas considered last v) iir, 
)vei'e reduced for earni»gs iu exec»» of $000 au&1 f»r those nge 7, & n»d over there 
was no ivovk t&)»t. The Hou»e report ou the 1004 code with respect to the retire- 
)»ent i»conic provision st:)ted: 

Since the benefit of the credit is intended fov retired individunls, the bill empl»ys 
substantially the same test of retiremeut ns that adopted for social-security 
purposes. 

However, in the Social Secuvity Auiendiueuts of 1054, pas»c&l by C»u ress nfter 
the enactiuent of the 1004 code, the amount of earned income excluded, in deter- 
mining whether social-security benefits were to be reduced, ivns rai, ed from p)00 
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to $1, 200 and the work test was made inapplicable to those age 72 and over, rather 
than to those age 75 and over. Thus, the changes made in this bill in the case of 
the retirement income credit merely conform to the changes made in the Social 
Security Amendments of 1954. 

Since social-security benefits presently are not available to those under age 6o, 
this bill raised the earnings test from $900 to $1, 200 only for those age 65 to age 72, 

It is estimated that this bill as amended will reduce revenues by about $11 
million a year. 

This bill has been reported unanimouslv by your committee. 

r H. R. 7086 — P. L. 898] 

AMENDING SECTION 37 OF THE INTERXAI. REVENUE 
CODE OF 1954 AVITH RESPECT TO THE EARXED INCOME 
LIMITATION OX RETIRE][LENT IXCOMF. 

[Senate Report hgo. 1377, Eighty-fourth Congress, 1 irst Session. Calendar hlo. 1397l 

[January 12, 1956] 

hfr. Byrd, from the Committee on Finance, submitted the following report 
[to accompany H. R. 70M]: 

The Committee on Finance, to whom»as referred the bill (H. R. 70M) to 
amend section 67 of the Internal Revenue Code of 1954 vvith respect to the earned 
income limitation on retirement income, having considered the same, report 
favorably thereon without amendment and recommend that the bill do pass. 

By virtue of this action, the Committee on Finance accepts the report of the 
Committee on Ways and hieans, which is as follows: 

[See House Report No. 1595, page 946 this Bulletin] 

[H. R. 7054 — P. L. 417] 

CREDIT AGAINST ESTATE TAX FOR TAX ON CERTAIN 
PRIOR TRANSFERS 

[House of Representatives Report No. 1495, Eightv-fourth Congress, First Session] 

[July 27, 1955] 
[i[r. Baker, from the Committee on Ways and Means, submitted the following 

report [To accompany H. R. 7054]: 
The Committee on Ways and 3[cans, to whom was referred the bill (H. R. 

7054) to amend the Internal Revenue Code of 1939 to provide a credit against 
the estate tax for Federal estate taxes paid on certain prior transfers, having 
considered the same, report favorably thereon with amendments and recommend 
that the bill, as amended, do pass. 

The amendments are as follows: 
Page 2, line 1, after "decedent" insert: (but only if the decedent was a citizen 

or resident of the United States at the time of his death) 
Page 2, line 15, strike out "estate tax" and insert "tax imposed by section 

965". 
Page 5, strike out lines 17 through 21. 
Page 5, after line 21, insert: SEc. 2. No interest shall be allowed or paid on 

any ovcrpavment resulting from the amendment made by the first section of 
this Act. 

PURPOSE OI' BILL 
This bill adds a new section 814 to the Internal Revenue Code of 1969 providing 

that an executor of an estate may elect to take a credit against the estate tax 
for the amount of tax paid on property passing to the decedent from a person 
who died withiu 6 months prior to decedent's death. Those rvho claim such a 
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n edit must f&»'e, o any &ledn«tiou for previously taxed property allowed by s«etio» 
812(c) of the 1020 Code. This new election is to bc available with res!i«&t to 
estates of &1««'&lents &lying after D«& en&her 01, 1001, &&nd before August 16, 100&4. 

GENERAL STATE: » il& NT 

S'e«tion 812(c) of the 100!1 Coile provid«il:i deilu«tion fr»»i the gross &'it;&te 
for the value of property in«lnded in tlie deceilent's . ross estate which had 
previously been taxed as part of tlie «si;iie of an i»dividual ivlio died within, & 

years prior to the death of the de«e&lent. Tlie dedu& tion ivas also available with 
respect to tnx»ble gifts received 1&y the dec«&1«nt within «o y«;irs prior to his 
de;ith. To qu&ilit'y for the i& du& tion it i&ad to be possible to trace the propei'iy 
in the &lecedent's est:ite to th& prior ilecedcnt or &lo»oi. Rior&&over, no dedu«tion 
for previ&nisly taxed property divas allinv«&l if tlie property was received from a 
prior decedent ivho was the d«&««leiii. 's spi&»se. &&awhile s««iio» &12&(e) afio&ve&l 
a iiiarital deilu& tion for an ai»ount equal to the v»lue of. property passing from 
a decedent to his snrvivi»g spouse, this de&hie!ion was limii. ed to 60 percent. of 
the v&ilne of the a&ljnsted gross estate of the &lecedcnt. 

Numerous obje& tions eve&'c raiseil t&& tlie dedu«tion for pr& vionsly taxed prop- 
erty nnder tl&e 1050 code, This« in& lmle the fact tlmt a dc&lnctioii for property 
taxed iu a prior est:ite is au uusaiisfactory measure of the tax previ&»&sly borne 
by that property, tlie difficulties f&iceil in attempting to coi»ply with the "tracing" 
i'&lie, alld the inequity in «lenying any tax relief in the «ase of pi operty passin, . 
to a spouse in excess of amonnts foi' ivhi&h a marital &ledn& tiou «an be take». 
As a resnlt Con. ress in the Iuternal Revenue Code of 10, &4 (section 2010) 
afiowed as a credit against the decedent's tax all, or a portio», of an estate t:ix 
previously paid with respect to pioperty transferred to the de«eilent within 10 
years prior to (or 2 years after) his death. liloreover, acconnt w:is taken of tax 
previo»sly paid where property vv;is iu«luded in the estate of the sponse and 
where the transfer to the de&«dent was in excess of the anionnt for which a 
marital de&lnction conld b& talren. 

The creilit provided in the 10, &-i Code only applies, hoover&'r, i» the case of 
deceilents dyiug after the effe& tive &1ate of the lb. &4 Code, namely, Augnst 16, 
10o4. Cases of hnrclship nnder the 1080 Code have been calle&1 to your commit- 
tee's attention whi«li deseive the relief provided nnder the 10, &4 ('ode. Th«se 
are cases where a husband and wife, for example, have died within a short time 
of each other and where most of the estate of the fii st decedent passed to the 
spouse. In such cases, to tlie extent the property passing to the spo»se ex«cede&1 
the amount which could be taken ns a marital dedu«tion, tliere has been a siib- 
stautial diminntion of estates by the successive levying of &leath taxes ivithin a 
brief period of time. Therefore, your committee has made the credit for estate 
taxes paid on prior transfers available in certain cases urder the 1080 Code. 

EXPI, ANATION OF BILL 

Snbse«tion (a) of the nevv sectiou 814 of the 1020 Code provi&les that executors 
may elect to claim a credit for the Federal estate tax pai&l ivith respect to the 
transfer of property to the decedent by another person ivho died ivithin 6 months 
before the decedent's death. This is to be av;iihible ouly ivith respect to d«- 
cedent's ilying after Deceniber 81, 10, &1, where the 1060 Code applies. The trans- 
fer of property in this case iucludes property passing as tlie result of the exercise 
or nonexercise of a power of appoiutnieiit. There is no need to provide for 
red»«tio»s in the credit (as un&1& r the 10o4 Code) where the prior de«ed«nt pre- 
deceased the decedent by more than 2 years, since the ne&v section s14 of the 106&0 

Code only applies &vhere tlie prior decedent die&1 ivithin 6 months bef&&re the 
decedent. 

Subse&tions (b), (c), (d), and (e) of the new se& !. iou 614 as reported by vonr 
committee are the sauie in s»bstan&. e as the cori'espondiug snbse«tions of sc«ti&&n 

2018 of the 10&4 Code. Subsection (b) deals with the «oinlmtntion of the credit 
and in general determines the tax paid by the prior decedeut which is attribntable 
to property transferred to the de««&1eut. Subsection (c) in general provides 
that the credit allowed is»ot to exceed the benefit. the decedeiit vvould hav&& 

derived from the omissiou of the property previously tax«d froi» the ba. « for 
his estate tax. Snbsection (d) relates to the valuation of tlie property trnns- 
fei'red to determine the proportion of the decedent's estate it reprekents. In 
general its valne is to be its valne for pnrposes of iletcr»iining the Federal 
estate tax of the prior decedent red»ced by any death tax in&id out of this 
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property, any obligations imposed with respect to the property transferred to 
the decedent, and any marital deduction claimed by the prior decedent with re- 
spect to the property transferred to the decedent. Subsection (e) provides 
that the term "property" includes a beneficial interest in property, including 
a general power of appointment, 

Subsection (f), svhich does not correspond to any provision in the 1954 Code, 
provides that if the executor claims the credit provided by the new section 814 
of the 1930 Code he may not take a deduction (under sec. 812 (c) ) for prop- 
erty previously taxed. No such deduction is available under the 1954 Code. 

This bill has been reported unanimously by your committee. 

[EI. R. 7054 — P. L. 417] 

CREDIT AGAINST ESTATE TAX ON CERTAIN 
PRIOR TRANSFERS 

[Senate Report No. 1402, Eighty-fourth Congress, Second Session. Calendar No. 1421) 

[January 10 (legislative day, January 16), 1056] 
Nr. Byrd, from the Committee on Finance, submitted the following report 

[To accompany H. R. 7054]: 
The Committee on Finance, to ivhom was referred the bill (H. R. 7054) to 

amend the Internal Revenue Code of 1930 to provide a credit against the 
estate tax for Federal estate taxes paid on certain prior transfers, having 
considered the same, report favorably thereon with amendments and recom- 
mended that the bill as amended do pass. 

The amendments are as follows: 
Page 2, line 8, after " 'transferor')", insert "who was the spouse of the 

decedent at the time of such person's death and". 
Page 2, line 8, strike out "six months" and insert "2 years". 
Page 3, line 3, strike out "6 months" and insert "2 years". 

PURPOSE OF BILL 
This bill adds a new section 814 to the Internal Revenue Code of 1939 pro- 

viding that an executor of an estate may elect to take a credit against the 
estate tax for the amount of tax paid on property passing to the decedent from a 
person v ho was the spouse of the decedent at the time of such person's death 
and who died within 2 years prior to decedent's death. Those who claim such a 
credit must forego any deduction for previously taxed property allowed by 
section 812 (c) of the 1030 code. This new election is to be available with 
respect to estates of decedents dying after December 31, 1051, and before August 
16, 1054. 

GENERAL STATE5IENT 

Section 812 (e) of the 1030 code provided a deduction from the gross estate 
for the value of property included in the decedent's gross estate which had pre- 
viously been taxed as part of the estate of an individual who died within 5 
years prior to the death of the tlecedent. The deduction was also available 
with respect to taxable gifts received by the decedent within 5 years prior to 
his death. To qualify for the deduction it had to be possible to trace the prop- 
erty in the decedent's estate to the prior descendent or donor. &Ioreover, no 
deduction for previously taxed property was allowed if the property was received 
from a prior decedent who was the decedent's spouse. Ayhile section 812 (e) 
allowed a marital deduction for an amount equal to the value of property 
passin from a decedent to his surviving spouse, this deduction was limited to 
50 percent of the value of the adjusted gross estate of the decedent. 

Numerous objections were raised to the deduction for previously taxed prop- 
erty under the 1030 code. These include the fact that a deduction for property 
taxed in a prior estate is an unsatisfactory measure of the tax previously borne 
by tlmt property, the difficulties faced in attempting to comply with the "tracing" 
rule, and the inequity in denying any tax relief in the case of property passing 
to a spouse in excess of amounts for which a marital deduction can be taken. 
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As a result Congress in the Internal Revenue Code of 1054 (section 2018) allowe as a credit against the dec&dent's tax all, or a portion, of an estate tax previously paid ivith respect to property transferreil to the decedent within 
10 years prior to (or 2 years after) his death. Moreover, account was taken 
of tax previously l&aicl &vhere property was included in the estate of tlie spouse 
and where the transfer to the decedent was in excess of the amount for which 
a marital deduction could be taken, 

The credit provided in tlie 1054 code only applies, however, iu the case of 
decedents ilying after the effective date of the 1054 code, namely, August 10, 
1954. Cases of haidship under the 1090 cod& have been called to your com- 
mittee's attention whi&h deserve the relief provided under the 1954 code. These 
are cases ivhere a husband and ivife, for example, have died within a short time 
of each other and ivhere niost of the estate of the first decedent passed to the 
spouse. In such cases, to the extent the property passing to the spouse exceeded 
the amount wliich could be taken as a inarital deduction, there has been a sub- 
stantial diiuinution of estates by the successive levying of death taxes within 
a brief period of time. Therefore, your committee has inade the credit for 
estate taxes paid on prior transfers available in certain cases under the 1930 
code. 

Your committee has made two amendments to the bill. First, the bill has been 
extended to cover cases in which tlie decedent dies within 2 years of the death 
of the transferor rather than within G months as provided in the House bill. 
This extension of the period to 2 years corresponds with the period for which 
a full credit is given under section 2089 of the 1954 code. Second, the bill has 
been restricted to instances in which the transferor of the property was the 
spouse of the decedent at the time of the transferor's death. Section 812 (c) 
of the 1999 code denied the deduction to property previously taxed in the case 
of certain transfers bet&veen spouses and this restriction imposed the hardship 
from which your committee believes relief should be granted. 

EXPLANATION OF BILL 
Subsection (a) of the new section 814 of the 1989 code provides that executors 

may elect to claim a credit for the Federal estate tax paid with respect to the 
transfer of property to the decedent by another person who was the spouse 
of the decedent at the time of such person's death and who died within 2 years 
before the decedent's death. This is to be available only with respect to de- 
cedents dying after December 81, 1051, where the 1989 code applies. The trans- 
fer of property in this ease includes property passing as the result of the exercise 
or nonexercise of a power of appointment. There is no need to provide for 
reductions in the credit (as under the 1054 code) where the prior decedent 
predeceased the decedent by more than 2 years, since the new section 814 of the 
1939 code only applies ivhere the prior-decedent died within 2 years before the 
decedent. 

Subsections (b), (c), (d), and (e) of the new section 814 as reported by 
your committee are the same in substance as the corresponding subsections of 
section 2013 of the 1954 code. Subsection (b) deals with the computation of 
the credit and in general determines the tax paid by the prior decedent which 
is attributable to property transferred to the decedent. Subsection (c) in gen- 
e&'al provides that the credit allowed is not to exceed the benefit the decedent 
would have derived from the omission of the property previously taxed from 
the base for his estate tax. Subsection (d) relates to the valuation of the 
property transferred to determine the proportion of the decedent's estate it rep- 
resents. In general its value is to be its value for purposes of determining the 
Federal estate tax of the i&rior decedent reduced by any death tax paid out of 
this property, any obligations imposed with respect to the property transferred 
to the decedent, and any marital deduction claimed by the prior decedent with 
respect to the property transferred to the decedent. Subsection (e) provides 
that the term "propertv" includes a beneficial interest in property, including 
a general power of appointment. 

Subsection (f), which does not correspond to any provision in the 1954 code, 
provides that if the executor claims the credit provided by the new section 814 
of the 1080 code he n&ay not take a deduction (under sec. 812 (c) ) for property 
previously taxed. No such deduction is available under the 1954 code. 

This bill has been reported unanimously by your committee. 

696474' — 56 61 
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[II. R. 7004 — P. I . 408] 

UXT. ]'. (IITF&D DEDUCTIOX FOI~ CIIARITA. ]31~K 
COXTIi113UTIOX S 

[House of Representatives Report No. 1o06, Eighty-fourth Congress, First Session] 

[July 20, I 03&3&] 

&Mr. Cooper, from the Committee on Ways an&1 Means, subn&itted the foIlovving 
report [To accompa»y H. R. &0!)4]: 

'I'he Co&umittee on Ways and Means, to whom was referred the bill (H. R. r004) 
to amend section 120 of the Internal Revenur. ' Code of 1039 (relating to uu)imited 
deductiou for charitable &ontributi&ms), having consitl&re&l the same, report 
favorably thereon vvith antendments and re& ou»uend that the i&ill, as ameurled, do 
pass. 

The amendments are as fo)lovvs: 
Page 2, line 13, after "(A)" in, ert: "an amount equal to". 
Pa e 2, line 1, &, strike out "a trustee or tru. tees as described in section 20. &. & 

(a) (3)" and insert: "auy person or org;&uization describe&1 in section 2&rr»". 
Page 2, line 17, after "(I))" insert: "an amount equal to'. 
Page 2, after line 20, insert: No iuterest shall be paid upon any overpayment 

resultiug from the amendment made by the first section of this Act. 

PURPOSE OF P&ILL 

This bill provides that an unlimited charitable deduction is!o be available for 
charitable aud other contributions under ihe 1039 Code where in the current vear 
aud in S out of 10 of the immediately preceding years the individual's contribu- 
tions to charity, plus his iucome-tax payments, accounted for 00 percent or more 
of his taxable iucon&e, but only if an amount equal to any refund under this pro- 
vision is paid to, or set aside for, charity. 

GENERAL STATEMENT 

Uu&ler the 1030 Code ihe 20-perceut liuutation on charitable contributions did 
not apply where the taxpayer's charitable contributi&ms, plus his income-tax pay- 
ments, in the current year and iu each of the prior 10 years equaled 90 perceut or 
more of his taxable iuco&ue. Congress in its consideration of the 19M Code last 
year decided that this vvas uuduly restrictive, and provided iustead that the 90- 
perceut test need be ruet only in 3 out of 10 of the past years. However, this 
provision was effective oulv with respect to taxable pears beginniug after 
De& e&aber 31, 103&3, aud eudiug after August 10, 1054. The test remaiued as 10 
out. of the 10 past years under the 1030 Code. 

Just as Cou "ress last year considered the rule of 10 out of the last 10 vears to 
be too restrictive with respect to the future, your comtnittee believes that this 
rule is unduly restrictive vvith respect to prior years. For that reason, your 
couuuittee has exiemled the 3-out-of-10-year rule to all taxable years to which the 
1030 Code applies. However, it is provided that auy refund attributable to aa 
overpavment of tax resultiug front the ena& tment of this bill is to be pertuitted 
ouly if the au&ount of the refund is paid iurmediately as a charitable contributiou. 
If the taxpayer ha. s died at the tlute the refuud is made, an atuount equal to the 
refund u&ust, under the terms of the decedent's will, be transferred for public, 
charitable, or religious uses (as described iu sec. 20' of the 1034 Code, which pro- 
vides a deductiou fur charitable, etc. , coutributious for estate-tax purposes), aud 
the amount so transferred must be deductible from the value of the gross estate. 
It is also provided in the bill that no iuterest is to be paid with respect. to such a 
refund. 

The amount of the refuud is not to be taken into account in determining any 
liability of the taxpayer or his estate for income or estate-iax purposes. Pro- 
vision is also tnade for a 7-year statute of lunitatious iu lieu of the ordinary 3- 
year period of limitation prescribed iu section 322(b) (1) of the 1939 Code, The 
provisious of section 322(b) (2) or (3) of the 1030 Code &lo not apply to the 
atuount of the overpayment of iuconie tax attributable to the ameudment made 
by the bill. 

This bill has been reported unauiu&ously by your committee. 



[EI. R. 7004 — P. Ii. 408] 

A3IFND;)iIEXT OF SECTION 1'~0 OF TEIE INTERNAI, REV- 
ENUE CODE OF ]O~O I" EI. ATIXG TO UNI, IMITED DFDUC- 
TIOX FOR CHARI'I X@I, r, CONTRI»UTIONS 

[Senate Report No. 1403, Eighty-fourth Congress, Second Session, Calendar No. 1422] 

[January 10 (legislative clay, January 16), 1956] 

Mr. Bvrd, froin the Connnittee on Finance, submitted the following report 
(To accompany H. R. 7004]: 

The Conunittee on Finance, to whom was referred the hill (H. R. 7094) to 
ainend section 120 of the Internal Revenue Code of 1960 (relating to unlimited 
deduction for charitable contributions), having considered the same, report 
favorably thereon without amendinent and recomniend that the bill do pass. 

PURPOSE OF BILL 

This bill provides that an unlimited charitable deducticm is to be available for 
charitable and other contributions under the 1960 cocle where in the current year 
and in 8 out of 10 of the immediately preceding years the individual's contribu- 
tions to charitv, plus his income-tax payments, accounted for 90 percent or more 
of his taxable income, but only if an amount equal to any refund under this provi- 
sion is paid to, or set aside for, charity. This bill entitles a taxpayer who quali- 
fies under its provisions to secure a refund whether his claim is filed before, on, 
or after the date of enactment of this bill. 

GENERAL STA. TEMENT 

Under the I'. 380 code the 20-percent limitation on charitable contributions did 
not apply where the taxpayer's charitable contributions, plus his income-tax 
payments, in the current vear aml in each of the prior 10 years equaled 90 per- 
cent or more of his taxable income. Congress in its consideration of the 1954 
code last vear decided that this was unduly restrictive, and provided instead that 
the 90-percent test need be met only in 8 out of 10 of the past years. However, 
this provision was effective only with respect to taxakile years beginning after 
December 81, 1953, and ending after August 16, 1054. The test remained as 10 
out of the 10 past vears under the 1930 code. 

Just as Congress in 1054 considered the rule of 10 out of the last 10 years to 
be too restrictive with respect to the future, your committee believes that this 
rule is unduly restrictive with respect to prior years. For that reason, your 
committee has extended the 8-out-of-10-year rule to all taxable years to which 
the 1060 code applies. However, it is provided that any refund attributable to 
an overpayment of tax resulting from the enactment of this bill is to be permitted 
only if the amount of the refund is paid immediately as a charitable contribution. 
If the taxpayer has died at the time the refund is made, an amount equal to 
the refund must, under the terms of the decedent's will, be transferred for public, 
charitable, or religious uses (as described in sec. 2055 of the 1054 cocle, which 
provides a deduction for charitable, etc. , contributions for estate-tax purposes), 
and the aniount so transferred must be deductible from the value of the gross 
estate. It is also provided in the bill that no interest is to be paid with respect 
io such a refund. 

The amount of the refund is not to be taken into account in determining the 
qualification of the taxpayer for an unlimitecl charitable deduction for any year 
or any liability of the taxpayer or his estate for income or estate-tax purposes. 
Provision is also made for a 7-year statute of limitations in lieu of the ordinary 
3-year period of limitation prescribed in section 822(b) (1) of the 1080 code. 
The provisions of section 822(b) (2) or (8) of the 1960 code do not apply to the 
amount of the overpayment of income tax attributable to the amendment made 
bV the hill. 

This bill has been reported unanimously by your committee. 
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[H. R. (2()1 — P. Z. . 4993 

TAXATION OF IXSURAXCE COMPAXY IXCOME 
[House of Representatives Report Xo. 1008, Eighty-Fourth Congress, I&'irst Sessionl 

[July 11, 10. ». ] 
Mr. Mills, from the ('&&muiittee on W:iys and Means, sulunitted the following 

rcport I To accoiupany H. R. 7201]: 
The Coininittee on Ways and Meani, to whom was referred the bill (H. R. 7201) 

relating to the taxation of incoiue of insm ance companies, having considered the 
saii«, report favorably thereon ivith an amendiuent arid recoiuiuend that the bill as 
auleuded do pass. 

The auiendnient is as follows: 
On page 4, beginning in line 11, stril. -e out "this subsection and" and insert 

"this subseciion, subs« tion (a), a»d". 

I'&&RposE 

Since 1051 the taxation of life insurance companes has been governed by a 
stopgap formula first adopted in 1051 and reeuacted year bv year since. Your 
committee's bill is iuteuded to replace this stop ap formula as well as the 1942 
foruiula, which will become effective for taxable years beginning after December 
31, 10, &4, unless this bill is enacted or other affirmative steps taken. The Treasury 
Departmeut estimates that the 1042 formula, should it be effective for the taxable 
year 195», ivouhl produce $274 milli&m in revenue as contrasted with $189 million 
for the stopgap foruiula (that was effective for 1954) and $215 million under the 
piaii proposed by the bill. 

B. KCI&GBOEND 

Until 1&J21 life insui ance companies frere taxed in the sanie manner as ordiuary 
corporations, under the general provisions of the revenue laivs. However, in 
recognition of tbe probleuis inherent iu the nature of life insurance coropanies 
they have been taxed since 1021 under special provisious uot applicable to other 
corporations. This special treatnieut is the product of the following three 
factors: 

(1) Measuiement of life insurance income requires assumptions as to 
future expenses and iucome. The variety of assumptions used in practice 
mal-es it difiicult to designate what part of current receipts are truly 
required to be reserved and what part are surplus. 

(2) The anuual accounting period, xvhich is applied to business in general, 
is uot a suitabIe measure of the iucouie from issuing life-insurance contracts, 
which by their nature may spau uiany decades. 

(3) The differences bet&veen niutua1 and stock life insurance companies 
uiake it difficult to devise a tax base which does not create competitive 
inequalities. 

In lieu of taxes at the usual corporate rates on total income from whatever 
source, various formulas for taxiug life insurance companies have been devised, 
and they have been applied equally to stock aud mutual coiupauies. The three 
principal features of these formulas have been: 

(1) Only i»vcstmeut in& ome has been subject to tax; underwriting gains 
and losses (preiniuuis less insurance payments and operating expenses) 
have not been taxed. 

(2) Only a small part of the net investmeut income has been taxed at 
regular corporate rates. Until 1951 ordinary corporation taxes were applied 
to net invesinie»t iucoine less a large &leduction, couiputed under various 
formulas designed to reflect tlie companies' obligation to credit interest to tlie 
insurance reserves and other obligations to pay or credit interest to policy- 
holders. I&'or 1951 — 54 a tax at Oi/ percent of net investment income, more 
or less equivalent to a t'ull tax on the reduced ani&mnt, has been imposed. 

(3) Investnient iucome on u&mlife insurance business has been taxed at 
full corporation rates. The aniount of this income has been determined as 
3'/s percent of the reserves on nonlife insurance (cancelable accident and 
health, worl-men's compensation, etc. ). 
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Since 948 the life insurance industry has been taxed under "stop-gap» plans 
eiiac ed rom Vear to year. As a result of this fact and tlie general need for 
study in the field, your committee appointed a Subcommittee on the Taxation 
of Life Insurance Companies in the last Congress to develop a permanent formula 
for the taxation of life insurance companies. 

The subcommittee conducted a series of informal conferences with repre- 
sentatives of the industry, State regulatory gioups, and others inti'rested in the 
field, Following these informal conferences, the subcommittee released in No- 
vember of 1954 a preliminary statement of facts and issues prepared by the staff 
of the committee and the staff of the Joint Committee on Internal Revenue 
Taxation. This preliminary stateinent became the basis of public hearings, 
which ivere held December 14 and 15, 1954. 

Early in January of this year the subcommittee issued a report with the 
following tentative conclusions: 

(a) That the same tax formula should be applied to both stock and mutual 
companies with respect to life insurance business. 

(b) That the discrimination against insured plans compared to tax-free 
trusts in the employee pension and profit-sharing area be removed. 

(o) That income from cancelable accident and health insurance business 
carried on by life insurance companies be taxed separately from income from 
life insurance business and that it be taxed in the same manner as the income 
of casualty companies is taxed. 

(it) That the definition of "investment income" be changed to include 
royalty income and profits from the temporary operation of a noninsurance 
business. 

(e) That corrective steps be taken to eliminate the problems raised by the 
occasional use of life insurance companies for tax avoidance purposes. 

It is believe that this bill to a large degree carries into effect the recommen- 
dations and conclusions of the subcommittee on these points. 

SUMMARY OF THE BILL 

The bill continues to disregard underwriting gains and losses in the determina- 
tion of taxable income, because of the diificulties of taxing insurance companies 
on the regular corporate basis. The methods of dealing ivith investment income 
and the taxation of income from nonlife insurance business, however, are con- 
siderably changed. With respect to investment income related to life insurance 
reserves, the principle of deducting a fixed percentage of the net investment 
income is applied to the regular life insurance business. Higher deduction 
ratios are allowed, however, with respect to two special categories of business: 
(1) Policies under qualified employee pension plans, and (2) annuities and 
policyholder deposits. This will mean that the aggregate deduction rate will 
vary between companies, depending on the types of business done. The special 
treatment in the employee pension plan area is intended to equalize the tax 
treatment of life insurance companies in this area with tax-exempt pension 
trusts. In the area of annuities and deposited funds the special treatment is 
motivated by the consideration that interest on these earnings is ultimately 
taxable in the hands of the beneficiaries. 

With respect to non-life insurance business, primarily accident and health 
insurance, the bill moves in the direction of equalizing the tax treatment of life 
and casualty insurance companies. It is provided that both stock and mutual 
life insurance companies will pay tax on the income from this business as if it 
were the income of a mutual casualty insurance company. 

The bill makes several changes in the taxation of life insurance income de- 
signed to improve the definition of income and to prevent abuse of the life in- 
surance treatment by companies which are not entirely life insurance companies, 
Several improvements in the income definition have been applied to casualty 
insurance companies as well as to life insurance companies. The reserve interest 
credit, a relief device provided in the Revenue Act of 1951 for certain companies 
with low earnings relative to their reserve and other policy requirements, is 
retained in substance. 

The bill imposes a tax under the new system only for the year 1955 and pro- 
vides that, if the new system is not extended, a tax similar to that imposed by 
the Revenue Act of 1942 will come into operation. By this action the committee 
does not intend any expression of approval of the tax formula provided in the 
1942 act, but has provided for the application of that formula to 1956 because it 



is the method of taxing life insuraiice companies under the law as nf the present 
tiuie. The so-called stopgap formula iu use since 19o0 has not been extended 
beyoud 1!), &4. 

The tax formula for 1!), », provides only the first step in the transition to the 
systeui envisioued by the bill. 'I'he 1-year technique is applied to insure that. 
the oPeration of the new system will be carefully examined at the end of the 
period, and that the suggestions and recommendations of the Secretary of the 
Treasury will be car&fully considered during that peri»d, On this basis the 
Secretary of the Treasury has no objection to the enactment of H. R. 7201. How- 
ever, he suggests that a continuing study be made toward the development of a 
method of taxiiig life insurauce companies like other luisi»ess, on the basis of 
th&ir entiie incouie fiom all sources. The Treasury Department is impressed 
witli the need for a fair and sound approach to the problem of taxing life in- 
surance companies and is «o nizaiit of the special situation of life insurance 
«ompanies and their responsibilities to policy holders, but believes that the tax 
imposed upon such companies should be fairly distributed among companies in 
the imlustry, and should be fair in relation to the tax l&urden of other sari»g. 
institutions and taxpayers generally. 

DETAILED EXPLAXATION OF THE BILL 

A. REGHLAR LIFE Ixsi. 1&xx&'E B'cslxass 

The bill provides a deduction of & & percent of the net investment income 
allocable to the regular life iusuran«e business. The stopgap tax imposed ou 
life insurance couipanies from 19i1 to 19M was equivalent to regular corporate 
rates applied to net investment income after an 879-percent deduction. On the 
basis of reserves presently stated on the company books, the industry currently 
needs less than 8&& per&. ent of its uet investment income to fulfill policy obligations. 
This snialler current interest re&iuirenieut is due in part to the fact that in 
recent years the conf&anies have transferred considerable amounts of surplus 
to reserves in a process known as reserve strengthening. IVhile this does reduce 
the current need for iuterest a&lditions to reserves, it does not appear desirable 
that tax liability should depend on pure bookkeeping changes. Moreover, the 
ratio of interest requirenieuts to current interest earniugs ivill vary considerably 
over tiiue because of tlie slow adjustment of reserve interest patterns to 
«lianging interest rates. It also does not appear desirable that tax liability 
should depcud on these year-to-year variations iu the reserve interest picture. 

B. PENsioN PL&ix I&1:s&NI&ss 

The uew system envisaged iii the bill provides that, ultiiiiately, insurauce 
&'ouipanies uiay deduct from uet iiivestnient incoiue 100 percent of the earnings 
ou reserves held for policies issued in connection ivith qualified pension and 
proiit-sharing plaus. The policies involved here include group aunuities sold 
directly to an employer aud other policies, including life iusurance policies 
vvhi«h must be converted into annuities, that may be purchased by a qualified 
pension trust. The investmeut iucoiiie related to these policies has been defined 
so as to correspond as closely as possible to the income that niay be accmuulated, 
tax-free, iu a qualified trust. lienee, no l&art of the earuin 's on capital aud sm'- 
plus have been included. The reserves for these policies are roughly 13 percent 
of total life insurance assets; hovvcver, many companies do not have any of this 
business. 

For 19oi the deduction for this business will be 92. 5 perceut. If the provisions 
of this bill are uiade applicable to subsequent years, this deduction will be 94 
perceut for 19ofi and will reach 100 percent iu 1960. 

C. ANNLITIES AND PoLIcYHoLDER DEPosITs 

The bill provides, for 19, ». , a deduction of 90 perceut of the net investment 
income earned on assets hei&1 as reserves for aunuities aud for dividend accumu- 
lations and insurance proceeds left at interest (including a portion of capital 
and surplus held for these obligations). This deduction (larger than the 
deduction for life insurance busiuess) is designed to reflect the fact that this 
interest is taxable, in general, when received by individuals. In this sense it 
differs from interest a&lded to life insurauce policy reserves, which in geueral 
is not taxed as income to individuals. Some tax at the insurance company level 
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on annui V earnin s is justified because the individuai tax on the interest is, tvpically, long postpoiied. If the new systeni is made applicable to 1050 and 
subsequent years this deduction will be 01 percent for 1&Jnfi and will increase to 
00 percent for 1000. 

The bill ezcludes froin the definition of annuities those policies sold on a non- 
participating basis before July 1, I!), &&. In these cases a tax adiantage to the 
companies would not, as a general rule, result in a benefit to the policyholders. 

D. NON-LIFE INSURANCE BUSINESS 

The bill provides for 10 », that stock and mutual life insurance companies will 
pay taz on the incmne from non-life insurance business as if it were the income 
of a mutual casualty conipany. This means that they will pay the higher of (1) 
a taz at regular corporate rates on their net investnient income from that 
business or (2) a taz of 1 percent on the gross investment income from that 
business plus premiiuus (less dividends) on those policies. I&'or this purpose the 
investment incoine is required to be deterinined in the same manner as for a 
mutual casualty company. This involves taking into a&count a proportionate 
part of the net capital gain (to which the alternative capital gains tax is appli- 
cable) and a proportionate part of the dividends received credit. 

For many years the investment incoine attributable to the non-life insurance 
business has been viewed as BI/q percent of the unearned premiums and unpaid 
losses on that business. Under this bill the incoine attributable to the non-life 
insurance business is that part of the total net investment income which corre- 
sponds to the ratio of these non-life reserves to the total reserves. 

In the casu ilty insurance field, where stock companies predominate, the stock 
companies are subjected to a different taz computation from mutuals, one that 
usually results in a higher taz. It is feared that if this were applied to the 
accident and health field of the life insurance industry, where mutuals predom- 
inate, the competitive consequences could be quite serious. 

E. THE DEFINI'rICN oF INcoME 

The gross income of a life insurance company under present law is defined 
as interest, dividends, and rents. This definition has been expanded by including 
(1) royalties; (2) certain amounts received in connection with entering into, 
alterin", or terminating agreements such as leases and inortgages; and (3) 
income derived from the operation of a noninsurance business. Royalties are 
considered to be similar to rents. Similarly, the receipts in connection with 
certain agreements are considered similar to the incoine received under the 
agreements. These amounts ~ould include, for example, a bonus on entering 
into a lease and a penalty for early repayment of a mortgage. Normally a life 
insurance company will only have income from a noninsurance business where it 
acquires a going business in foreclosing a mortgage. Income earned in this situ- 
ation is considered to be siinilar to mortgage interest. 

The deductions corresponding to these types of income are allowed. Thus, the 
bill provides a deduction for depletion and a deduction for the ordinary expenses 
of any noninsurance business. As has always been the case, capital gains are not 
included in life insurance income. 

The deduct! on for dividends received on corporate stock held for the life insur- 
ance business is denied on the grounds that: the life insurance company already 
gets at least an Sfi percent deduction on this income. 

Where appropriate, these modifications of the definition of investment income 
have also been applied to casualty insurance companies. For mutual casualty 
companies there are added to the present definition of income royalties, pay- 
ments in connection with agreements, and income from a noninsurance business. 
The corresponding deductions are allowed. Under present law all of these 
tVpes of income are includible in the case of a stock casualty company, but the 
bill allows a deduction for depletion which is not allowed in the 10o4 Code. 

F. ABUsEs CF THE LIFE INSURANOE PRovjsjoN8 

The bill makes several changes in present law designed to prevent abuses of 
the special tax treatment permitted in the case of life insurance companies. One 
of these new provisions is an overall ceiling imposed upon the reserve and other 
policy liability deduction. That deduction, in general, is determined by means 
of specified percentages of net investment income and serves in lieu of a deduction 
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for the actual commitment of each company to pay and accrue interest. But if, 
on the basis of its actual commitments, the investment income is far greater than 
what is uecessary, instead of deducting the normal percentage, say 85 percent, of 
ibis lar e investment income, a ceiling for the deduction is imposed. The ceiling 
is roughly 200 per& «nt of the interest requirements on life insurance reserves plus 
the actual interest &ommitmeuts on contracts not involvin life contingencies, 
plus dividends to policyholders. 

In this computation it is provided that the interest on life insurance reserves 
to ihe extent that those reserves are u&atched by policy loans may be taken at only 
100 percent and not 200 percent. This is designed to prevent the abuse of creating 
n&ore or less fictitious life insurance reserves by selling insurance policies where 
a policy loan is extended in&mediately for almost the full an&ouut of the premium. 

Another new provision deals with the defiuition of a life insnrance company. 
I;uder present law, an insurance company is denominated a life insurance com- 
pany if more than, &0 percent of its reserves are life insurance reserves. This rule 
is coutinued, but a u&odification is provided. Under present law a company find- 
ing its reserves other than life (generallv accident and health insurance reserves) 
rising over the 50 per«ent can avoi&1 taxation as a casualty insurance company by 
"manufacturing" life insurance reserves through the device of selling insurance 
policies and extending policy loans to the amount of the reserves set up on these 
policies. This is a paper transaction to disguise the true character of the com- 
pany. The hill would remove the au&ount of policy loans from both life reserves 
and total reserves and apply the 50 percent test as though these transactions had 
uever occurred. 

The inclusiou in tl&e hill of a definite formula is not intended to affect the gen- 
eral principles . of law under which sham transactions may be disregarded. 
Furthermore, it should be pointed out that the formula is not confined to situa- 
tions similar to that described above, since its applicatiou is generalized to all 
policy loans whether or not they arise in the normal course of operations. It is 
«onsidered that, to the extent a life insurance company lends money to a policy- 
holder, it is creatin . a position similar to that Ivhich would have existed if it ha&i 
initially sold him a policy involving a lovver net reserve. 

There is a potential abuse situation in the case of the so-called captive insurance 
couIpanies. It may be possible for a finance company, for example, to establish 
a subsidiary life insurance co&npany that will issue life insurauce policies in 
connection with the business of the parent. If the subsidiary charges excessive 
pre&nium ou this business, a portiou of the income of the l&arent companr can be 
diverted to the life insurance company. It is believed that section 482 of the In- 
ternal Revenue Co&le of 1054 (relating to allocation of income and deductions 
among related taxpayers) provides the Secretary of the Treasury ample rem&la- 
tive authority to deal with this problem. 

G. Youa Coz&I&rrTEE's AIIExnMENT 

The conm&ittee amendment set forth at the beginning of this report is intended 
to make clear the operation of the new section 801(b) (4). Among the items 
taken into account in deter&uining whether a company meets the definition of a 
life insurance co&upany for any taxable year are the company's unearned premiums 
and unpaid losses ou certain policies uot included in life insurance reserves. This 
amendment makes it clear that the a&nount of such unearned premiums and 
unpaid losses to be taken into account consists of the menu of such amounts at 
the begim&ing a»d end of the taxable year. 

SECTIOX-BY-SECTIOX ANALYSIS OF THE BILL 

FIRST SECTION 

The first section of the bill contains a short title for the bilI, namely, the "Life 
Insurance Company Tax Act of 10, », ". 

SECTION 2 

Section 2 of the bill a&ueu&ls part I of subchapter L of chapter 1 of the Internal 
Revenue Code of 1054 (relating to the taxation of the incon&e of life insurance 
companies) by substituting for the existing sections 801 to 807, inclusive, a new 
text which is divided iuto three subparts: 
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1. Subpart A (section 801 through 805), which deals with the new 
forinula for the taxation of the income of life insurance companies; 

2. SubPart II (se&tions Sll througli 818), which deals with the 10&42 
formula (with certain revisions) for the taxation of that income, which 
formula will become effective in 19 &i& if legislation is not enacted extending 
the effective»ei iod for the new formula set forth in subpart A; and 

S. Subpart C (sections 816 arid 817), which deals with foreign life insur- 
ance companies and the denial of double deductions. 

SUBPART A 

Section 801. D&'ff»ition of ii fe i»sa& &&»ce co»it&a»ics 

The new section 801 einbodies, with a few minor changes, the definition of a life 
insurance company which is contained in section S01 of the Internal Revenue 
Code of 1954. 

Subsections (a), (c), and (e) of se&. tion S01 are in substance the same as 
section 801 of the 1904 Code, while subsection (b), with a minor exception, is in 
substance the same as section 808(b) of the 1954 Code. Under these subsections 
the total reserves and the life insurance reserves of ari insurance coinpany are 
defined. The company is treated as a life insurance company if more than 50 
percent of its total reserves are life insurance reserves or certain reserves on 
noncancelable accident and health insurance. Paragraph (4) of subsection (b) 
specifies that the amount of these reserves shall be the incan of these reserves at 
the beginning and end of the taxable year. This corresponds to the present 
practice of the Internal Revenue Service in apl&lying this definitional test. 

Subsection (d) of section 801 introduces a new elelnent in the definition of a 
lii'e insurance company. An insurance company, in computing its life insurance 
reserves to determine whether it qualifies as a life irisurance company under 
section 801(a), must under the provisions of subsection (d) reduce its life insur- 
ance reserves and its total reserves by an amount equal to the mean of the 
aggregates at the beginning and end of the taxable year, of the policy loans out- 
standing with respect to contracts for which life insurance reserves are main- 
tained. The term "policy loans" is intended to include loans made by the insur- 
ance company, by whatever name called, for which the reserve on a policy is the 
collateral. 

The effect of this subsection may be illustrated by the following example based 
on hypothetical data for the A insurance company selling only life insurance and 
cancelable accident and health insurance: 

Jan. 1 Dec. 31 Mean of year 

1. f, ifc insurance reserves 
2. Policy loans 

3. Life reserves less policy loans 
4. Unearned premiums and unpaid losses on cancelable accident 

and health insurance 

5. Total reserves under the bill (item 3 plus item 4) 
6. Total reserves under present law (item 1 plus item 4) 

1, 000 
50 

900 

2, 000 
850 

1, 600 

1, 500 
450 

1, 050 

1, 250 

2, 300 
2, 750 

The rule provided in the bill requires that the mean of the year figure in item 
8 (1, 050) be more than 50 percent of the mean of the year figure in item 5 (2, 800), 
Thus under the bill the A company would not qualify as a life insurance company. 
The present law rule requires that the mean of the year figure in item 1 (1, 500) be 
more than 50 percent of the mean of the year figure in item 6 (2, 750). This com- 
pany would be regarded as a life insurance company under present law. 

Section 802. Tax imposed for 1955 

The new section 802 iinposes the tax on life insurance companies for the year 
l955. In the case of a company having no non-life insurance reserves (as defined 

in sec. 804(g) (2) ) the tax provided by subsection (a) applies only on its life 
insurance taxable income. In the case of a company having non-life insurance 

reserves the tax is either (I) the tax imposed by section 802 (a), or (2) the tax 
computed under section 802(c) (2), whichever is the higher. 
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Subsection (a) imposes a tax consisting nf a normal tax and a surtax (computed 
unde) s«s. 11(b) aud 11(c) of the lfii4 Code, respectively) nn the sum of the "life 
insurance taxal&le income" plus the "no)i-life insurance taz:ible income. " 

Su)&section (b) defines "life insurance taxable income" as the "uet investment 
in«on&e" niinus the sum of the net investment inconie allocable to non-life insur- 
ance reserves, the reserve and other policy liability deduction, and the special 
interest &le&lu&tion (if appli«able). The term "net invest)sent income" is ex- 
plained in sectioii 808; "net investment income, allocable to non-life insurance 
) «serves" in s& ction 804(g); "reserve and other policy liability dedu«tion" in sec- 
) ion 804; and "special interest deduction" in se«tion Sfi, i. 

Hubse«tiou (c) provides an alternative method of coniputing the tax in the 
&'ase of life insurance co&npanies having non-life insui:ince reserves. In such 
&'ases, the taxpayer insuraiice cou)pany pays the greater of either the tax iuiposed 
imder section 802(a) or the alternative tax computed under . ection 802(c) (2). 
If the operation of section 1201(a) providing an alt«motive t:ix on capital gains) 
reduc&s the tax co)uputed uuder section 802(a) to an aiuount less than that 
«o&uputed under section 802{c) (2), then the latter tax &voulil apply. 

The alteruative taz und» r section 802& c) (2) consists of the suni of two partial 
taxes. The first partial taz is a normal tax and surtax (computed as under secs. 
11(b) and 11(c), respectively) on the taxpayer's life insur;ini e taxable income. 
The se«ond partial taz consists of the sum of (i) 1 percent of that portion of the 
gross investiuent income which is allocable to the non-life insurance reserves and 
(ii) 1 percent of the excess of the net premiums on the uon-life insurance contracts 
»iver the divid& nds due policyholders (iri their capacity as such) on those con- 
&ra&ts. Net premiums aiid dividends to poli&yholders are to be computed as 
provided in section 82&8. I'aragraph (2) (B) (i) of subsec&ion (e) provides that 
the portion of the gross investmeut incoiue allocable to non-life insurance reserves 
is to be an amouut which bears the same ratio to gross iuve, tnient income (reduced 
by tlie deduction for &vholly exempt iuterest allowed by section 808(c) (1) ) as 
the nou-life reserves bear. to the "qualitied reserves' (defi;ied under section 
S04(d) ). The "excess" described in clause (ii) of subsection (c) (2) (B) could 
conceivably be a negative fi ure which ivould then reduce the amount to be 
dote&o»ined undei such subsection. 

Subsection (d) of section 802 provides methods for couiputiug the deduction 
for partially taz-exeuipt interest. para raph (1) of subse& tion (d) provides 
(for the lmrpose of the normal tax couq&uted under section 802(a) ) a deduction 
for partially taz-ezeuipt iuterest equal to au amount &vhi«h bears the same ratio 
to the amount of the deduction provided by section 24' as the smu of the life 
insurance taxable income (determined under section 802(b)) and the net in- 
vestnient incoiue allocable to non-life insurauce reserves (determined under 
sectiou 804(g) be:irs to the net investmcut incouic. Sin& e the net invest- 
ment inco)ne is reduced by the reserve and other policy liability deduction, 
the &1»'duction for partially tax-ezeu&pt iuterest is cor& espondingly reduced. 
I&'or the purpose of the noriual tax iu conq&uting the first partial tax under section 
802(c) (2) (A), the deductiou for l&artially tax-ezempt i&interest is an an&cunt 
&vhich bears tlie saiue ratio to the amouut of the dedu«tion provided by section 
242 as the life insuraii& e taxable in«»uie bears to the uet iiivestment income. 

Subsection (e) of secti&&n 802 provides for a uietliod of computing the alter- 
native t:ix on «apital gaius in the case of a life insurance company which has 
nou-life insurauce reseives. Under se«tiou 1201(a), if the nct long-term capital 
gain of a corporation ex«eels its net short-tern& capital loss. then the alternative 
capital gaiiis taz is conq)uted by reference to such ez«ess. Under subsectiou (e), 
the ez&. 'ess to be tal-eu into acco&mt is au amount &vhi«l& bears the same ratio to 
the excess described in section 1201(a) as the uon-life insurance reserves bear to 
the qualified reserves. ln determining this excess, a uet capital loss for anv 
t:) xable year beginuing before January 1, 10o, &, shall not be tal. eu into cousidera- 
t lou. 

Tlie "uon-life insurance taxable inconie" of a life insurance con&pany is defined 
in section 802(f) as tlie uet investuient income allocable to non-life insurance 
reserves increased by a proportionate share of the net «opital gain allocable ti) 
this uou-life insurance income aml decreased by the proportiimate share of the 
deductions for dividends received provided in sections 248, 244, and 245. 
Section $0$. Income arid ded&&cti one 

Sectiou 808 provides rules and definitions for the &letern&i)mtion of in«on&e and 
deductious to be used ouly in the case of life insur:in«e conq&anies. 
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Subsection (b) of section 808 defines "gross investiiieut income. " It starts 
with the definition of gross income, as provided by section 808(a) (2) of the 
Internal Revenue Code of 19&&l, and adds to tliat definition royalties and gross 
inconie froni aiiy trade or business (other thau an insurance business) carried 
on by the life insurance company. 

Subsection (b) (1) includes in the &lefinitiou of "gross investment income" the 
gross amount of any income, received or accrued, during the taxable year, from 
interest, dividends, reuts, an&1 royal(, ies. It is nmde clear that income includes 
the gross ainount received in coujunction with the nial&ing of any lease, mortg;ige, 
or other instrunient or a 'reenient from which the life insur;ince company will 
derive interest, rents, or royalties, an&1 the alteration or terniination of any such 
lease, etc. Exan&ples of su& h aniounts iv&&uld be a penalty for early pavuient of a 
mortgage aml a bonus for entering into a lease. Any aniouut received in con- 
junction with an agreement ivhich ivould be deenied a capital gain under other 
provisions of the Internal Revenue Code will not be iucluded in gross investment 
incouie. 

1. 'nder subsection (b) (2) of section 803, "gross investment income" also in- 
cludes the gross iucome froin any trade or business (other than an insurance 
business) carried ou by the insuriince company individually or in partnership. 
In determining the amount of incouie from sucli trade or business it is provided 
that any items described in section 808(b) (1) be excluded. Gross investment 
income does not include any gain from the sale or exchange of a capital asset. 
This exclusion applies also to any gain ivhich is treated as a gain from the 
sale or exchange of a capital asset under other provisions of the Internal Reve- 
nue Code. 

Section 808(c) defines "net investment income" (a term comparable to "tax- 
able income" as used in section 808(g) of the Internal Revenue Code of 1964), 
as gross investment income (referred to in section 808(b) ) less a number of 
deductions. 

The deductions for tax-free interest, investment expenses, and depreciation 
are in substance the same as provided in section 803(g) of the 1954 Code. 
As under preseut law the insurance company is permitted to deduct taxes and 
other expenses (other thau capital improvements) paid or accrued during the 
taxable year exclusively on or ivith respect to real estate owued by the company. 
The bill adds a reference to section 16&4 to bring into operation here certain 
changes in the deductibility of taxes adopted in 1954 &vhich are not now applied 
to insurance companies. Paragraph (o) of section 808(c) provides for a new 
deduction, that for depletion (and depreciation) allowed by section 611. 

Paragraph (6) of this subsection allows the deductions attributable to any 
trade or business, the income from which is included in the life iusurance com- 
pany's gross investment income by reason of section 808(b) (2), except losses 
from (a) sales or exchanges of capital assets, (b) sales or exchanges of property 
used in the trade or business (as defined in section 1281(b) ), and (c) losses from 
the compulsory or involuntary conversion of property used in the trade or busi- 
ness. The allowable deductions may exceed the gross income from this business. 
Any part of the deductions provided in paragraph (6) will be disallowed to the 
extent attributable to the carrying on of the insurance business. An example 
of this disallowan&-e could be provided by a life insurance company that operated 
a radio station primarily to advertise its own insurance services. A portion of 
the expenses of the radio station (corresponding to the ratio of the value of 
advertising furnished to the insurance companv to the total value of services 
rendered by the station) will not be allo&ved as deductions. Paragraph (6) also 
excludes the deduction for net operating losses provided in section 172. 

Unlike present law this bill oinits the deduction for intercorporate dividends 
in computing the basic net investment incoine of a life iusurance company. It is 
specified in paragraph (6) that none of the deductions allowed in part VIII of 
subchapter B shall be allowed as expenses of the noninsurance business. 

Subsection (d), limiting the deductions related to real estate, and subsection 
(e), relating to amortization of premium and accrual of discount on bonds and 
other evidences of indebtedness are in substauce the same as subsections (h) 
and (i), respectively, of section 808 of the Internal Revenue Code of 1964. 

Bection 80J&. Reserve and other policy liabtHty deduction 

Section 804 provides a ne&v rule for determining the "reserve and other policy 
liability deduction" for the purpose of subpart A of part I of subchapter L. 
Subsections (a) and (b) provide a system of deductions increasing duriiig the 
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years 1955 to 1900, if subpart A. (now applicable only to 1955) is, by subsequent 
legislative action, alrplied beyond 19. rfir. 

In 1955 the reserve aud other policy liability deduction if the sum of the 
following aiuounts: 

(1) 92. 5 percent of the aniount of the net investment income allocable 
to pensiou plan reserves; 

(2) 90 perceut of the amount of the net investme~t income allocable to 
reserves for annuity c&rntracts and deposits; 

(8) 85 percent of the amount by ivhich the net investment iucome exceeds 
the sum of the following: the aniounts allocable to the reserves described in 
(1) and (2) above plus the aniount of the net inrestnient income allocable 
to non-life insurance reserves. 

Subsection (c) provides that the deduction for reserve aml other policy 
liabilities shall not ex& ee&l an amount tvhich is equal to the suni of the following: 

(A) Two times the required interest on life insurance reserves (determined 
under sec. 805(c) (1) ); 

(8) The required interest on reserves for deferred dividends (determined 
under sec. 805(c) (2) ); 

(C) The amount of interest pai&1 (as defined in section 804(d) ); and 
(D) The dividemls to policyholders paid or declared (other than divi- 

dends on non-life insurance contracts referred to iri sub:e& tion (g) (2) (A) 
of section 801). 

The above sum niust be reduced by the amount of the adjustment for policy 
loans provided in paragraph (2) of subsection (c). For the purposes of (D) 
the dividends to policyholders shall be construed as those 1&aid, or those declared, 
according to the method of accounting regularly employed in keeping the books 
of the insuran& e company. 

Paragraph (2) of subsection (c) provirles for the application of an adjustment 
vvhich will reduce the auiount computed under yaragraph (1) by an amount 
equal to the mean of the aggregates (at the beginning and end of the taxable 
year) of the outstanding policy loans with respect to contracts for which life 
insurance reserves are niaintained, multiplied by the average rate of interest 
applicable to life insurance reserves. 

The applicatiou of the preceding subsection may be illustrated by the follow- 
ing example: 

The It life insurance company has net investment income of 800, of which 100 
is allocable to non-life insurance reserves. The conipany has some annuity 
business, and thus the reserve and other policy liability deduction as computed 
under subsections (a) and (b) of section 804 is 86 perceut of 200 or li2. The 
cnnipany must then determine its niaximuin reserve and other policy liability 
deduction. The first eleiuent of this niaximuni relates to its interest on life 
insurance reserves which is computed as follows: 

Reserves 
Jan. 1 

Reserves 
Dec. 31 

Reserves 
mean of year 

Amount of 
required 
interest 

Reserves at 21s percent 
Reserves at 3 percent. 

Total 

900 
1 000 

1, 100 
950 

1, 000 
1, 000 

2, 000 

The calculation of the maximum will include tvvice the suln of 2, i and 80 or 110. 
There is also added interest paid on borrowin 's and on contracts not involving 
contingencies, which is 20, aml dividends paid to yolicyholders of 10. 

From 140 (the suln of 110, 20, and 10) there must be subtracted the adjustment 
for loans on policies involving life insurance reserves. The aruount of such 
policy loans is 150 at the beginnin of the year and 250 at the end or 200 as the 
mean. The adjustnient for policy loans is determined by fust dividin the re- 
serve interest required (55) by the sum of the means of the life insurance reserves 
(2, 000). This avera; e rate is thus 2. 75 percent. This rate niultiplied by the 
niean policy loans of 200 yields an adjustment of 5. 5. Thus the reserve and 
other yolicy liability deduction for the P company will be limited by subsectiou 
(c) and will be 140 less 5. 5, or 184. 5. 

Section 804(d) defines the term "qualified reserves" (as used subpart A) as 
the sum of the following items: 
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of that or ion 
(1) Life insurance reserves (as defined in section 801(b) ) plus 7 percent o that portion of such reserves as are computed on a preliminary term basis. (2) The "non-life insurance reserves" (defined in section 804(g) (2) ). (3) The amounts (discounted at the rates assumed by the company) neces- 

sary to satisfy certain obligations under insurance and annuity contracts 
(including contracts supplementary thereto). Such amounts are to be in- 
cluded only if the above-mentioned obligations, when satisfied, will reflect an 
increment in the nature of interest, and such obligations do not involve life, 
health, or accident contingencies at the time with respect to which the com- 
putation is made umler paragraph (8) of the section 804(d). 

(4) The amounts held at the end of the taxable year as reserves for 
dividends to policyholders, the payment of which dividends is deferred for 
at least 5 years from the date of the policy contract. Such amount shall 
not be deemed to include dividends payable during the year following the 
taxable year for which such computation is nrade. 

(5) The clividend accumulations, and other amounts, held at interest in 
connection with insurance or annuity contracts, including supplementary 
contracts. 

(6) Premiums and annuity considerations received in advance, and liabili- 
ties for premium deposit funds and for annuity consideration deposit funds. 

In applying subsection (a) or (d), the same item shall only be counted once. 
With the exception of para raph (4) of section 804(d), the amount of any 
reserves (or portion thereof) for any taxable year (as used in section 804) shall 
be the ruean of such reserves (or portion thereof) at the beginning and end of 
the taxable year. 

Subsection (e) of section 804 provides for the determination of the net, invest- 
ment income related to the pension plan reserves. Paragraph (1) of subsection 
(e) provides that the net investment income related to pension plan reserves shail 
be computed by taking that portion of the net investment income which is pro- 
portionate to the ratio of the amount of the pension plan reserves to the mean of 
the book value of all the assets of the insurance company. The term "book value" 
is intended to have the same meaning as when used in the annual statement ap- 
proved by the National Convention of Insurance Commissioners. For this corn- 
putation, the mean is determined as of the beginning and the end of the taxable 
year, and in determining all the assets of the insurance company, real property 
occupied by the insurance company, and furniture, fixtures, and equipment (to 
the extent such real or personal property is used in carrying on the insurance 
business) is disregarded. 

Paragraph (2) of subsection (e) defines pension plan reserves as that portion 
of the qualified reserves described in paragraphs (1) and (8) of subsection (d) 
which is allocable to certain pension plan contracts. Those pension plan con- 
tracts are policies (including supplementary contracts) purchased under con- 
tracts entered into with trusts which (as of the time the contracts were ertered 
into) were deemed to be either trusts described in section 401(a) and exempt 
from tax under section 501(a) of the Internal Revenue Code of 1954, or trusts 
exempt from tax under section 165(a) of the Internal Revenue Code of 1989 as 
it appeared subsequent to the 1942 amendments or section 165 of such code as it 
appeared prior to the 1942 amendments, or the corresponding provisions of prior 
revenue laws. Also included are contracts entered into under qualified insured 
plans which, as of the time the contracts were entered into, were deemed to be 
plans meeting the requirements of section 401(a) (8), (4), (5), and (6) of the 
Internal Revenue Code of 1954, or the requirements of section 165(a) (6), (4), 
(5), and (6) of the Internal Revenue Code of 1989 (which were added in 1942). 
Pension plan contracts also include those provided for employees of the life 
insurance company under a plan which for the taxable year of the life insurance 
company meets the requirements of section 401(a) (6), (4), (5), and (6). 

Paragraph (2) provides, in effect, that if at the time of the purchase of a con- 
tract from an insurance company, a trust or pension plan is qualified under the 
appropriate one of the above-mentioned provisions of the internal revenue laws, 
the reserves relating to such contracts can be included as pension plan reserves. 
This requires that the particular insurance policy purchased be a type of policy 
that could be purchased under the plan without loss of its qualified status. Thus 
the contract could be a life insurance contract if under the terms of the plan the 
policy must be converted to an annuity at the time of the employee's retirement. 
These reserves may be included despite the fact tlmt the plan or trust might 
at a later date be retroactively disqualified to a time prior to the time of purchase 



of the contracts from the insuran«e co&npany. The insurance enmpanv, therefore, 
need only be concerned with the qnalification of the trust or pension plan at the 

tin&e the trust or employer entered into a contra&. t &vith the insurance company. 
Subsection (f) of ac&(ion S04 defines net investment income allocable to 

reserves for annuity c&mtracts anti &lep&&sits. Paragraph (1) of subsection (f) 
provides that the amount of net investment income alh&cable to reserves for 
apnnnity contracts and deposits is that amount which bears the sa&ue ratio to the 
net investment income as such reserves hear to the qualified reserves as defined in 
section 804(d). 

Paragraph (") (A) of subsection (f) defines reserves for annuitv contracts and 
deposits as the suu& of the followin 

(a) Tint portion of the qualifie reserves described in paragraphs (1) 
and ('3) of . ubsection (d) which is allocable to annuity contracts, including 
annuities certain; and 

(b) The au&ounts described in suhse&tion (d) (5) of section 804 (dividend 
accnmulations a&&&l other amounts held at interest in connectiou &vith 

insurance or a&lnultv contra&'is, etc. ) . 
Clause (iii) of paragraph (2) (B) ex«ludes from the definition of reserves for 

annuity contracts and deposits any item which is allo«able to a &contract entered 
into before July 1, 10, &, &, or to a c&&utract the terms of whi&. h are dependent on 
terms of a coutra«t entered into before July 1, 19»&. This clause shall not apply 
if (as of July 1, 1!), &0&) such contract (or i&redecessor in effe«t on such date) pro- 
vide&1 for participation in surplus earnings of the companr. A contract shall be 
considered to be dependent ou terms of a prior contract if it is issued under an 
optiou in the p& ior coutract or if it constitutes only a modifi& ati&m of the earlier 
contract. Pension plau reserves are excluded fro&u the definition of annuity 
rese1 ves. 

Paragraph (8) of subsection (f) defines the tenn "annuity contracts. " 
Such definitiou is intended to exclude from this calculation any annuity con- 
tract which provides a death benefit which is more than a refund of the 
consideration plus interest. 

It is provided that au annuity is a contract providing installment pavments 
to one or more annuitants arising under a life insurance, annuity, endo&vmeut, 
or supplementary contract. Subparag&aph (C) requires that if such installment 
payments arise under a life insurance, endown&ent, or supplen&entary contract they 
will only be regarded as anuuities when installmeut payu&cuts have becon&e 
payabl. Thus a contract providing a &leferred annuity &vith no option for life 
insurance benefits could be considered an annuity contract from the beginning. 
A life insurance contract providing an annuity to the benef&ciary of the insure&i 
or providing an annuity option to the insured or his beneficiary wiH not be 
remn1M as an annuity m&til instalhuent payments becon&e due. 

Subparagraph (B) provides a li&nitation on death l&enefits which may be 
payable under a contract providing installment payments without disqu:&lifyiug 
it as an annuity contract. The test goes to the earliest time (following the time 
at which the reserve is computed) wheu an amount may be pai&l under the contract 
other than as a &lividend or an installn&ent to the annuitant entitled to the next 
installment payu&ent. Su& h payments &vould be ordinarily refunds or installments 
following the death of such an annuitant. The amount of such death beuefits 
may not exceed the consideration paid for the contract plus accrued interest 
up to the payrneut date less an&ounts previously received under the contract. 
In the ease of an annuity, or installment pay&nents, elected as an option on life 
insurance benefits, the pr&&ceeds at the death of the iusured is regarde&l as the 
amount otherwise invested in the ag&cement. 

Subsection (g) of section S04 p&ovi&1es for the definitio of non-life insurance 
reserves and for the method of determining the amount of the net investment 
income allocable to such reserves. 

Paragraph (1) of subsection (g) provides for the detern&ination of the net 
investment income allocable to uon-life insurance reserves as that amount 
which bears the same ratio to the net investment income as such reserves bear 
to the qualified reserves. Pa& agraph (2) of the subsection defines non-life 
insurance reserves as the sum of the m&earned premiums aml the unpaid losses 
(whether or not ascertained) on contracts other than life insn& ance, annuity, 
and noncancelable health and accident insurance contracts, except any unearned 
premiums and unpaid losses which are included in the life iusnrance reserves as 
defined in section 801(b). The parenthetical ph& ase "whether or not ascertained" 
is intended as contiuuation of the treatn&ent accorded unpaid losses under present 
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law. The unearned premiums shall not be considered to be less than 2o percent of the net premiunis writte~ during the taxable year on such contracts. 
Paragi'al&h (8) of subsection (g) provides for an adjustment (imder regula- 

tions prescribed l&y the Secretary or his delegate) with respect to certain non-life 
insurance contracts that do have sonic life insurance reserves. 
Section 805. Special i» tc& est d ed acti on 

Section 805 provides for a special interest &lisluction (comparable to the reserve 
interest credit provided in section 80 &(b) of the Internal Revenue Code of 1954) 
to be used when computing the tax imp&&sed by section 80". The deduction is 
provided for life iiisurance companies whose net investment incomes are in- 
sufficient or barely sufficient to ineet their required interest commitments. 

The deduction is deterinined as under present law, with some minor changes. 
Under present la&v if the ratio of adjusted taxable iucome to required interest 
is less than 1. 00 the company receives an additional de&luction of 50 percent of 
the income subject to the life insurance tax. To conform the numerator of this 
ratio to the current bill an adjusted net investment income is used described in 
subsection (b). To retain the effect of the provision under present lavv the 
ratio is multiplied by the net investment income reduced hy the sum of net 
investment income allocable to non-life insurance reserves and the reserve and 
other policy liability deduction. As under present law reduced allowances are 
made where the ratio is between 1. 000 and 1. 05. 

A minor change in the definition of required interest is made. Under present 
law the required interest with respect to the reserve for deferred dividends is 
deemed to be 2 percent. Under the bill the actual interest rate is used. 

SUBPART B. — 1042 FORytULA 

Sections 811, 812, and 813 provide that after 195&5, if the subpart A tax is not 
extended, certain provisions of the Revenue Act of 1942 are to be combined with 
certain of the new provisions set forth in subpart A. The particular 1942 pro- 
visions that would come back into operation would be the method of determining 
the reserve and other policy liability deduction by reference to the Secretary' s 
ration (section 812) and the computation of income on non-life insurance busi- 
ness by means of applying 8+4 percent to certain reserves (section 813). 

The features of subpart A which are made permanent are: 
(I) The new definitions relating to investment income; 
(2) Denial of the dividends received credit; 
(3) The maximum limit on the reserve and other policy liability 

deduction; 
(4) The adjustment for policy loans in the 50 percent test used to define 

a life insurance company; and 
(5) The special interest deduction. 

Section, 811. Tax imposed 
Subsections (a) and (b) of section 811 are in substance the same as section 

802(a) of the Internal Revenue Code of 1954, except that the special interest 
deduction is allowed. 

Subsection (c) of section 811 provides an adjustment in computing the special 
interest deduction. Under this subjection, the computations under the sl&ecified 
provisions of the new section 805 will be made by substituting the amount of 
the adjustment for certain reserves provided in section 818 for the net investment 
income allocable to non-life insurance reserves. P&or lmrposes of section 805(b), 
the substitution will he made after the net investinent income has been com- 
puted within the reduction for wholly exempt interest. Thus, in applying sec- 
tion 805(b) (2) with respect to subpart B, the amount taken into accouut will 
be 50 percent of the amount of the adjustiuent for certain reserves, in lieu of 
50 percent of the net investment income allocable to non-life iiisurance reserves. 

Section 812. Reserve and other policp liat&titty ded&&ction 

Section 812 is in substance the same as section 804(a) of the Internal Revenue 
Code of 1954. The term "net investment income" is substituted for the term 
"taxable income" wherever such term is used in section 804 of the 19 &4 Code. 

Subsection (b) contains definitions corresponding to the definitions found in 
subsections (c), (d), (e), and (f) of section 808 of the 1954 Code. 

Subsection (c) applies the same maximum limit to the reserve and other policy 
liability deduction allowed by section 812(a) as the maximum limit applied by 

section 804(c). 
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Sectin» 818. A&tj &&stme&&t for cert»in reser&&e&& 

Section 813, iu substance the sanie as section 806 of the Internal Revenue Code 
of 1964, provides for an adjustinent for certain reserves in the case of a life 
insuran&e conipany writing contracts otlier than life insurance, annuity, and 
none»»&elable health and acci&lcnt insurance con!racts (in«luding life insurance 
or aunuity contracts coiubined with noncancelable healtli and ac«ident insurance). 

SUBPART C. — MISCELLANEOUS PROVISIONS 

Srctton 818. I&oreigt& life ins«rance cn»&p«&&ice. 

Section 816 is in substance the same as section 807 of the Internal Revenue 
Code of 1!k&4. 

Se«tin» 817. De»i«l of doable ded«etio»s 
Section 817 applies to part I the prohibition against double deductions found 

in section 808 (j) of thc Internal Revenue Code of 1!»4. 

SEcTIov 8. ADJUGTMENT To IvvEGTMENT Ixcos&E oF Ixsi. RANcE ( OMPANIEs OTHER 
THAN LIFE 

Subs«etio» (a) of secti&&D 8 contains ainendinents to part II of subchapter L 
of «hapter 1 of the Internal Revenue Code of 1954 (relatin" to uiutual insurance 
cou&panies other than life). The;e amendments conf&&nu the investment incouie 
which is used as a fax base in the case of these mutual insurance companies to the 
revised concept of inv«stinent income vvhich will apply to life insurance com- 
panies under the new part I. The prin& ipal «hanges are the iuclusion of rovalties, 
and the in&. ome from a trade or business other than the insurance business to- 
gether with the deductions attributable thereto. Xo change is made iu the 
avaibibility of the deduction for dividends received. 

Subsection (b) of section 8 contains amendinents to part III of subchapter L 
(relatin to stocl- insurance conipanies other than life). Since these companies 
are, in etfect, taxed on the regular corporate basis, no chauge was necessary 
in the defiuition of their investment income. However, te«lmical amendments 
were made to permit then to take a deduction for depletiou (vvhich vvas nnt 
specifically allowed by the Internal Revenue Code of 19n4), to correct the special 
capital loss deduction provisions, and to correct a cross reference to the definition 
of life insurance reserves. 

SEGTIQN 4. ANNOAL AccoUNTING PERIOD oF IxsURANGE CGIIPAvIEs To BE 
CALENDAR YE KR 

This section adds section 846 to part IV of subchapter L of chapter 1 of the 
Intern»l Revenue Code of 1964. Section 848 provides that for the purposes of 
subtitle A of the Iiiternal Revenue Code of 1964 the annual accounting period for 
each insurance company subject to a tax imposed by subchapter L shall be the 
calendar year. 

SECTION fi. TECHVICAL AMENDMENTS 

This section makes certain te&hnical aniendmeuts to provisions of the Internal 
Revenue Code of 19»4 outside of the first three parts of subchapt«r L to conform 
those provisions to the changes in subchapter L made by sections 2 and 8 of the 
bill. 

Paragraph (2) of this sectiou aruends paragraph (16) of section 501 (c) of 
the Interx&al Revenue Code, which provides an exemption from tax for certain 
small mutual insurance companies and associations. Under present I»vv, such a 
company or association is exempt if the gross amount received during the taxable 
year froiii inte&'est, dividends, rents, and premiums (includiug deposits and assess- 
ments) does not exceed $7&, 000. Under the amendment, the broader concept of 
the gross investnient incoiue contained in the bill is substituted for interest, 
dividends, and rents. 

SECTION 6. EFFECTIVE DATE 

Section 6 provides that the amendmeuts made bv the bill shall apply only to 
taxable years beginning after Deceuiber 61, 1954. 
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TAXATION OI' IXSUHANCK COPIPA. NY IXCOME 
(senate Report xo. 1571, Righty-fourth cougress, second session. calendar No. 25661 

[February 23 (legislative day, February 22), 1050] 

Mr. Byrd, froin the Committee on Fiuance, subiiiitted the following report 
[To accoin»auy H. R. 7201]: 

The Coiumitte on Fin;ince, to ivhout wiis referred the bill (H. R. 7201) relat- 
ing to tlie taxation of iiicouie of insurance cuiupinics, report favorably thereon 
with ameii&lnieuts and recomuieud that the bill as ameude&1 do piss. 

The auieuduients are as follow& s: 
(I) The House bill rewrites . « tion 804 of the Interiml Revenue Code of 10 &1 

ivhi&h provides a reserve a&id other 1&oli&y liability dedu&. tion a aiust the invest- 
nient iucome of a life iusm:in« ~ c&nnpanv. 1'n&l«r the House bill for 10&5 this 
deduction would be deterniined as 92i, ' pcrceut of the uet iuvestmeut income 
allocable to pension plan reserves plus 00 per«eut of such iii&ouie allocable to 
reserves for auunity «ontracts and deposits plus 8, & per«ent of so much of the 
balance of tlie investment income as is not allocal&lc to non-life-insurance reserve~. 
Your conmiittee has aniended this provision to i&lete all special deductions with 
refereuce to pension, auunity, aud deposit business, and to provide a larger deduc- 
tion primarily aifecting certain sniall life i&isurance companies. Under your 
committee's bill the &lednction will be 87i/. percent of the first 81 niillion of net 
investment iucouie allocable to life i»surauce reserves and 85 percent of the 
balauce allocable to such reserves. 

(2) I n&ler section 804, as provided in the House bill, a maximum limitation is 
imposed upon the reserve and other policy liability dedu& ti&ui of a life iusurance 
conipany. Iu general, this limit&ition is eqnal to tivo times the reserve interest 
requirements shown on the company's own books on reserves in connection v& ith 
policies iuvolving life contiugencies, plus the aniount of certain other interest 
obligations and dividends to poli& vholders. Your coniniittee has amended this 
provision to allow a statutory presumption of reserve interest in the case of 
certain mutual assessment life insurance coinpanies which do not have a formal 
reserve interest obligation. 

(0) The House bill would a&id;i neiv section 818 to the Internal Revenue Code 
which allows an alternative tax base related to total income for the first 5 years 
of operation in the ease of a life insurance company first authorized to do life 
insurance business before July 1, 1055. Your comiuittee has ameuded this pro- 
vision to make it applicable to the first o yeais of operation of a company 
whenever organized. 

(4) Life insurance companies were in d&mbt about the appli&able tax law at 
the time when the estimated tax for 1055 was payable, Septeniber 15 and De- 
ceml&er 15 of 10. ». . Under general authority pr&&vided by the luternal Revenue 
Co&le, the Cominissioner of Internal Revenue extended the time for filing tlie 
declaration of estiiuated tax for these corporations imtil Marcli 1;&, 10 &(&. How- 
ever, these companies were not released from the additions to tare provided under 
section 8055 of the Internal Revenue Code for failure to pay the estimated tax. 
Your committee has added a se«tion 7 to the House bill to provide that no ad- 
ditions to tax shall be made in this situation. 

(5) Several clarifying amendnients have been made iu the House bill. These 
amendments are discussed below. 

PURPOSF. OF THE BII, I, 

Th b 11 as amended by your conunittee, has two principal purposes. Basi- 
Is i, as 

cally the bill provides a tax on life insurance companies for the year 1, o. o 

this extent it is a stopgap bill. Under the terms of the bill for 1050 and later 
years, the tax formula provided under present law for life insurance compauies 

will be in operation. This is, basically, the sanie formula that was first en- 

acted in the Revenue Act of 1942. The coiumittee expects that additional legis- 

lation will be initiated in the House during this year relating to the taxing of life 

insurauce companies for the future. In this connection the Secretary of the 

Treasury has stated: 
3934 74 — 56 — 62 
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""' &: * I suggest that an attempt be made to develop a method of taxing life 
insurance companies like other business, on the b:isis of their entire income from 
all sources, with appropriate deductions for their expenses and additions to their 
reserves against policy contracts * &' * It should now be possible to develop 
a fairer basis for taxation which will include all of the income and deduction 
items which properly rellect the earnings position of a life insurance company. " 

Apart from the 1-year provisions of this bill, certain basic reforms are made 
in the detailed procrdures for taxing life insurance companies that may be ap- 
plicable in the future under any investment income formula. Under the House 
bill, as with the bill as amended by your committee, these reforms are incor- 
porated in the basic (1942) provisions so they will become operative in 19O6 if 
those provisions become effective after 1955. 

SUMMARY OF THE BILL 

The bill continues to disregard underwriting gains and losses in the determi- 
nation of taxable income, because of the diificulties of taxing insurance companies 
on the regular corporate basis. The methods of dealing with investment income 
and the taxation of income from non-life insurance business, however, are some- 
what changed. The formula in effect in 19O4 in effect taxed life insurance 
companies at regular corporate rates after deducting 87I&~ percent of the portion 
deemed allocable to life insurance business. This deduction ratio is retained 
for the first $1 million of such income and a deduction ratio of 85 percent is 
provided for the balance. 

IVith respect to non-life-insurance business, primarily accident and health 
insurance, the bill moves in the direction of equalizing the tax treatment of life 
and casualty insurance companies. It is provided that both stock and mutual 
life insurance companies will pay tax on the income from this business as if it 
were the income of a mutual casualty insurance company. 

The bill makes several changes in the taxation of life insurance income de- 
signed to improve the definition of income and to prevent abuse of the life insur- 
ance treatment by companies which are not entirelv life insurance companies. 
Several improvements in the income definition have been applied to casualty 
insurance companies as well as to life insurance companies. The reserve interest 
credit, a relief device provided in the Revenue Act of 1951 for certain companies 
with low earnings relative to their reserve and other policy requirements, is 
retained in substance. 

The hill iniposes a tax under the new system only for the year 1955 and pro- 
vides that a tax siiiiilar to that imposed by the Revenue Act of 1942 will come 
into operation thereafter. By this action the committee does not intend any 
expression of approval of the tax formula provided in the 1942 act, but has pro- 
vided for the application of that formula to 19O6 because it is the method of tax- 
ing life insurance companies under the law as of the present time. The so-called 
stopgap forniula in use since 1950 has not been extended beyond 1954. 

It is estimated that the tax imposed on life insurance companies for the cal- 
endar year 1955, under this bill, ivill be $248 niillion. This diiYers from the tax 
that would be imposed by the House bill, which was $220 million. If the life 
insurance companies had continued to pay tax under the formula in effect in 
1954, the tax on 1955 income would hare been $197 million. 

DiscussioN oF SVBSTANTIVE CoMMITTEE AMENDMENTs 

The principal amendmeut made by your committee removes from the House 
bill the provisions for special treatnient of the business of a life insurance com- 
pany connected with qualified pension plans and with annuities and deposits. 
Various companies objected to these provisions in the House bill. Your com- 
mittee thought that it could not enact into law the principle of special treatment 
of pension and annuity business without hearings and further study. Since 
time did not perinit such a study, the provisions have been removed from this bill 
with the understanding that this question will be further examined by the Con- 
gress in connection with legislation for 1956. 

The special treatment of the first $1 million of investnient income in the hands 
of a life insurauce company is designed to provide that relatively small life in- 
surance companies would pay approximately the same tax as they would have 
paid under the law in effect in 1954. 

It was felt that a tax increase on these companies might hinder the growth of conipetition in this field. The small business relief has been designed in such 



a manner that it will relate only to the life insuraiice portiou of the company's 
iucouie aud will uot iuvolve a notch area subject to a high uiarginal rate of tax. 

The extension of the applic&itiou of section 818 of the House bill is designed to 
&ical witli tlie probleiu witli respect to ceiuain new life i&is»rance coinpa»ies whicli 
ivas created by a loophole closi» piovision inserted in the House bill. Under 
present low mi insurance cou&p»&&y may be able to have a relatively large life 
insurance dedu& tion, pi'oportioimte to a relatively large investnient income, eve&i 
iliou h its life i»aura»ce obli ations niay require ouly a snmll aniount of invest- 
meut iucome. In tlie extre»ie this»iigbt peri»it a company to be operated yri- 
marily as an iuvestment conipany with very little life iusurance business. 
H. R. 7201 deals with this problem by liuiiiing the de&luciion agni»st investment 
income to tivice the nmoimt actuallv »ceiled according to the con&pi&»y's books for 
reserve interest rcq»iixu»e»ts plus the anio»nt needed for other interest commit- 
ments aud policy dividends. Thus, excess invcstineut in& ome vvould be taxed at 
full corporate i'ales. Any uew &on&pa»y uiust, howeve&, have au initial capital 
bef&&re it &an sell aiiy iusurance a»d havcreserves. Thus, for a ivbile it is bound 
to have excess i»vestment i»come. The House bill provided relief in tliis situation 
for a neiv comyany fiist autboi ized to do business before the approximate a»- 
uouncenient date of the House bill. Such c&mipany would be perniitted to use as 
an alteiamtive tax base its tot:il in& o»ie before tax as reported ou the annual state- 
ment to the Xational Coiiventio» of- Iusurauce Commissio»ers. This relief device 
would permit the coi»yany to tal. e into account any exc& ss of its insurance ex- 
penses over. its preuiiums. It would automatically relieve a new, expanding life 
iusurance conIpauy because excess investment iucoine ivould be taxable only to tlie 
extent that it was not used to &over deficits incurred iu establishing the life 
iusurance business. Your &. 'ommittee appi'oves of the inteuti&m of this provision 
and has exteuded it to new coi»panies whenever authorized to commence bnsiness. 

The maximum limitation of the re. erve and other policy liability deduction 
provided in the House bill ivould work an unintended hardship in the case of 
certain mutual assessiueut life insurance compauies which must keep a deposit 
with State insurance deyartiuents. Tliesc coinpauies have reserves recognized as 
life insurance reserves uuder preseiit law aud they earn interest, but the policy 
contract does not specify a required interest on such reserves. Under the House 
bill, therefore, tbe entire interest earned would be ileemed to be excess interest. 
Your committee has amended the House bill to allow a statutory presumption of 
required interest up to 3 yerceut iu tliis case. This will put such companies in 
substantially the same position as otlier»&»tual insurance companies. 

The bill was received from the House by your couunittee in July of 1055. At 
the same tiuie certain other pressing (Pgislation ivas received. Your committee 
did not feel able to give adequate &. onsiderati&&» to the problems involved in the 
short time before adjourument. This left life insurance companies apparently 
subject to tax ou 1955 income under the terms of tbe 1', )42 forniula, which would 
involve a higher tax tlian nas imyosed under tbe House bill. Since your commit- 
tee did not intend that this formula should come into oper:ition, the Commissioner 
of Internal Revenue used the general authority provided under the Internal 
Revenue Code to postyone for life insurance comyanies the time for filing the 
declaration of estimated tax. This declaratiou was required under the Internal 
Revenue Code of 1954, which provided that in 1055 corpmatio»s (with probable 
tax liabilities over $100, 000) n ould be I+quired to estimate the tax payable on the 
hicome of that year, and yay 5 yerceut of such estiniate by Septem'ber 15 and 5 
percent by December 15. While the Couimissioner postponed the ilate for filing 
the declaration the companies involved were not relieved of the obligation for 
additions to tax for failure to yay appropriate amounts o» Septe»&her 15 and 
Deceiuber 15. This addition to tax is computed at the rate of 0 percent per 
annuui on tbe underpayment. It ivas indicated at that time that it vvas the 
intention of your couimittee to propose that these comyanies be relieved of the 
addition to tax, which the amendment adding section 7 to the bill does. 

DISGUssIoN oF& CLARIFYING CoMMITTKR AI&uivn&IENTS 

Several clarifying amendments have been made in the House bill. The first 
of these corrects an erroueous reference contaiued in the last sentp11ce of section 
802(f). Tbe second of these amendments is made to tbe last sentence of para- 
graph (2) of se&. tion 804(b). This ameudment makes it clear that in computing 
the average rate of interest for lrnrposes of tbe adjustineut for policy loans, 
there shall be taken into ace&&nut 7 percent of that portiou of tlie life insurance 
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reserves which are computed on a preliminary term basis. The third of these 
clarifying ameiidments is made to subsection (c) of section 811. This subsection 
provides the manner for computing the special interest deduction under the 
1942 life insurance forinula which the bill provides shall come into effect in 
1958. The amendment is designed to make the special interest deduction operate 
in the same manner as it did from 1951 to 1954. The last of the clarifying amend- 
ments changes section 818 of the EIouse bill. Subsection (c) of this section pro- 
vides that a certain part of the dividends received credit shall be allowed in the 
case of new companies taxed on the basis of total income. The amendment is 
designed to insure that the deduction will in fact be allowed. 

DETAILED EXPLANATION OF THE BILL 

A. REGULAR LIFE INSURAÃcE BUsiNEss 

Except for special treatment of the first $1 million, the bill provides a deduc- 
tion of 85 percent of the net investment income allocable to the regular life 
insurance business. On the basis of reserves presently stated on the company 
books, the industry currently needs less than 85 percent of its net investment 
income to fulfill policy obligations, although the cominittee was told that 85 
percent is an average deduction ratio over the last 5 years. This smaller cur- 
rent interest requirement is due in part to the fact that in recent years the com- 
panies have transferred considerable amounts of surplus to reserves in a process 
known as reserve strengthening. While this does reduce the current need for 
interest additions to reserves, it does not appear desirable that tax liability 
should depend on pure bookkeeping changes. Moreover, the ratio of interest 
requirements to current interest earnings will vary considerably over time 
because of the slow adjustment of reserve interest patterns to changing interest 
rates. It also does not appear desirable that tax liability should depend on 
these year-to-year variations in the reserve interest picture. 

B. NONLIFE INSURANCE BUSINESS 

The bill provides for 1955 that stock and mutual life insurance companies will 
pay tax on the income from nonlife insurance business as if it were the income 
of a mutual casualty company. This means that they will pay the higher of 
(1) a tax at regular corporate rates on their net investment income from that 
business or (2) a tax of 1 percent on the gross investment income from that 
business plus premiums (less dividends) on those policies. For this purpose 
the investment income is required to be determined in the same manner as for a 
mutual casualty company. This involves taking into account a proportionate 
part of the net capital gain (to which the alternative capital gains tax is appli- 
cable) and a proportionate part of the dividends received credit. 

For many years the investment income attributable to the nonlife insurance 
business has been viewed as 8+q percent of the unearned premiums and unpaid 
losses on that business. Under this bill for 1955 the income attributable to the 
nonlife insurance business is that part of the total net investment income ivhich 
corrersponds to the ratio of these nonlife reserves to the total reserves. 

Ir the casualty insurance field, where stock companies predominate, the stock 
companies are subjected to a different tax computation from inutuals, one that 
usually results in a higher tax. It is feared that if this were applied to the 
accident and health field of the life insurance industry, where mutuals predom- 
inate, the competitive consequences could be quite serious. 

C. THE DEFINITION OF INCOME 

The gross income of a life insurance company under present law is defined as 
interest, dividends, and rents. This definition has been changed by expressly 
including (1) rovalties; (2) certain amounts received in connection with entering 
into, altering, or terminating agreements such as leases and mortgages; and (8) 
income derived from the operation of a noninsurance business. Royalties are 
considered to be similar to rents. Similarly, the receipts in connection with cer- 
tain agreements are considered similar to the income received under the agree- 
ments. These amounts would include, for example, a bonus on entering into a 
lease and a penalty for early repayment of a mortgage. Normally a life insurance 
company will only have income from a noninsurance business where it acquires 
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a goin" lnlsiness in f&rreclosin a moltgage. Income earned in this t, t' be sinlilar to nlortgage interest. In some cases there is uncertainty as to the status of these items nnder prese»t 1:lw. 
'1'1 . 1'he de&lu& tions corresl&oncling to these types of income are allowed. Th s th bi 1 provides a de&lucii&m for d«pletion aml a deduction for the ordinary expenses of any noninsurauce business. As has allv;&ys b««n the &ase, capital gains are not inclnded i» life insurance i»col»e. 
The deduction for dividends r«& eive&l on corp&&rate stock hei&1 for the life 

insn&ance business is d&'nied on the groululs that the life insurance company 
;&lready gets at least an g. & per& «»t deduction on this income. 

lyhere:&ppropri;&te, these n»&&liti&;&&iona of ihe &lefinition of investment income 
have also l&ee» applie&l io casu;llty i»snr;mce «ompanie«. For mntlml casualty 
colupanies there are &'xpressly;&i&led to the present definition of income roy&llties, 
paynlents ln connection wltl& a'"1'co»le»i s, , 'lnd 1»coul«. f &'onl a, no»i»su«'luce. 
busi»ess. The corr«spon&li»g &1«du«tions are allowed. Under lrr&. s«nt law all of 
these types of iucol»e a&« inchldibl« in the &;lse of a stock casualty company, 
but the bill allo&vs a deduction for depl& tion lvhich is not allowed in the 10»4 
Code. 

D. Anusus ov THE I. IFE I&zsu«»Ncu Paovlsloxs 

The hill luakes several changes in present law designe&l to prevent ab»ses of 
the special tax tl e:&tment permitted in the case of li le insurance compani& s. One 
of these uew provisions is an &&v«r;&ll ceiling ilnposed npon the reserve an&1 other 
policy liability deduction. That ded»ction, in general, is determined by means 
of specified p«rcentages of net iuvestlneut inc»»le and serves in lieu of a de&luc- 
tion for the actual commitment of each company to pay and a«n ue interest. B»t 
if, on the basis of its actual conlmitments, the investulent income is fal gleater 
than lvhat is necessary, instead of deducting the normal percentage, 8&&/a or S& 
perceut, of this large iuvestment iucolne, a ceiling for the deducti&&n is imposed. 
The ceiling is ronghly 200 percent of the interest requirements on life insurance 
reserves pins the actual interest commitments on contracts not involving life 
contingencies, plus divid«nds to policyholde&w. A dividends received deduction is 
allowed for the portion of dividends included in the part of income taxable at 
full rates. Ill some cases there is uncertainty as to the status of these items 
under present lalv. 

In the computation of the ceiling on the reserve and other policy liability ded»c- 
tion it is provided that the interest on life insuran&« reserv«s to the extent that 
those reserves are matched by policy loans may be taken at only 100 percent and 
not 200 percent. This is designed to prevent the alnlse of cre»tin" more or less 
fictitious life insurance reserves by selling insurance policies where a policy 1&&an 

is extended inlmediately for almost the full amount of the premium. 
Another new provision deals with the definition of a life i»surance company. 

Under present law, an insurance company is denominated a life insurance com- 
pany if more thau 00 percent of its reserves are life iusurance reserves. This 
rule is coutinued, but a modification is provided. Under present law a company 
finding its reserves other tlmu life (generally accident and health insurauce 
reserves) rising over the, &0 percent cau avoid taxation as a casualty insn&ance 
company by "ulannfacturing" life insurance reserves through the device of 
selling insurance policies and extending policy loans to tbe amount of the reserves 
set up on these policies. This is a paper transaction to disguise the true charact«r 
nf the company. The bill would remove the amount of policy loans from both life 
reserves and total reserves and apply the 00 percent test as though these trans- 
actions had never occurred. 

The inclusion in the bill of a definite formula is not intended to affect the 
general principles of law under whi«h sham transactions may be disregarded. 
Furthermore. it shoul&1 be pointed out that the formula is not confined to situa- 
tions similar to that described above, since its applicatiou is generalized to all 
policy loans whether or not they arise in the normal course of operations. It is 
considered that to the extent a life insurance conlpany lends money to a policy- 
holder it is creating a position similar to that which lvould have existed if it had 
initially sold him a policy involving a lower net reserve. 

There is a potential abuse situation in the case of the so-called captive insurance 
compauies. It may be possible for a finance colnpany, for example, to establish a 
subsidiarv life insurance company that will issue life insurance policies in con- 
nection with the business of the parent. If the subsidiary charges ezcessive 
premium on this business, a portion of the income of the parent company can be 
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diverted to the life insurance company. It is believed that, section 482 of the 
Internal Revenue Code of 1!)5&4 (rela'ting to allocation of income and deductions 
amon„rehu& d taxpayers) provides the Secretary of the Treasury ample regula- 
tive authority to deal with this problem. 

E. NEIv IN$UPANcE COMPANIES 

An alternative tax base is provided for the first 5 years during which a com- 
pany is authorized to do business as an insurance con&pany. Basically this sec- 
tion provides that if the investment income exceeds two times the interest re- 
quirements, so that the ceiling on the reserve and other policy liability deduction 
Ivould come into effect then the tax base cannot exceed the net gain from opera- 
tions, after dividends to policyholders but before Federal income tax, as shown by 
the annual statement approved by the National Convention of Insurance Com- 
missioners. In no case can this provision make the tax less than it would have 
been if there was no ceiling on the reserve and other policy liability deduction, 
Thus the company will be taxable at least on 12I&2 percent of its first $1 million of 
investment income on life insurance business and on 15 percent of the balance. 

SECTION-BY-SECTION ANA. LYSIS OF THE BILL 

FInsT SEcTIox 

The first section of the hill contains a short title for the bill, namely, the "Life 
Insurance Tax Act for 195&5'. 

SEcTIox 2 

Section 2 of the bill amends part I of subchapter L of chapter 1 of the Internal 
Revenue Code of 1954 (relating to the taxation of the income of life insurance 
companies) by substituting for the existing sections 801 to 807, inclusive, a new 
text which is divided into three subparts: 

1. Subpart A (sections 801 through 80o), which deals with the new formula 
for the taxation of the income of life insurance co&npanies for the taxable 
year 19, », ; 

2. Subpart B (sections 811 throu h 818) which deals wiht the 1942 formula 
(with certain revisions) for the taxation of that income, which formula will 
become etfective in 1956 if other legislation is not enacted; and 

8. Subpart C (sections 816, 817, and 818), which deals with foreign life 
insurance companies, the denial of double deductions, and an alternate treat- 
ment for certain new life insurance companies. 

SUBPART 

Section 801. Definition of life insnrance companies 
The new section 801 embodies, with a few minor changes, the definition of a 

life insurance company which is contained in section 801 of the Internal Revenue 
Code of 1954. 

Subsections (a), (c), and (e) of section 801 are in substance the same as sec- 
tion 801 of the 1954 code, while subsection (b), with a minor exception, is in sub- 
stance the same as section 808(b) of the 19o4 code. Under these subsections the 
total reserves an&1 the life insurance reserves of an insurance companv are defined. 
The company is treated as a life insurance company if more than 50 percent of its 
total reserves are life insurance reserves or certain reserves on noncancelable ac- 
cident and health insurance. Paragraph (4) of subsection (b) specifies that the 
amount of these reserves shall be the mean of these reserves at the beginning and 
end of the taxable year. This corresponds to the present practice of the Internal 
Revenue Service in applying this definitional test. 

Subsection (d) of section 801 introduces a new element in the definition of a 
life insurance company. An insurance company, in computing its life insurance 
reserves to determine whether it qualifies as a life insurance company under sec- 
tion 801(a), must under the provisions of subsection (d) reduce its life insurance 
reserves and iis total reserves by an amount equal to the mean of the aggregates, 
at the beginning and end of the taxable year, of the policy loans outstanding with 
respect to contracts for which life insurance reserves are maintained. The term 
"policy loans" is intended to include loans made by the insurance company, by 
whatever name called, for which the reserve on a policy is the collateral, 



The & ffect nf tliis subsection niay be illustrated by the following example based 
nu hvpothetici» data fot' the && i»surnn& r c&»i&)&any sellin„n»ly life insuranr'c an&I 
cancelable '1«''i&le&it, 'i&id Iie'11th illa&i r liir'e: 

Jan. 1 Dec. 31 arran oi'year 

1. Life insu&nnce res&rces 
2. Pansy It&ms 

3, Life res& & rcs less policy loans 
4. 1)h&arncd l&rcrniu&iis and unpaid losses on cancelai&le accident 

and health insurance 

Toh&& rcscrr& s imdcr ihc hin (i&em 3 plus itein 4) 
6, Total rcsi rres under present lais (item 1 i&lus item 4) 

1, 000 
50 

2, 000 
350 

1, 000 

1, 500 
450 

1, 050 

1, 250 

2, 300 
2, 750 

The rule provi&led in the bill requiics Ihat the menu of the year figur in itei» 
8 (I 0&0) be nu» e thn ii 80 per& ent &&f the 1»e in of tlie year figur in ii en& 8 ('-', 800). 
Thus under the bill the A comyany w&iuld nnt qualify as a lif'e insnran&c cnm- 
yany. The present laav rule requires that th&' mean of the year figure in item 1 
(1, 8&00) be more than 80 percent of the me;in of tlie year figure in if& m 0& {2, &. &O). 

This coiiipany would be regarrlerl as a life insurarice comliany under present law. 

Section 8{)2. Tr&z i»&finacd fo& I980 
The new section S02 imposes the tax on life insurance cnmpanics for ihe year 

1988. In the case of a co»ipauy having no non-life i»su& ance leserves (as tlefine&1 

in sec. 804(d) (2) ) the tax yrovided by sul&section (a) applies n»ly nn its lif& 

Insurance taxable income. Jn the c:ise of a company havir&nou-Isfe iusurance 
reserves the tax is eith&'r (I) the tiix i»iposed by section S02(ii), or (2) the tiix 
computed unrler section S02(& ) (2), whichever is the higher. 

Snbsection (a) iinposes a tax consistin, of a nnrnlal tax an&1 a surtax (com- 
puterl uii&ler secs. 11(b) and 11(c) of the IO8&4 Co&le, respectively) on the snm 
of the "life insurance taxable income" plus the "nnn-life insurance taxable 
incnrne. " 

Subsection (b) defines "life insurance taxable income" as the "net investment 
Inc&&n&&' niinns the sum of the net investment income allncaMe to non-life 
insurance reserves, the reserve and other policy liability deduction, and the 
special interest derluctinn (if applicable). The tenn "net investment incnnie" 
is exlilained iu section S08; "net iuvestmeut income allocable to non-life insurance 
reserves" in section S04(d); "reserve and other policy liability deduction" in 
section 804; anil "syecial interest deduction" in so& lion SO. &. 

Subsection (r. ) provides an alternative methnrl of computing the tax in the case 
of life insurance coinyanies having non-life insurance reserves. In such cases, 
the taxpayer insuraucc company pays the greater of either tli& Iax imposed unrlei 

section S02(a) or the alternative tax computed under section 802(c) (2). If the 
operation of section 1201(a) (providing an alternative tax on capital gains) 
red»ces the tax con&)n&teil uurler so& linn 802(a) to an amount less than tint com- 

puterl under section 802(c) (2), then the latter tax wnulrl alqily. 
The alter»&itive tax under section 802{c) (2) consists of t'Iie sum of ttvo partial 

taxes. Tile first partial tax is a normal tax aml surtax (computed as under 
secs. 11(b) and 11(c), respectively) on the taxpayer's life i»surance taxable 
income. The secourl partial tax consists of the snm of (i) 1 percent of that por- 

tion of the gross investment income which is allocable to the non-life insurance 

reserves and (ii) I peicent of the excess of the net premiums on the non-life 

insurance contra& ts over the divirlenrls due policvhnlders (in their cayacity as 

such) on those coutracts. Yet premiums and dividenrls to pnlicyholdcrs are tn 

be computed as prnvirled in section 823. Para iaph (2) (P) (i) of subsection (c) 
provides that the portion of the gross investment income allocable to non-life 
'ns a e reserves is to be au amotint which bears the same ratio to gross invest- n. e b 
ment income (reducerl by the deduction for wholly exempt intel'est allowed &y 

sec. 808 (c) (I) ) as the nonlife reserves bear to the "qualified reserves" (rlefincd 

under sec 804(c) ) The "excess" describerl in clause (ii) of subsection 

(c) (2) (I)) could conceivably be a ne ative figure whi&h would then reduce 

the amount tn be determined unrler such subsccti&&n. 

Subsection (d) of section 802 provides niethods for computing ihe rleductiou 

for partially tax-exempt interest. Para; rayh (1) of subsection (d) provirles 
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(for the purpose of the normal tax computed under sec. 802(a) ) a deduction for 
partially tax-exempt interest equal to an amount which bears the saine ra. tio to the 
ainount of the deduction provided by section 242 as the sum of the life insurance 
taxable income (determined under sec. 802(l&) ) and the net investment income 
allocable to non-life insurance reserves (determined under sec. 804(d) ) bears to 
the net investirient income. Since the net investment income is reduced by the 
reserve and other policy liability deduction, the deduction for partially tax 
exempt intei est is correspondingly redu& ed. Ivor the purpose of the normal tax in 
coinputing the first partial tax under section 802(c) (2) (A), the deduction for 
partially tax-exempt interest is an amount which bears the same ratio to the 
amount of the deduction provided by section 242 as the life-insurance taxable 
income bears to the net investment income. 

Subsection (e) of section 802 provides for a method of computing the alternative 
tax on capital gains in the case of a life insurance company which has non-life 
insurance reserves. Under section 1201(a), if the net long-term capital gain 
of a corporation exceeds its net short-term capital loss, then the alternative 
capital 'ains tax is computed by reference to such excess. Under subsection (e), 
the excess to be taken into account is an amount which bears the same ratio 
to the excess described in section 1201(a) as the non-life insurance reserves bear 
to the qualified reserves. In determining this excess, a net capital loss for any 
tkxable year be inning before Ja nuary I, 1999, shall not be taken into 
consideration. 

The "non-life insurance taxable income" of a life insurance company is defined 
in section 802(f) as the net investment inconie allocable to non-life insurance 
reserves increased by a proportionate share of the net capital gain allocable to 
this non-life insurance income and decreased by the proportionate share of the 
deductions for dividends received provided in sections 248, 244, and 245. In 
computing the net capital gain for purposes of this subsection, a net capital loss 
for any taxable year beginning before January 1, 19oo, shall not be taken into 
account. 
Section 808. Income rrnrt rtertnctions 

Section 808 provides rules and definitions for the determination of income and 
deductions to be used only in the case of life insurance companies. 

Subsection (b) of section 808 defines "gross investment income. " It starts 
with the definition of gross income, as provided by section S08(a) (2) of the 
Internal Revenue Code of 19o4, and adds to that definition royalties and gross 
income from any trade nr business (other than an insurance business) carried 
on by the life insurance company. 

Subsection (b) (1) includes in the definition of "gross investment income" the 
gross amount of any income, received or accrued, during the taxable year, from 
interest, dividends, rents, and royalties. It is made clear that income includes 
the gross amount received in conjunction with the making of any lease, mortgage, 
or other instrument or agreement from which the life insurance company will 
derive interest, rents, or royalties, and the alteration or termination of any such 
lease, etc. Exaruples of such amounts would be a penalty for early pavment 
of a mortgage and a bonus for enterin into a lease. Any amount received 
in conjunction ivith an agreement which would be deemed a capital gain under 
other provisions of the Internal Revenue Code will not be included in gross 
investment income. 

Under subsection (b) (2) of section 808, "gross investment income" also in- 
cludes the gross income from any trade or business (other than an insurance 
business) carried on by the insurance company individually or in partnership. 
In determining the amount of income from such trade or business it is provided 
that any items described in section 803(b) (I) be excluded. Gross investment 
income does not include any gain from the sale or exchange of a capital asset 
This exclusion applies also to any gain which is treated as a gain from the sale 
or exchange of a capital asset under other provisions of the Internal Revenue 
Code. 

Section 808(c) defines "net investment income" (a term comparable to "tax- 
able income" as used in section 803(g) of the Int mal Revenue Code of 1954), 
as gross investinent income (referred to in section 808(b) ) less a number of 
deductions. 

The deductions for tax-free interest, investment expenses, and depreciation 
are in substance the same as provided in section 803(g) of the 1964 Code. As 
under present law the insurance company is permitted to deduct taxes and other 
expenses (other than capital improvements) paid or accrued during the taxable 
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year exclusively on or with respect to real estate o&vned by the cou&pany. The e ence to sec ti&m 104 to bring into operation here certain changes in the cleductibility of taxes adopted in 1004 ivhich are not now alq&lied to insur- ance companies. I'aragraph (5) of section 803(c) provi&les for a uew deduction, that for depletion (ancl depreciation) allowed by section 011. 
Paragraph (0) of this subsection allows the deductions attributable to any trade or busiuess, the income from which is in«i&ale&1 in the life insurance con&- pany's gross i»vesta&ent i»co&ue by reason of section 803(b) (2), except losses 

frou& (a) sales or exchanges of capital assets, (b) sales or exchan & s of property used iu the trade or business (as defined in section 1231(b) ), an&1 (c) losses fron& 
the compulsory or involuntary conversion of prope&ty use&1 in the trade or 
business. The all&&&ruble deductions u&ay exceed the gross in«on&e fron& this 
busiuess. Any part of the &le&luctious provided in para raph (0) will be dis- 
allowecl to the extent attributable to the carrying on of the insurance business. 
An example of this disallowance could be provided by a life insuran«e con&pany 
that operatecl a raclio station primarily to advertise its owu insurance services. 
A portion of the expenses of the radio station (correspondin; to the ratio of the 
value of aclvertisin, furuished to the iusurance company to the total value of 
services rendered by the station) v;ill not be allo&ved;&s decluctions. Paragraph 
(0) also excludes the dedu& tion for net operating losses pr&n ident in section 172. 
-Unlike present lavv this bill omits the deduction for intercorporate dividemls 

in courputing the basic uet investment iucou&e of a life insurance company. It is 
specified in paragraph (0) tha. t none of the deductions afio&ved in part VIII 
of subchapter B shall be allo»ved as expenses of the n&&nina»rance business. 

Subsectiou (d), liu&itiug the deductious related to real estate, and subsection 
(e), relating to an&ortization of premiu&u and accrual of discount on bonds an&1 
other evidences of inclebteduess are in substauce the same as subsections (h) 
and (i), respectively, of section 803 of the Iuterual Revenue Code of 1004. 
Section 80$. Re«e& nc and otl&c& policy liability deduction 

Section S04 provides a new rule for deter&uining the "reserve and other policy 
liability deduction" for the purpose of subpart A of part I of subchapter L of 
the li)34 Code. Subject to the limitatious provided in subsection (b), subsection 
(a) defines the term "reserve and other policy liability deductions" (for the 
purposes of the subpart) as meaning the sum of the amouuts determined by 
applying the following percentages to the excess of the net investment income 
over the net investment income allocable to non-life i»su&ance reserves (de- 
termined under subsection (d) ): 

(1) 87', -' perceut of so much of the excess as does not exceed $1 million; and 
(2) 8, & percent of so much of the excess as exceeds $1 million. 
Subsection (b) provides that the deductiou for reserve and other policy liabili- 

ties shall not ex«eed an amount which is equal to the smn of the following: 
(A) Tmo times the required interest on life insurance reserves (deter- 

mined under sec. 805(c) (1) ); 
(B) The required interest ou reserves for deferred divideuds (determined 

under sec. S00(c) (2)); 
(C) The an&ount of interest paid (as defined in sec. 804 (d) ); 
(D) The dividends to policyholders paid or declared (other than dividends 

on non-life insurance contracts referred to in subsection (d) (2) (A) of 
section 804; and 

(E) In the case of a mutual assessmeut life insurauce cou&pany or asso- 
ciation such n&aximum is to be an amount equal to tmo times whichever 
of the following is tbe lesser: 

(i) The amount of the net investment income on life insurance re- 
serves described in subparagraph (A) or (B) of secti&m 801(b) (3); or 

(ii) 3 percent of the lif insurance reserves so describecl. 
The above sum must be reduced by the amount of the adjustu&ent for policy loans 
provided in paragraph (2) of subsecttion (b). For the purposes of (D) the 
dividends to policyholders shall be construed as those paid, or those declared, 
according to the method of accounting regularly employed in keeping the books 
of the insurance company. 

Paragraph (2) of subsection (b) provides for the application of an adjustment 
which will reduce the amount cou&puted under paragraph (1) by an amount 
equal to the mean of the aggregates (at the beginning and end of the taxable year) 
of the outstanding policy loans with respect to contracts for which life insurance 
reserves are maintained, multiplied by the average rate of interest applicable to 
life insurauce reserves. 
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Maximum reserve and other policy liability deduction $85, 000 

Assuming the investment income allocable to non-life insurance reserves was 

$100, 000 and the deduction under sections 243, 244, and 245 was $6, 000, the total 
deduction for dividends received would be $4, 000 determined in the following 
manner: 

/100, 000 
Deductions under 802 '$6' 00( 0000 7 

$2, 000 

300, 000 — 100, 000 — ( 85, 000) 100 

Under 804 (b) (3), $6, 000 . 2, 000 
t 

Total deduction 4, 000 

The application of the preceding subsection may be illustrated by the following 
example: 

The B life insurance company has net investment income of 300, of which 100 
is allocable to non-life insurance reserves. The reserve and other policy liabilitv 
deduction as computed under subsection (a) of section 804 is 871/2 percent of 200 
or 175. The company must then deterniine its maximum reserve and other policy 
liability deduction. The first element of this niaximum relates to its interest on 
life insurance reserves which is computed as follows: 

Paragraph (3) of subsection (b) permits an insurance company, whose 

and other policy liability deduction has been limited by paragraph (1) of this 

subsection, to take as a deduction an amount corresponding to the dividends 

received tleductions provided in sections 243, 244, and 245 of the 1954 Code. 

Specifically, subparagraph (A) of the paragraph provides that where paragraph 

(1) of subsection (b) reduces the reserve and other policy liability deduction 

allowed by section 804 or 812, an insurance company will be allowed, in computing 

life insurance taxable income under section 802(b) or 811(b), an additional 

deduction corresponding to the dividends received deduction computed under the 

provisions of subparagraph (B). 
The deduction computed under subparagraph (B) is to be an amount which 

bears the same ratio to the total intercorporate dividends received deductions 

provided in sections 243, 244, and 245 as the net investment income reduced as 

provided in the next paragraph, bears to the total net investment income. 
In the above-mentioned computation, the net investment income is reduced by 

the sum of the net investment income allocable to nonlife insurance reserves (or 
for the purposes of section 811(d), the amount of the adjustnient for certain re- 

serves provided in section 813), and 100/85 of the maximum limitation determined 

under paragraphs (1) and (2) of subsection (b). 
The provisions of paragraph (3) may be illustrated by the following example: 
Company A. (a life insurance company organized in 1945) has investmerit in- 

come of $300, 000. In applying subsection (b) of section 804, the company has- 

Required interest, $42, 000, times 2 $84, 000 

Interest paid 1, 000 

Reserves, 
Jan. 1 

Reserves, 
Dec. 31 

Reserves, 
mean of 

year 

Amount of 
required 
interest 

Reserves at 2)5 percent 
Reserves at 3 percent 

'1'otai 

900 
1, 050 

1, 100 
950 

1, 000 
1, 000 

2, 000 

25 
30 

55 

The calculation of the maximum will include twice the sum of 25 and 30 or 110. 
There is also added interest paid on borrowings and on contracts not involving 
contin encies, which is 20, and dividends paid to policyholders of 10. 

From 140 (the sum of 110, 20, and 10) there must be subtracted the adjustment 
for loans on policies involving life insurance reserves. The amount of such policy 
loans is 150 at the beginning of the year and 250 at the end or 200 as the mean. 
The adjustment for policy loans is fletermined by first dividing the reserve interest 
required (55) by the sum of the means of the life insurance reserves (2, 000). This 



977 

avera, e rate is thus 2. 75 &er 
o ' yields an ad usturen I 2 0 0 

— 1 c e n t - I ' 1 & i s & a t c i s r» u 1 t i p 1 i e & 1 b y t h e m e a n p o I i c y 1 o a n s 
deduction for the B c i 

j urent of ». . &. 'Ibus the reserve au&1 other policy liability 
less 5. ;&, or 134. 5. 

conrlnuiy will be limited by subsection (b) and will be 140 
Section S04 (c) defi» ( ) icd the teim 'qu»liiied reserves" (as used in subpart A) as the suui of tire following items: 
(1) Life insurance reserves (as defined in section 801(b) plus 7 percent of tliat portion of s»cl& reserves as are computed on a preliniinary term basis. (2) 'he "nonlife insurance res&'rves' (define in section 804(d) (2). (3) e amou &ts (&lie& ounted at the ra(& s assum&d i&y the company) necessary to satisfy certain obligations under insurance aud annuity contracts (inclruling contracts supplementary thereto). Smh»mounts are to be i»&luded only if the above-mentioned obligatious, when s:itisfied, rvill reflect a» increment in the nature of interest, aud such obligations do not involve life, health, or accident 

contiiigeucies at. the time with respect to rvhich the con&i&utatiorr is made under 
paragraph (3) of section 804(c). 

(4) Tbe amouuts held at the ei&d of the taxable year as res& rv& s for dividends 
to policyliolders, the paya» nt of which clividends is deferred for at least 5 years 
from the date of the policy contract. Such amount shall not be clenned to include 
dividends payablc during the ycsr fofforving the taxable year for which such 
computation is nm&le. 

(5) The dividencl accuruulatious, anil other aniounts, held at interest iri 
com&ection with insur;&rice or anmiity coutracts, including suppleinentary con- 
tracts. 

(0) Preniiums au&1 annuity &or&siderations received in advance, and liabilities 
for premium deposit funds and for aiuiuity considcrati&»i d& posit funcls. 

In applying snbsection («), the same iteni shall only be countecl once. With 
tbe exception of para. raph (4) of section 804(c), the aniount of any reserves 
(or portion thereof) for auy taxable year (as used in section 804) shall be tl&e 
mean of such reserves (or portion thereof) at the begiuuiug and end of the 
taxable year. 

Subsection (d} of section S04 provides for the definition of iron-life insurance 
reserves and for the method of determining tbe amount of the uet iuvestmeut 
income allocable to su& h reserves. 

Paragraph (1) of subsection (d) provides for the determinatiori of the net 
investment income allocable to non-life iusurance resei ves as that aniou»t wbicli 
bears the same ratio to tbe net investment incoure as such reserves bear to the 
qualified reserves. Paragraph (2) of tire subsectiou defines non-life insurance 
reserves as the sum of the uucarued premiums and the unpaid losses (whether or 
not ascertained) on contracts other than life insurance, auuity and noncancelable 
health and accident i»s»rance contracts, except any unearned pi'cmimns and 
unpaid losses which are included in the life insurance reserves as defined in 
section 801(b). The parenthetical phrase 'whether or uot ascertained" is in- 
tencled as continuation of the treatment accorded unpaicl losses under present 
law. 'I'be unearned premiums shall not be considered to be less than 25 percent 
of the nct preniiums written during tire taxable year on sucli conti acts. 

Para'"raph (3) of subsection (&1) piovides for an a&ljustnieiit (under regula- 
tions prescribed by the Secretary or his delegate) with respect to certain non-life 
insurance contracts that do have some life insurance reserves. 

Section, 805. Speeint interest deduction, 

Section S05 provides for a special interest deduction (comparable to the reserve 
interest credit provided in section 80»(b) of the Internal I(eve&rue Code of 1954) 
to be used when computing the tax imposed by section S02. The deduction is 
provided for life insurance companies whose net investment incomes are in- 

sufficieiit or 1&arely suffi& ient to meet their required interest commitments. 
The deduction is determined as under present law, with soiue minor changes. 

Under present Ia&v if the ratio of adjusted taxable income to required interest 
is less than 1. 00 the company receives an additional deduction of 50 percent of 
the income subject to the life insurance tax. To conform the numerator of this 
ratio to the current bill an acljusted net investment income is used described iu 

subsection (b). To retain the effect of the provision under present law the 
ratio is multiplied l&y the net invesiment inc»inc reduced by (lie sum of net 
investment income allocable to non-life insurance reserves and the reserve aud 

other policy liability declucti&&n. As under present law reduced allowances are 
niade where the ratio is between 1. 00 aml 1. 05. 
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A minor change in the definition of required interest is made. Under present 
law the required interest with respect to the reserve for deferred dividends is 
deemed to be 2 percent. Under the bill the actual interest rate is used. 

SUBPART B. — 1942 FORMULA 

Sections 811, 812, and 813 provide that after 1955, certain provisions of the 
Revenue Act of 1942 are to be combined with certain of the new provisions set 
forth in subpart A. The particular 1942 provisions that would come back into 
operation would be the method of determining the reserve and other policy 
liability deduction by reference to the Secretary's ratio (section 812) and the 
computation of income on non-life insurance business by means of applying 8~/~ 

percent to certain reserves (sec. 818). 
The features of subpart A which are made permanent are: 

(1) The new definitions relating to investment income; 
(2) Denial of the dividends received credit; 
(8) The maximum limit on the reserve and other policy liability 

deduction; 
(4) The adjustment for policy loans in the 50 percent test used to define 

a life insurance company; and 
(5) The special interest deduction. 

Section 811. Tax imposed 
Subsections (a) and (b) of section 811 are in substance the same as section 

802(a) of the Internal Revenue Code of 1954, except that the special interest 
deduction is allowed. 

Subsection (c) of section 811 provides an adjustment in computing the special 
interest deduction. Under this subsection, the computations under the specified 
provisions of the new section 805 will be made by substituting the amount of 
the adjustment for certain reserves provided in section 818 for the net investment 
income allocable to non-life insurance reserves. For purposes of section 805(b), 
the substitution will be made after the net investment income has been com- 
puted without the reduction for wholly exempt interest. Under the amendment 
made by your committee, in applying section 805(b) (2) with respect to subpart 
B, the amount taken into account will be 50 percent of the amount of the adjust- 
ment for certain reserves, in lieu of 50 percent of the net investment income 
allocable to non-life insurance reserves. 
Section 812. Reserve and other policy liability deduction 

Section 812 is in substance the same as section 204(a) of the Internal Revenue 
Code of 1954. The term "net investment income" is substituted for the term 
"taxable income" wherever such term is used in section 804 of the 1954 Code. 

Subsection (b) contains definitions corresponding to the definitions found in 
subsections (c), (d), (e), and (f) of section 808 of the 1954 Code. 

Subsection (c) applies the same maximum limit to the reserve and other policy 
liability deduction allowed by section 812(a) as the maximum limit applied by 
section 804(b). 
Section 818. Adjustment for certain reserves 

Section 818, in substance the same as section 806 'of the Internal Revenue Code 
of 1954, provides for an adjustment for certain reserves in the case of a life 
insurance company writing contracts other than life insurance, annuity, and non- 
cancelable health and accident insurance contracts (including life insurance or 
annuity contracts combined with noncancelable health and accident insurance). 

SUBPART C. — MISCZLLANROUS PROVISIONS 

Section, 818. Itoreign life insurance companies 
Section 816 is in substance the same as section 807 of the Internal Revenue 

Code of 1954. 
Section 817. Denial of double deductions 

Section 817 applies to part I the prohibition against double deductions found 
in section 808(j) of the Internal Revenue Code of 1954. 
Section 818. Certain new insurance co~ponies 

Section 818(a) provides an alternative tax treatment for a life insurance com- 
pany if the taxable year begins not more than 4 years after the first day on which 
the company was authorized to do business as an insurance company. If an insur- 
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118, 888 
108, 833 

ance compan so ualifies 
(for purposes of sub 

y qualifies for tl&e taxable year, its life insurance taxable i»con&e 
part A) shall »ot exceed the am&m»t of the net gain fron& 

operatio»s (»fter dividends to 1&olicyl&olders and befo&c Federal income tax) 
re uced by the net investm n ed b ' th ' ' ' sent incon&e alloc;&hie to no»-lii'e iusura»ce reserves a»d 
the special deduction for dividen&is received &r&&vi&1 &1 . b. - t' ( 
ar v, i a co»&pany so qualifies 1' or purplls&'s of s»bpart V, its life insura»ce co&u- 

pauy taxable income . hall not exceed the amount of. the uet: & f ' 
1' 'd d " u» u m p ou 

e & o policy l&olde&'s and before Federal income tare) reduced by 
ihe special deduction for dividends re&cived provi&led i» subsection (c). Sub- 
section (a) further provides that the net g;&in from operations (after divid&»&ds 
for policyholders and before 1"eder;&1 in«»ne t;&x) &ue»tio»ed above shall be 
compnted i» the manuer required for p»& 1&uses of the annual statement approved 
by the National Convention of Insurance C&»»&nissioners. 

Subsectiou (b) limits the relief to uew insuran&e companies under the alter- 
native tax treatment. of this section by providing that the section shall not re&in& c 
the tax for;&ny taxable vear belo&v the an&ou»t &vhich (b»t for ti&i. secti&u&) wouid 
be imposed bv sectio» 80' or section 811 (as the case may be) computed without 
the limit;&tio» upon the reserve and other policy liability deduction & ontained in 
section S04(b) or section 812(c). 

S ubsection (c) provides the special rule for the divi&len&la-re& eive&l &le&luction 
re erred to iu paragraph (1) (B) (ii) aud paragraph " of subse&tion (a). The 
de uction shall be au an&ount co&»putecl under section 804(b) (8), except that 
for the purposes of such co&»putatiou, the u&axin&uu& lin&itation referred to in 
section 804(b) (3) (B) (ii) shall be— 

(1) in the case where the tax iml&used by section 802 applies, the amount 
by which the net investment income (reduce&1 by the uet investn&ent inc&»»e 
allocable to non-life insurauce reserves) exceeds the net gaiu fro&u oper; &- 

tions (after dividemls to policyholders and before Fe&leral income ta&r) 
reduced by the net investu&ent-incon&e allocable to uon-life insurance reserves, 
or 

(2) in the case where the tax imposed by section 811 applies, the amount 
by which the snm of the net invest&»cut incon&e and the an&ount of the 
adjustment for certain reserves (provided in sectiou 813) exceeds the net 
gain from operations (after dividends to policyholders and before Federal 
income tax). 

The application of sectio~ S18 is shown by the followin example: 
The 4 life iusurance con&pany, &vhich received its authorization to do business 

as an insurance company in 108&3, in the taxable year 1!» & received net investment 
income of v800, 000, of which $200, 000 &vas divi&lends (thus, the decluction that 
would be allo&ved by sections 213, 244. an&i 24. & is $170, 000). There were no 
nonlife insurance reserves. Its required interest f&&r I!). &, »vas 842&, . &00. Its net 
gain from operations after dividemls to policyln&1&lers aud before Federal incou&e 
tax was $200, 000. 

Under the provisions of section 802(b) and section S04 the life insurance 
taxable income is computed as folio&vs: 

Xet investn&ent income $300, 000 
Ilaximun& reserve aud other policy liability deduction minus 

required interest ($42, 500) times 2 $8&, 000 
Dividends-received deduction un&ler sec. 804(b) (8): 

800, 000 — = (83, 000) 100 

)& (170, 000) 
300, 000 

Life insurance taxable inco&ue 101, 667 

Because the &». con&pany qualifies under the provisions of section 818 it &vill cou&- 

pute its life insurance taxable income as folio&vs: 

Net gain from operations (after divirlends to policyhol&lers and before 

Federal income tax) $200, 000 

Dividends-received deduction provided by sec. 818 (c): 

300, 000 — — (100, 000 ) 
100 

y (170, 000) 108, 338 
300, 000 

Life iusmauce taxable incon&e 06, 667 
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The 100, 000 which was multiplied by 100/85 is the net investinent income 
($800, 000) less the net gain from operations, and so forth ($200, 000). 

Subsection (b) provides that in no case shall the life insurance taxable income 
be less than the net investment income reduced by 87I/R percent (85 percent of 
the ainount over $1 million). 

SEcTIDN 3. ADJURTMENT To INVERTRIENT INCOME oF INRURANGE CoMPANIEs 
OTHER THAN LIFE 

Subsection (a) of section 8 contains amendinents to part II of subchapter L 
of chapter 1 of the Internal Revenue Code of 1954 (relating to mutual insurance 
companies other than life). These amendments conform the investment income 
ivhich is used as a tax base in the case of these mutual insurance companies to 
the revised concept of investment income ivhich will apply to life insurance 
companies under the new part I. The principal chan "es are the express in- 
clusion of royalties, and the income from a trade or business other than the 
insurance business together with the deductions attributable thereto. Ão change 
is nrade in the availability of the deduction for dividends received. 

Subsection (b) of section 8 contains ainendments to part III of subchapter L 
(relating to stock insurance companies other than life). Since these companies 
are in effect, taxed on the regular corporate basis, no change was necessary in 
the definition of their investment income. However, technical amendments were 
made to permit them to take a deduction for depletion (which was not specifically 
allowed by the Internal Revenue Code of 1954), to correct the special capital 
loss deduction provisions, and to correct a cross reference to the definition of life 
insurance reserves. 

SEcTIQN 4. ANNUAL AccoUNTING PERIoD oF INsURANcE CDMPA iIES To BE 
CALENI)AR YEAR 

This section adds section 848 to part IV of subchapter L of chapter 1 of the 
Internal Revenue Code of 1954. Section 848 provides that for the purposes of 
subtitle A of the Internal Revenue Code of 1954 the annual accounting period 
for each insurance company subject to a tax imposed by subchapter L shall be 
the calendar year. 

SEOTION 5. TEOHNIOAL AirKNDMENTs 

This section makes certain technical amendments to provisions of the Internal 
Revenue Code of 1954 outside of the first three parts of subchapter L to conform 
those provisions to the changes in subchapter L made by sections 2 and 3 of 
the bill. 

Paragraph (2) of this section amends paragraph (16) of section 501 (c) of 
the Internal Revenue Code, which provides an exemption from tax for certain 
small mutual insurance companies aud associations. Under present law, such a 
company or association is exempt if the gross amount received during the taxable 
year from interest, dividends, rents, aud premiums (including deposits and as- 
sessments) does not exceed $75, 000. Under the amendment, the broader concept 
of the gross investment income contained in the bill is substituted for interest, 
dividends, and rents. 

SEGTIoN 6. EFFEcTIva DATE 

Section 6 provides that the aniendments made by the bill shall apply only to 
taxable years beginning after December 81, 1954. 

SECTION 7. SAVINGS PROVISIONS 

Section 7 provides that no addition to the tax shall be made under section 
6655 of the 1954 Code with respect to the estimated tax for a taxable year be- 
Einnin, in 1955 for any taxpayer subject to tax uuder the provisions of section 
802 or 807 of the 1954 Code (as such sections ivere in effect before the enactment 
of H. R. 7201). In the case of a taxpayer subject to tax under section 821 of 
the 19;r4 Code (iniposing a tax on certain mutual insurance companies) any 
addition to the tax under section 6655 of the 1954 Code vvith respect to estimated 
tax for a taxable year beginning in 1955 shall in no case be larger than such 
addition ivould have been if this act had not been enacted. 



981 

[H. B. (2S2 — P. L. oo00j 

A)II;XDAIEXT OI' SECTION 117(c) (1) (A) OI' THI IXl'KI'X 'kI I'L'VENUE CODE OE 10 0 
[kkouse of Representatives Report No. 135&(, Eighty-fourth &:oug&s is, Ieirst Sessioul 

[ July 03, I!)5&5&] 

Mr. IIerl&»i ', from the Coini»&ttee o» Ways aud Means, s»b»&it(cd the followi»g 
report [to ac«o&iipa&iy IL R. 7'&8']: 

The ('onimitt«on W:iys and 1I&:&ns, to ivhoni was ref& ried the bill (H. R. 
7'&8'&) relating t&& the;&lloivance of the credits for dividends received, for dividends 
paid, and for a iy&'. ite&'n IIe&»isphere trade corpor» tion in computing the alter- 
native tux of a &orporation vvitli respect to its capital ains, having considered 
the i:»ue report fav&&rably thereon witli an ainenduie»t mid rcco»»ncnd that tl&e 
bill, as amended, do pais. 

The a&1&&. ud»1&'nt &i as folloivi: 
Pa 'e 1, line 10, after the period insert: 
bo interest slmll be alluived oi paid on auy &&verluiy»ient res»itin, from su«h 

an&end»&eat. 
PURPOSE &)F BILI, 

This bill provides tliat in the coiuputation of the credits for intercorporate 
divide&uli re& eived, for dividends paid on certain prefer& e&l sto& k, a»d for Western 
Heniisphere trade «&rporati&&ns, a corporatioifs net income ui»ler the 1080 Code 
is to be determined v& ithout reductiou for the excess of the net long-term capital 
gain over the uet short-term capital loss. 

REASOXS FOR BILL 
The credit for intercorporate dividends received under the 1080 Code divas 

85 percent of the divide&ids but not to exceed 85 percent of tbe adjusted net 
income coiuputed without re ard to the deduction allowed for a net operatin loss. 
Si&»ilarly, tbe credit alloived for dividends paid on certaiu preferred stock of pub- 
lic utilitiei &v;&s liu&ited to a percents'"e of the auiount of dividends paid, &&r to the 
percentage applied to the adjusted uet inconie leis tlie credits for dividends 
received. In the case of a Western lee»&i, phere trade corporation the credit 
was li»iited to a peicentage of the normal tax net income. I» all of these 
cases the question hai arisen;ii to iv)&ether net income for purp&&ses of co»i- 
pnting the limitation with i e:pect to the intercorporate divison&li-r«eived ci e&lit 
or the baiis on which the other crediti are computed, is to in& l»&le capital, :iius. 
Capital ains un&ler section 117 of the 1080 Code may (and u»d& r existiu ' rat~s 
pra&tically ahvays are) subject to au alteriiative tax of o5& perceut in lieu of 
incluiion in the l&ase on which tl&e iegular corporate income tax is coniputed. 

App»rently prior to 10;»' the Iuteru&il Revenue Service accepted the couiputa- 
tion of tliese cre&lits i&used upou uet i»c&»ne iucluding capital "ains and even tlie 
recent rulin;s do not ntte&»pt to upset tliese computatious. In the instr»etio»i 
accompanyiug the 10:&" return from (aud iu 1058 a footnote w;ii also added on 
the return) the Service i&»licated that it di&1 not considei' that uet iucome for the 
purposes of co»iputing these credits should properly include capital gains. It 
ivas not until 1&J5&4 iu Revenue It»ling 54 — &8 [C. B. 1054 — I, 1 "8] tliai. the positiou 
of the Iuternal Reveuue Service ou this niatter was dealt with iu a definitive 
rail» . Then this ruling &vas made applicable to 19 &'- a»d subsequent years. 
Your conuuittee believes that the position in the ruli&i ~ should be reversed for 
vears prior to 10;&4 in order to provide a c&&nsistent policy for the period of the 
1080 code. Under these circumstances and because your couimittee believes that 
since capital ai»s may be iucluded iii the ordinary corporate tax base and are 
excluded only in arriving at an alternative, as distinct from a separate, tax 
the inclusion of such capital ains in income for purposes of couiputing these 

credits uudcr the 1980 code appears entirely reasonable. 

EXPLANATION OI' BILL 

Umler this bill corporations, for taxable years beginning after December 81, 

1051, and before . January 1, 1054, may compute tlie intercorporate dividends re- 
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ceived (sec. 26 (b) of the 1989 code), the credit for dividends paid on certain 
preferr& d stock (sec. 26 (h) of the 1989 code), and the credit for Western Hemi- 
sphere trade corporations (sec. 26 (i) of the 1989 code) on the basis of the net 
income of the corporation without reduction for the excess of the net long-term 
capital aiu over the net short-term capital loss. 

Tinder au anrendrnent nlrrde by your conrmittee interest will not be allowed on 
any refunds resulting from the enactment of this bill. 

This bill divas reported unanimously by your corumittee. 

[H. R. 7282 — P. L. 899] 

RELATING TO THE ALLO%VANCE OF THE CREDITS FOR 
DIVIDENDS RECEIVED, FOR DIVIDENDS PAID, AND 
FOR A tVESTERN HEMISPHERE TPrADE CORPOPiATION 
IN COMPUTING THE ALTERNATIVE TAX OF A CORPO- 
RATION O'ITH RESPECT TO ITS CA. PITAL GAINS 

[Senate Report No. 1878, Eighty-fourth Congress, Second Session. Calendar No. 1898) 

[January 12, 19o6] 

Mr. Byrd, from the Committee on Irinance, submitted the follorving report 
[to acconrpany Ii. R. 7282]: 

The Corumittee on Finance, to whom was referred the bill (H. R. 7282j 
relatiug to the allowance of the credits for dividends received, for dividends 
paid, and for a Western Hemisphere trade cot~oration in computing the alter- 
native tax of a corporation with respect to its capital gains, having considered 
the same, report favorably thereon without amendment and recommend that the 
bill do pass. 

By virture of this action, the Committee on Finance accepts the report of the 
Committee on Ways and Means, which is as follows: 

[See House Report No. 18o6, page 981 this Bulletin] 

[H. R. 78(]4 — P. L. 400] 

DOCUMENTARY STAMP TAX 
[House of Representatives Report No. 1487, Eightv-fourth Congress, First Session) 

[July 27, 1966] 
Mr. McCarthy, from the Committee on Ways and Means, submitted the 

following report [to accompany H. R. 7864]: 
The Committee on Wavs and Means, to whom was referred the bill (H. R. 

7864) relating to the application of the documentary stamp tax to transfers of 
certain installment obligations, having considered the same report favorably 
thereon with amendments and recommend that the bill as amended do pass. 

The amendments are as follows: 
Page 1, line 9, strike out "Certain Installment Obligations" and insert: "Install- 

ment Purchase of Obligations". 
Page 1, line 11, strike out "requested" and insert: "required". 
Amend the title so as to read: 
A bill relating to the application of the documentary stamp tax to transfers of 

certain obligations paid for in installnrents. 

PURPOSE OF BILL 
This bill as reported reenacts an exemption from the documentary stamp tax 

ou transfers of certain certificates of indebtedness, effective as of January 1, 
19o5, the effective date of subtitle D of the 1954 code. This exemption was inad- 
vertently omitted from the 1954 code. 
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REASONS FOR BILL 
Under section 1801 of the Iuternal Revenue Code of 1030, a tax was imposed 

upon the issuance of certain certificates of indebtedness. The tax specifically was 
inapplicable to any instrument with respect to which the obligee was required 
to make payments in installments and was not permitted to make in any vear a 
payment of more than 20 percent of the cash amount to which the obligee was 
entitled upon maturity of the instrument. Section 3481 of the 1030 code 
iinposed a documentary stamp tax on the transfer of instruments which were 
subject to the stamp tax at the time of their issue. 

It was the expressed intention to continue these provisions in the 1954 code. 
Under the 1054 code, the stamp tax on issuance is imposed by section 4311. 
This tax, as under the 1930 code, is made inapplicable under section 4315 (a) 
to the securities described above. However, the stamp tax on transfer of cer- 
tificates of indebtedness, under section 4831, is imposed on "any certificates of 
indebtedness, isued by a corporation" rather than on instruments subject to tax 
on issuance. Thus in the case of transfers, the exemption applicable to the 
described certificates was omitted. 

Your committee is unanimous in reporting this bill, as amended. 

[H. R. 7864] 

RELATING TO THE APPLICATION OF THE DOCUMEN- 
TARY STAMP TAX TO TRANSFERS OF CERTAIN OBLI- 
GATIONS PA. ID FOR IN INSTALLMENTS 

(Senate Report No. 1379, Eighty-fourth Congress, Second Session. Calendar No. 1399] 

[January 12, 1056. ] 
Mr. Byrd, from the Committee on Finance, submitted the following report [to 

accompany H. R. 7364]: 
The Committee on Finance, to whom was referred the bill (H. R. 7364) relating 

to the application of the documentary stamp tax to transfers of certain obligations 
paid for in installments, having considered the same, report favorably thereon 
without amendment and recommend that the bill do pass. 

By virtue of this action, the Committee on Finance accepts the report of the 
Committee on Ways and Means, which is as follows: 

[See House Report N o. 1407, page 082 this Bulletin] 

[H. R. 8780 — P. L. 466] 

RELIEF FROM TAXES ON GASOLINE AND SPECIAL 
FUELS USED ON FARMS 

[House of Representatives Report No. 1684, Eightv-fourth Congress, Second Session] 

[, January 26, 1056] 

Mr. Cooper, from the Committee on Ways and Means, submitted the follow- 
ing report [To accompany H. R. 8780]: 

The Committee on Ways and Means, to whom was referred the bill (H. R. 
8780) to amend the Internal Revenue Code of 1954 to relieve farmers from 
excise taxes in the case of gasoline and special fuels used on the farm for 
farming purposes, having considered the same, report favorably thereon with- 

out amendment and recommend that the bill do pass. 

I. GENERAL STATEMENT 

This is a bill to relieve farmers of the burden of the excise taxes on the 

gasoline and special fuels used on their farms for farming purposes. The 

393474 ' — 66 — 63 
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relief in the case of the gasoline tax is accomplished by providing for annual 
refunds payable by the Federal Government directly to the farmers. It, is 
estimated that this will provide farmers with approximately $60 million of tax 
relief each year. 

The depressed situation in agriculture probablv constitutes the most im 
portant domestic problem before Congress at the present time. Although the 
industrial segment o the economy is operating at a high level, both farm prices 
and farm income are depressed. The decline in farm income has now continued 
for several years and unless reversed is likely to constitute a threat to the 
well-being of the entire economy. 

The farmer today is caught in a severe price-cost squeeze. At the same time 
farm prices are declining, the costs of the articles he must buy have been rising. 
This problem must be met on several fronts, one of these involving the reduc- 
tion of the costs which the farmer must pay. One of the costs which the farmer 
must meet is the Federal 2-cents-a-gallon tax presently imposed on the gasoline 
he uses on his farm. This bill reduces the farmers' operating costs by remov- 
ing the taxes in the case of gasoline and special fuels used by farmers but in 
both cases only with respect to the use on a farm for farming purposes. 

II. SUi&IMARY OF PROVISIONS OF THE BILL 
Section 1, the basic section of the bill, provides for the refund of tax with 

respect to gasoline used on farms. 

A. GAsoI. INE 

In the new code section 6420, it is provided that refunds are to be paid to 
purchasers of gasoline used on a farm for farming purposes. The refund under 
present tax rates will be 2 cents (li/g cents on and after April 1, 1956, if the 
reduced rates go into effect), multiplied by the nuinber of gallons of gasoline 
used for the prescribed purposes. 

The phrase "used on a farm for farming purposes" is defined as including 
only gasoline used— 

(1) in carrying on a trade or business, 
(2) on a farm in the United States, and 
(3) for farmiug purposes. 

The terms "farm" and "farming purposes" as used here are also defined terms. 
These definitions are described subsequently. 

B. TIIIE AND MANNER or MAKING REFUND 

The refunds with respect to gasoline are to be provided on an annual period 
ending on June 30. The claim is to be filed on or before September 30 of each 
year, and is to be filed by the farmer directly with the appropriate oifice of 
the Internal Revenue Service. 

C. DEFINITIoN oE k AKII AND FARIIING PUEPGSE 

As indicated previously, refunds are to be available with respect to gasoline 
only where used in carrying on a trade or business, on a farm in the United 
States, and for farming purposes. The term "farm" as used here is defined 
as including stock, dairy, poultry, fruit, fur-bearing animal, and truck farms, 
plantations, ranches, nurseries, ranges, greenhouses or other similar structures 
used primarily for the raising of agricultural or horticultural commodities, 
and orchards. This definition is the same as that presently in the 1954 Code 
with respect to the Federal Insurance Contributions Act. 

The term "farming purposes" is also defined in the bill. It includes use hy 
anv person in connection with cultivation of the soil, or the raising or harvest- 
ing of agriculture or horticultural commodities, including the raising, shearing, 
feeding, caring for, training, and management of livestock, bees, poultry, and 
fur-bearing animals and wildlife. As a result, gasoline used by custom opera- 
tors or other independent contractors performing a service on a farm in con- 
nection with cultivating the soil or raising or harvesting agricultural or horti- 
cultural commodities may be included in a refund claim. The term "farming 
purposes" also includes the handling, drying, packing, grading, or storing of 
agricultural or horticultural commodities but in these cases only if the work is 
done by the owner, tenant, or operator and only if such person produced more 
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than half of the commodity receiving this treatment during the year. This 
m with respect to handling, drying, packing, grading, or storing of means that with res 
these commodities services performed by custom operators or other independent contractors, even though on the farm, are not the type with respect to which a refund may be claimed. 

The defiuition of "farming purposes" also includes the planting, cultivating, 
caring for, or cutting of trees, as well as the preparation (other than sawing 
]ogs into lumber, chipping and other milling operations) of trees for the market 
but in this case only if the work is performed by the owner, tenant, or operator 
of a farru and also only if it is incidental to farming operations. Still another 
category of Ivork included in the farming purpose defiuition is that done by 
the owner, tenant, or operator of the farm in connection with the operation, 
management, conservation, improvement, or maintenance of the farm, including 
farm buildings, tools, and equipmeut. 

D. DIEsEL FUEL AND SPEGIAL 5IoroR FUELs 

Section 2 of the bill provides relief for diesel fuel and special motor fuels (such 
as propane, butane, and so forth, including what is sometimes referred to as 
hot tractor fuel). In the case of diesel fuel, present law already provides that 
this tax is to apply only when the fuel is used in highcvay vehicles. The bill in 
this case provides an exemption with respect to diesel fuel used in any of these 
high&vay vehicles where the vehicles are used on a farm for farming purposes. 

In the case of special motor fuels, present law provides a tax only when the 
fuel is for use in a motor vehicle, motor boat, or airplane. The bill provides an 
exemption for such use of special motor fuel when it is used on a farm for farm- 
ing purposes. 

Even under present law diesel fuel and special motor fuel are exempt from tax 
when used in a farm tractor since farm tractors have been held not to be motor 
vehicles under existing law. 

Provision is also made for credits or refunds with respect to diesel fuel and 
special motor fuels which are used on a farm for farming purposes and have 
been sold taxpaid. In this case the credit or refund is to be obtained by 
processing the claim back through the person making the first taxpaid sale. This 
is the same procedure already in use in the case of other refunds or credits for 
diesel fuel and special motor fuel. 

E. CIvIL PENALTv FoR ExcEssIVE CLAIMs 

Section 8 of the bill provides a special civil penalty for excessive claims for 
refunds with respect to gasoline. The new provision (in addition to any of the 
regular criminal penalties which may be applicable) provides that if a claim 
for a gasoline refund is excessive, a civil penalty may be imposed unless it can 
be shown that the claim for the excessive amount is due to reasonable cause. 
Section 8 is intended to be in addition to, and not in lieu of, other methods of 
enforcement now provided by existing law. The penalty imposed by section 8 
is two times the excess amount claimed but not less than $10. This penalty, as 
well as the excessive amount itself, is to be assessed aud collected as a tax. 

III ~ TECHNICAL EXPLANATION OF THE BILL 

Section 1 of the bill amends subchapter B of chapter 65 of the Internal Reve- 
nue Code of 1954 by renumbering section 6420 as section 6421 and inserting a 
new section 6420. 

SECTION 6420. RELIEF FROM THE EXCISE TAX ON GASOLINE 

Safcscction (a). — Subsection (a) of the new section 6420 provides that the 
Secretary or his delegate shall pay to the ultimate purchaser of gasoline used 

on a farm for farming purposes the amount determined by multiplyin ~ (1) the 
number of gallons so used, by (2) the rate of tax on gasoline under section 4081 
which applied on the date he purchased such gasoline. The meaning of the terms 

used on a farm for farming purposes, farm, farming purposes, and gasoline, are 
set forth in subsection (c) of section 6420. Interest is not allowable with re- 

spect to payments made pursuant to the provisions of section 6420. It will not 

be necessary for the claimant to show that the tax was in fact paid by the pro- 

ducer of the gasoline. In case of a change in rate of tax, the gasoline which is 
first purchased by the claimant will, as a general rule, be deemed to have been 

first used for purposes of claiming the farm-use payment. 
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Subsection (a) of section 6420 also provides that only the ultimate purchaser 
shall receive the payment for the farm use of gasoline. This makes it clear 
that prior purchasers of such gasoline will not be entitled to clainl payment. 
For example, if farmer A purchases 200 gallons of gasoline and subsequently 
sells 50 gallons of such gasoline to farmer B who uses the fuel on his farni 
for farming purposes, only farmer B may claim payment with respect to the 
50 gallons of gasoline so used by him inasmuch as he is the ultimate purchaser. 
The payment for farm use is to be made to the purchaser of the gasoline even 

though he is not the user of the gasoline. For instance, in the absence of 
special circumstances, a lessor of a farm who purchased the gasoline and fur- 
nished it to his tenant for use on the farin for farming purposes is the one 
who is authorized under the bill to claim payment if the gasoline is so used. 

If a vehicle or equipment is used both on a farm and off the farm, or if it 
is used on a farm both for farming and nonfarming purposes, the claimant 
is entitled to payment under section 6420 only with respect to that portion of 
th& gasoline which was consumed on the farm for farming purposes. Accord- 
ingly, if a truck used on a farm in connection with the cultivating or harvest- 
ing of agricultural commodities is also used on the highways (whether to de- 
lii. er commodities to market or otherwise), the gasoline used in operating the 
truck on the highways is not to be taken into account in computing the pay- 
ments authorized by section 6420. 

Subsection, (t&). — Subsection (b) relates to the time for filing a claim and 
the period to be covered by such claim. Not more than one claim mav be filed 
under this section by any person with respect to gasoline used durin" the 1-year 
period ending on June 30 of any year. This subsection also provides that no 
claim is to be allowed with respect to any 1-year period unless the claim is 
filed on or before September 30 of the calendar year in which the 1-year period 
ends. Thus, for example, for the 1-vear period ending June 30, 1957, the pur- 
chaser may make a claim for any gasoline used (on a farm for farming pur- 
poses) after June 30, 1956, and before July 1, 1957. Such claim must be filed 
on or before September 30, 1957. It should be noted that under subsection (g) 
of the new section 6420, claims filed under this section before October 1, 1956, 
will cover only gasoline purchased after December 31, 1955. The same limita- 
tion will apply in the case of claims for any subsequent period, that is to say, 
no payment is allowable under this section at any time for gasoline purchased 
before January 1, 1956. 

Snbseotion (o). — Paragraph (1) of subsection (c) of the new section 6420 
provides that gasoline shall be treated as used on a farm for farming purposes 
only if used (1) in carryin, on a trade or business, (2) on a farm situated in 
the United States (that is, the several States, Alaska, Hawaii, and the District 
of Columbia), and (3) for farming purposes. The term "trade or business" 
has the same meaning as when used in section 162 of the 1954 Code in connec- 
tion with expenses paid or incurred in carrying on any trade or business. 

Paragraph (2) of subsection (c) defines the term "farm" to include stock, 
dairy, poultry, fruit, fur-bearing animal, and truck farms, plantations, ranches, 
nurseiies, ranges, gieenhouses or other similar structures used primarily for 
the raising of agricultural or horticultural commodities, and orchards. This 
definition is the same as that contained in section 3121(g) of the 1954 Code. 

Under paragraph (3) of subsection (c) gasoline is to be treated as used for 
farming purposes only if used as provided in subparagraph (A), (B), (C), or 
(D). Under subparagraph (A), gasoline is used for farming purposes if used 
by any person in connection with cultivating the soil, or in connection with 
raising or harvesting any agricultural or horticultural commodity, including the 
raising, shearing, feeding, earing for, training, and management of livestock 
bees, poultry, and fur-bearing animals and wildlife. Gasoline used on a farm 
in connection with the production or harvesting of maple sap or in connection 
with the production or harvesting of crude gum (oleoresin) from a living tree is 
treated as used for farming purposes; but gasoline used in the processing (as 
distinguished from the gathering) of maple sap into maple sirup or maple 
sugar or used in the processing of crude gum (oleoresin) into gum spirits of tur- 
pentine and gum rosin is not so treated, even though such processing operations 
are conducted on a farm. 

Under subparagraph (B) gasoline is to be treated as used for farming pur- 
poses, if used by the owner, tenant, or operator of a farm in handling, drying, 
packing, grading, or storing any agi. icultural or horticultural commodity in itS 
unmanufactured state; but only if such owner, tenant, or operator produced 
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more t an one-half of the commodity which he so treated during the 1-vear ore than 
pe io it respect to which claini is filed under this section. The term "oper- 
ator of a farru" means a person in possession of a farm and engaged in the opera- 
tion of such farm. V'hether use by the owner or tenant qualifies under this 
subparagraph (or subp;ir. (C) or (D) ) is to be determined without regard to 
whether the owner or tenant is in possession of the farni and without regard to 
whether he is the operator of the farni. Gasoline used in operations other 
than those of the prescribed character (such as canning, freezing, packaging, 
and processing operations) is not considered to be used for farming purposes 
within the meaning of subparagraph (8). The term "commodity" refers to a 
single agricultut. al or horticultural product, that is, all apples are to be treated 
as a single commodity, while apples and peaches are to be treated as two separate 
commodities. The operations with respect to each such commodity are to be 
considered separately in applying the "one-half" test described in the first sen- 
tence of this paragraph. 

Under subparagraph (C), gasoline is to be treated as used for farroing pur- 
poses if used by the owner, tenant, or operator of a farm, in connection with 
the planting, cultivating, caring for, or cutting of trees or in the preparation 
(other than milling) of trees for market; but only if such operations are inci- 
dental to farming operations. These operations include the felling of trees and 
cutting them into logs or firewood but do not include sawing logs into lumber, 
chipping, or other milling operations. 

Operations of the character specified in subparagraph (C) must be incidental 
to the farming operations of such farm or to the farming operations of the 
owner, tenant, or operator ot' the farm. The word "incidental" is used in the 
statute in order to insure that the volume of the operations of the specified 
character will be, bv comparison with the total farming operations involved, of 
a minor nature. 

Under subparagraph (D), gasoline is to be treated as used for farming pur- 
poses if used by the owner, tenant, or operator of a farm in connection with the 
. operation, management, conservation, improvement, or maintenance of such farm 
and its tools and equipment. These operations may include clearing land, re- 
pairing, painting, irrigating, and other activities which contribute in any way 
to the conduct of the farm, as such, as distinguished from any other enterprise 
in which the owner, tenant, or operator mav be engaged. Since the gasoline must 
be used by the owner, tenant, or operator of the farm to which the operations 
relate, gasoline used in operations of the prescribed character bv a commercial 
painting concern, for example, which contracts with a farmer to renovate his 
tarm properties is not to be taken into account in computing claims under this 
section. 

Under paragraph (4) of the subsection, the term "gasoline" is given the same 
meaning as when used in section 4082(b). That is to say, the term means all 
products commonly or commercially known or sold as gasoline (including casing- 
head and natural gasoline). 

Subgeot(ou (d). — Subsection (d) provides two conditions which must be 
observed in determining the amount of any payment to be made under section 
6420. 

First, it prohibits pavment of any amount with respect to any gasoline which 
the Secretary or his delegate determines was exempt from the tax imposed by 
section 4081 of the 19o4 code. Thus, gasoline purchased by a State tax-free by 
virtue of section 4224 of the 1954 Code and used on a State prison farm for a 
farming purpose cannot be included in determining any amount claimed under 
section 6420. 

Secondly, it provides that any amount that would otherwise have been payable 
under section 6420 with respect to any gasoline shall be reduced by any other 
amount which the Secretary or his delegate determines is payable under section 
6420 or is refundable under any other provision of the 1954 Code to any person 
with respect to such gasoline. 

Subsection, (e). — Para raph (1) of subsection (e) provides that all provision 
of law, including penalties, applicable in respect of the tax imposed by section 
4081 shall, insofar as applicable and not inconsistent with section 6420, apply 
in respect of the payments provided for in section 6420 to the same extent as if 
such payments constituted refunds of overpayments of the tax so imposed. Under 

this provision (to mention some, but not all, of the provisions which will apply) 
sections 6614 (relating to credits or refunds after period of limitations), 6682 
(relating to periods of limitation on suits), 7405 (relating to action for recovery 



of erroneous refunds), and 7422 (relating to civil actions for refunds by taxpay 
ers) of the 1954 Code apply. 

However, by reason of subsection (e) (3), the Secretary or his delegate may 
not exercise his discretionary power under section 7504 of the 1954 Code to 
disregard a fractional part oi' a dollar. 

For the purpose of determining the correctness of any claim made under this 
section, or of any pavment made pursuant to such claim, subsequent (e) (2) 
makes applicable paragraphs (1), (2), and (3) of section 7602 of the 1954 Code, 
relating to the examination of books and witnesses, as if the claimant were the 
person liable for tax. 

Sub8ectiow (f). — Subsection (f) provides that the Secretary or his delegate 
may by regulations prescribe the conditions, not inconsistent with the provisions 
of section 6420, under which payments may be made under section 6420. Some 
of the conditions that might be appropriately prescribed by regulations are, f' or 
example: 

(1) The type of records that the farmer will be required to keep; 
(2) The form on which the claim must be filed; 
(3) The information to be contained in such claim; and 
(4) The evidence necessary to support such claim. 

Subsection (g). — Subsection (g) provides that payments under section 6420 
may be made only with respect to gasoline purchased by the ultimate purchaser 
after December 31, 1955. Thus, gasoline which was purchaseIl by a farmer before 
January 1, 1956, but which he used on or after such date, may not be included 
in any claim under this section. 

Subsection (b) . — Subsection (h) provides appropriate cross references to other 
provisions of the 1954 Code. 

SECTION 2. RELIEF FROII TAXES OiV DIESEL FEEL AND SPECIAL MOTOR FUEL 

Section 2 of the bill provides for an exemption from (or a credit or refund 
with respect to) the excise taxes on diesel fuel and special motor fuels, in eases 
involving the use of such liquids on a farm for farming purposes. 

SNbsection (a). — Paragraph (1) adds a new subsection (d) to section 4041 
of the 1954 Code. Paragraph (1) of the new subsection (d) provides that no 
tax shall apply to diesel fuel or special motor fuel sold for use on a farm for 
farming purposes and that no tax shall apply to the use of such fuels on a farm 
for farming purposes. Ilnder paragraph (2) of the new subsection (d), the test 
of whether diesel fuel or any special motor fuel is used on a farm for farming 
purposes is the same as the test set forth with respect to gasoline in section 
6420(c). Paragraph (2) of section 2(a) of the bill provides that the amendment 
made by paragraph (1) of section 2(a) of the bill shall take effect on the day 
after the date of enactment of the bill. 

8ubseotioa, (b). — Subsection (b) of section 2 of the bill makes a corresponding 
amendment to section 6416(b) (2) (C) of the 1954 Code to provide (in addition 
to the other situations in which a credit or refund may be claimed) that credit 
or refund shall bo made if such diesel fuel or special motor fuel was (within the 
meaning of paragraphs (1), (2), and (3) of section 6420(c) used on a farm for 
farming purposes. This amendment will apply with respect to liquids sold after 
December 31, 1955. 

SECTION 8. CIVIL PENALTY 

Section 3 of the bill adds a new section 6675 to the 1954 Code which provides 
an assessable penalty for claiming an excessive amount under section 6420. 
Under section 6675 a person making a claim under section 6420 for an excessive 
amount is liable, unless it is shown that the claim for such excessive amount is 
due to reasonable cause, to a penlty equal to 2 times the excessive amount or $10, 
whichever is greaer. This penalty is in addition to any crinunal penalty provided 
by law. 

SECTIOiV 4. TECHNICAL ANENDIIENTS 

Subsections (a), (b) (2), (c), (d), (e), (f), and (g) of section 4 of the bill 
make conforming changes in tables of sections and add appropriate cross 
references. 

Subsection (b) (1) of section 4 of the bill adds a new section 6206 to the 19i4 
Code. Section 6206 provides that any portion of a payment made under section 
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6420 which constitutes an excessive amount (as defined in sec. 6675(b) ), and 
any civil penalty provided by section 6675, may be assessed and collected as if it were a tax imposed by section 4081 and as if the person who made the la' nw orna e ecaimwere liab e or suc tax. Section 6206 also provides that the period for assessing the excessive amount, and for assessing the penalty, shall be 3 years f roin the last day prescribed for the filing of the claim under section 6420 (that is, 3 years from September 30) . 

Subsections (h) and (i) of section 4 of the bill amend the provisions relating 
to service and enforcement of a summons to bring into the scope of such provisions 
a summons issued under the authority of subsection (e) (2) of section 6420. 

[Ii. R. 8780 — P. L. 466] 

RELIEF FROM TAXES ON GASOLINE AND SPECIAL 
FUELS USED ON FARMS 

[senate Report No. 1609, Eighty-fourth Congress, Second Session, Calendar No. 1631] 

[5Iarch 2, 1956] 

Mr. Byrd, from the Committee on Finance, submitted the following report 
[To accompany H. R. 8780]: 

The Committee on Finance, to whom was referred the bill (H. R. 8780) 
to amend the Internal Revenue Code of 1954 to relieve farmers from excise 
taxes in the case of gasoline and special fuels used on the farm for farming 
purposes, having considered the same, report favorably thereon with amend- 
ments and recommend that the bill, as amended, do pass. 

I. GENERAL STATE5IEXT 

This bill relieves farmers of the burden of the excise taxes on the gasoline 
and special fuels used on their farms for farming purposes. The relief in 
the case of the gasoline tax is accomplished by providing for annual refunds 
payable by the Federal Government directly to the farmers. It is estimated 
that this will provide farmers with approximately $59 million of tax relief 
each full year of operation. 

Your committee made one substantive amendment to the House bill. Refunds 
with respect to the gasoline tax are not to be allowed for custom operators 
(i. e. , independent contractors) with respect to cultivating, harvesting, etc. , 
operations. Horvever, where farmers perform similar services for their neighbors 
refunds may be claimed if these operations for neighbors constitute less than 
half of the total of these operations of the farmer. Custom operators are 
excluded from the benefits of this provision by your committee because there is 
no assurance that they v. ill pass the benefit of the refunds on to the farmers. 

The depressed situation in agriculture probably constitutes the most important 
domestic problem before Congress at the present time. A. lthough the industrial 
segment of the economy is operating at a high level, both farm prices and 
farm income are depressed. The decline in farm income has now continued 
for several years and unless reversed is likely to constitute a threat to the 
well-being of the entire economy. 

The farmer today is caught in a severe price-cost squeeze. At the same 
time farm prices are declining, the costs of the articles he must buy have been 
rising. This problem must be met on several fronts, one of these involving 
the reduction of the costs which the farmer must pay. One of the costs which 
the farmer must meet is the Federal 2-cents-a-gallon tax presently imposed on 

the gasoline he uses on his farm. This bill reduces the farmers' operating 
costs b removing the taxes in the case of gasoline and special fuels used by 

the farmers but in both cases only with respect to the use on a farm for farming s y rem i 

purposes. 
Your committee hopes that the Internal Revenue Service will coordinate 

the administration, of the gasoline tax refund, to the extent feasible, with the 

administration of gasoline tax refunds by the various States. 
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II. SUMMARY OF PROVISIONS OF THE BILL 

Section 1, the basic section in both the House and your committee's bill, pro- 
vides for the refund of tax with respect to gasoline used on farms. 

A. GASOLINE 

In the new code section 6420, it is provided that refunds are to be paid to 
purchasers of gasoline used on a farm for farming purposes. The refund under 
present tax rates will be 2 cents (lg cents on and after April 1, 1966, if the 
reduced rates go into effect), multiplied by the number of gallons of gasoline 
used for the prescribed purposes. 

The phrase "used on a farm for farming purposes" is defined as including only 
gasoline used— 

(1) in carrying on a trade or business, 
(2) on a farm in the United States, and 
(3) for farming purposes. 

The terms "farm" and "farming purposes" as used here are also defined terms. 
These definitions are described subsequently. 

B. TIME AND MANNER OF MAKING REFUND 

The refunds with respect to gasoline are to be provicled on an annual period 
ending on June 30. The claim is to be filed on or before September 80 of each 
year, and is to be filed by the farmer directly with the appropriate office of the 
Internal Revenue Service. 

C. DEFINITION OF FARCI AND FARMING PURPOSE 

As indicated previously, refunds are to be available with respect to gasoline 
only where used in carrying on a trade or business, on a farm in the United 
States and for farming purposes. The term "farm" as used here is defined as 
including stock, dairy, poultry, fruit, fur-bearing animal, and truck farms, 
plantations, ianches, nurseries, ranges, greenhouses or other similar structures 
used primarily for the raising of agricultural or horticultural commodities, and 
orchards. This definition is the same as that presently in the 19o4 Code with 
respect to the Federal Insurance Contributions Act which it is understood 
includes a feed yard for fattening cattle. 

The term "farming purposes" is also defined in the House and your commit- 
tee's bill. Under the House-passed bill it included use by any person in connection 
with cultivation of the soil, or the raising or harvesting of agricultural or horti- 
cultural commodities, including the raising, shearing, feeding, caring for, train- 
ing, and management of livestock, bees, poultry, and fur-bearing animals and 
wildlife. As a result, gasoline used by custom operators or other independent 
contractors performing a service on a farm in connection with cultivating the 
soil or raising or harvesting agricultural or horticultural commodities ivas 
eligible for a refund claim under the House-passed bill. Under your committee's 
bill, the term "farming purposes" includes the above-described type of operations, 
but generally only with respect to the operations of an owner, tenant, or operator 
on his oivn farm. Operations of a farmer other than on his own farm are in- 
cluded only where the gasoline so used is less than one-half of all of the gasoline 
used by the fariner for the prescribed type of operations. 

The term "farming purposes" under both versions of the bill also includes the 
handling, drying, packing, grading, or storing of agricultural or horticultural 
commodities but only if the work is done by the owner, tenant, or operator and 
only if such person produced more than half of the coinmodity receiving this 
treatment during the year, This means that with respect to handling, drying, 
packing, grading, or storing of these commodities services performed by custom 
operators or other independent contractors, even though on the farm, are not 
the type with respect to which a refund may be claimed. 

The definition of "farming purposes" under both the House and your commit- 
tee's bill also includes the planting, cultivating, earing for, or cutting of trees, 
as well as the preparation (other than sawing logs into lumber, chipping and 
other milling operations) of trees for the market if the work is performed bv 
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the owner tenant, ant, or operator of a farm and also only if it is incidental to farm- 
ing operations. Still another category of work included in the farming purpose definition under both versions of the bill is that done by the owner, tenant or 
o erator of the farm ' 
p farm in connection with the operation, management, conservation, 

improvement, or maintenance of the farm, including farm buildings, tools, and 
equipment. 

D. DIESEL FUEL AND SPECIAL MOTOR FUELS 

Section 2 of both versions of the bill provides relief for diesel fuel and special 
motor fuels (such as propane, butane, and so forth, including what is sometimes 
referred to as hot tractor fuel). In the case of diesel fuel, present law already 
provides that this tax is to apply only Ivhen the fuel is used in highIvay vehicles. 
Both the House and your committee's bill provide an exemption with respect to 
diesel fuel used in any of these highIvay vehicles Ivhere the vehicles are used on 
a farID for farming purposes. 

In the case of special DIotor fuels, present law provides a tax only when the 
fuel is for use in a motor vehicle, DIotor boat, or airplane. Both versions of the 
bill provide an exemption for such use of special motor fuel when it is used on a 
farm for farming purposes. 

Even under present law diesel fuel and special motor fuel are exempt from 
tax when used in a farnI tractor since farm tractors have been held not to be 
motor vehicles under existing law. 

Provision is also made in the House and your committee's bill for credits or 
refunds with respect to diesel fuel and special motor fuels which are used on a 
farm for farming purposes and have been sold taxpaid. In this case the credit 
or refund is to be obtained by processing the claim back through the person 
making the first taxpaid sale. This is the same procedure already in use in the 
case of other refunds or credits for diesel fuel and special motor fuel. 

E. CIvIL PENALTY FQR ExcEssIvE CLAIMs 

Section 3 of both the House and your committee's bill provides a special civil 
penalty for excessive claims for refunds with respect to gasoline. The new pro- 
vision (in addition to any of the regular criminal penalties which may be appli- 
cable) provides that if a claim for a gasoline refund is excessive, a civil penalty 
may be imposed unless it can be shoIvn that the claim for the excessive amount 
is due to reasonable cause. Section 8 is intended to be in addition to, and not in 
lieu of, other methods of enforcement now provided by existing law. The penalty 
imposed by section 8 is 2 times the excess anIount claimed but not less than $10. 
As is indicated in section 4 in both versions of the bill the penalty described 
above, as well as the excessive amount itself, is to be assessed and collected as a 
tax. 

III. TECHNICAL EXPLANATION OF THE BILL 

Section 1 of the bill, both as passed by the House and as amended by your 
committee, amends subchapter B of chapter 66 of the Internal Revenue Code of 
1Ã4 by renumbering section 6420 as section 6421 and inserting a new section 
6420. Section 1 of the bill, as amended by your committee, differs from the 
House bill only in the change noted below in subsection (b) (6) (A) of the pro- 
posed section 6420. 

SECTION 6420. RELIEF FROM THE EXCISE TAX ON GASOLINE 

SubsectioII (a). — Subsection (a) of the new section 6420 provides that the 
Secretary or his delegate shall pay to the ultimate purchaser of gasoline used on a 
farm for farming purposes the amount determined by multiplying (1) the number 
of gallons so used, by (2) the rate of tax on gasoline under section 4081 
which applied on the date he purchased such gasoline. The meaning of the terms 
used on a farm for farming purposes, farm, farming purposes, and gasoline, are 
set forth in subsection (c) of section 6420. Interest is not allowable with respect 
to payments made pursuant to the provisions of section 6420. It Ivill not be 

necessary for the claimant to show that the tax was in fact paid by the producer 
of the gasoline. In case of a change in rate of tax, the gasoline which is first 

purchased by the claimant will, as a general rule, be deemed to have been first used 

for purposes of claiming the farm-use payInent. 
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Subsection (a) of section 6420 also provides that only the ultimate purchaser 
shall receive the payment for the fartn use of gasoline. This makes it clear that 
prior purchasers of such gasoline will not be entitled to claim payment. For 
example, if farmer A purchases 200 gallons of gasoline and subsequently sos 
50 gallons of such gasoline to farmer B who uses the fuel on his farm for farming 
purposes, only farmer B may claim payment with respect to the 50 gallons pf 
gasoline so used by him inasmuch as he is the ultimate purchaser. The paymeut 
for farm use is to be made to the purchaser of the gasoline even though he is npt 
the user of the gasoline. For instance, in the absence of special circumstances, a 
lessor of a farm who purchased the gasoline and furnished it to his tenant fpr use 
on the farm for farming purposes is the one who is authorized under the new 
section to claim payment if the gasoline is so used. 

If a vehicle or equipment is used both on a farm and otr the farm, or if it is used 
on a farm both for farming and nonfarming purposes, the claimant is entitled to 
payment under section 6420 only with respect to that portion of the gasoline which 
was consumed on the farm for farming purposes. Accordingly, if a truck used on 
a farm in connection with the cultivating or harvesting of agricultural com 
modities is also used on the highways (whether to deliver commodities to market 
or otherwise), the gasoline used in operating the truck on the highways is not to 
be taken into account in computing the payments authorized bv section 6420. 

Subsection (b). — Subsection (b) relates to the time for filing a claim and the 
period to be covered by such claim. Not more than one claim may be filed under 
this section by any person with respect to gasoline used during the 1-year period 
ending on June 80 of any year. This subsection also provides that no claim is to 
be allowed with respect to any 1-year period unless the claim is filed on or before 
September 80 of the calendar year in which the 1-year period ends. Thus, for 
example, for the 1-year period ending June 80, 19o7, the purchaser may make a 
claim for any gasoline used (on a farm for farmiug purposes) after June 80, 1956, 
and before July 1, 1957. Such claim must be filed on or before September 80, 
1957. It should be noted that under subsection (g) of the new section 6420, clabss 
filed under this section before October 1, 1956, will cover only gasoline purchased 
after December 81, 1955. The same limitation will apply in the case of claims for 
any subsequent period, that is to say, no payment is allovvable under this section 
at any time for gasoline purchased before January 1, 1956. 

Spbgectios, (c). — Paragraph (1) of subsection (c) of tpe new section 6420 
provides that gasoline shall be treated as used on a farm for farming purposes 
only if used (1) in carrying on a trade or business, (2) on a farm situated in the 
United States (that is, the several States, Alaska, Hawaii, and the District of 
Columbia), and (8) for farming purposes. The term "trade or business" has 
the same meaning as when used in section 162 of the 1954 Code in connection with 
expenses paid or incurred in carrying on any trade or business. 

Paragraph (2) of subsection (c) defines the term "farur" to include stock 
(including feed yards for fattening cattle), dairy, poultry, fruit, fur-bearing 
animals, and truck farms, plantations, ranches, nurseries, ranges, greenhouses or 
other similar structures used primarily for the raising of agricultural or horticul- 
tural commodities, and orchards. This definition is the same as that contained iu 
section 8121( g) of the 1954 Code. 

Under paragraph (8) of subsection (c) gasoline is to be treated as used for 
farming purposes only if used as provided in subparagraph (A), (B), (C), or (D). 
Under subparagraph (A) as it appears in the House bill, gasoline is treated as 
used for farming purposes if used by any person in connection with cultivating the 
soil, or in connection with raising or harvesting any agricultural or horticultural 
commodity, including the raising, shearing, feeding, caring for, training, and 
management of livestock, bees, poultry, and fur-bearing animals and wildlife. 

Your committee has amended subparagraph (A) so that gasoline will be treated 
as used on a farm for farming purposes only if used by the owner, tenant, or 
operator of a farm in connection with cultivating the soil, or in connection with 
raising or harvesting any agricultural or horticultural co&umodity, including the 
raising, shearing, feeding, earing for, training, and management of livestock, bees, 
poultry, and fur-bearing animals and wildlife- 

(a) on a farm of which he is the pvvner. tenant, or operator, or 
(b) on any other farm, but only if the gasoline used by him on other 

farms is less than one-half of all gasoline used by him on all farms for the 
purposes enumerated in such subparagraph during the period with respect 
to which claim is filed. 
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Thus gasoline used by a custom operator or other independent contractor in per- forming a service for the purposes enumerated in subparagraph (A) maV not 
be included in a refund claim by such operator. If a farmer provides services for another farmer (for the purposes enumerated in subparagraph (A) ), all the 
gasoline used for such services may be included in his refund claim if less than 
one-half of all the gasoline used by him for the purposes enumerated in subpara- 
graph (A) is used off his farm. If one-half or more of the gasoline is used by the farmer off his farm he may only claim a refund with respect to the gasoline 
used on his farm for those purposes. 

Under both the House and your commitee's bill gasoline used on a farm in con- 
nection with the production or harvesting of maple sap or in connection vvith the 
production or harvesting of crude gum (oleoresin) from a living tree is treated 
as used for farming purposes; but gasoline used in the processing (as distin- 
guished from the gathering) of maple sap into maple sirup or maple sugar or used 
in the processing of crude gum (oleoresin) into gum spirits of turpentine and 
gum rosin is not so treated, even though such processing operations are conducted 
on a farm. 

Under subparagraph (B) of the new section 642D(c) (2) gasoline is to be 
treated as used for farming purposes, if used by the owner, tenant, or operator 
of a farm in handling, drying, packing, grading, or storing any agricultural or 
horticultural commodity in its unmanufactured state; but only if such owner, 
tenant, or operator produced more than one-half of the commodity which he so 
treated during the I-year period vvith respect to which claim is filed under this 
section. The term "operator of a farm" means a person in possession of a 
farm and engaged in the operation of such farm. %whether use by the owner or 
tenant qualifies under this subparagraph (or subparagraph (C) or (D) ) is 
to be determined without regard to whether the owner or tenant is in posses- 
sion of the farm and without regard to whether he is the operator of the 
farm. Gasoline used in operations other than those of the prescribed char- 
acter (such as canning, freezing, packaging, and processing operations) is not 
considered to be used for farming purposes within the meaning of subparagraph 
(B). The term "commodity" refers to a single agricultural or horticultural 
product, that is, all apples are to be treated as a single commodity, while apples 
and peaches are to be treated as tvvo separate commodities. The operations 
with respect to each such commodity are to be considered separately in applying 
the "one-half" test described in the first sentence of this paragraph. 

Under subparagraph (C), gasoline is to be treated as used for farming pur- 
poses if used by the owner, tenant, or operator of a farm, in connection with 
the planting, cultivating, caring for, or cutting of trees or in the preparation 
(other than milling) of trees for market; but only if such operations are inci- 
dental to farming operations. These operations include the felling of trees and 
cutting them into logs or firewood but do not include sawing logs into lumber, 
chipping, or other milling operations. 

Operations of the character specified in subparagraph (C) must be incidental 
to the farming operations of such farm or to the farming operations of the 
owner, tenant, or operator of the farm. The word "incidental" is used in the 
statute in order to insure that the volume of the operations of the specified char- 
acter will be, by comparison with the total farming operations involved, of 
a minor nature. 

Under subparagraph (D), gasoline is to be treated as used for farming pur- 
poses if used by the owner, tenant, or operator of a farm in connection with 
the operation, management, conservation, improvement, or maintenance of such 
farm and its tools and equipment. These operations may include clearing land, 

repairing, painting, irrigating, and other activities which contribute in any way 

to the conduct of the farm, as such, as distinguished from any other enterprise 
in which the owner, tenant, or operator may be engaged. Since the gasoline 

must be used by the owner, tenant, or operator of the farm to v. hich the opera- 

tions relate, gasoline used in operations of the prescribed character by a com- 

mercial painting concern, for example, which contracts with a farmer to reno- 

vate his farm properties is not to be taken into account in computing claims 

under this section. 
Under ara ra h (4) of the subsection, the term "gasoline" is given the 

same meaning as when used in section 4082 (b). a i y 

means all pro uc s commo 11 d t mmonly or commercially known or sold as gasoline (in- 

cluding casinghead and natural gasoline). 
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Subsection (d). — Subsection (d) provides two conditions which must be ob- 
served in determining the amount of any payment to be made under section 6420. 

First, it prohibits payment of any amount with respect to any gasoline which 
the Secretary or his delegate determines was exempt from the tax imposed 
by section 4081 of the 3954 Code. Thus, gasoline purchased by a State tax 
free by virtue of section 4224 of the 1954 Code and used on a State prison farm 
for a farming purpose cannot be included in determining any amount claimed 
under section 6420. 

Secondly, it provides that any amount that would otherwise have been pay- 
able under section 6420 with respect to any gasoline shall be reduced by any 
other amount which the Secretary or his delegate determines is payable under 
section 6420 or is refundable under any other provision of the 1954 Code to any 
person with respect to such gasoline. 

Subsection (e). — Paragraph (1) of subsection (e) provides that all provisions 
of law, including penalties, applicable in respect of the tax imposed by section 
4081 shall, insofar as applicable and not inconsistent with section 6420, apply in 
respect of the payments provided for in section 6420 to the same extent as if such 
payments constituted refunds of overpayments of the tax so imposed. Under 
this provision (to mention some, but not all, of the provisions which will apply) 
sections 6514 (relating to credits or refunds after period of limitations), 6562 
(relating to periods of limitation on suits), 7405 (relatin to action for recovery 
of erroneous refunds), aud 7422 (relating to civil actions for refunds by tax- 
payers) of the 1954 Code apply. 

However, by reason of subsection (e) (8), the Secretary or his delegate may 
not exercise his discretionary power under section 7o04 of the 19o4 Code to 
disregard a fractional part of a dollar. 

For the purpose of detertnining the correctness of any claim made under this 
section, or of any payment made pursuant to such claim, subsection (e) (2) 
makes applicable paragraphs (1), (2), and (3) of section 7602 of the 1954 Code, 
relating to the examination of books and witnesses, as if the claimant were the 
person liable for tax. 

Subsection (f). — Subsection (f) provides that the Secretary or his delegate 
may by regulations prescribe the conditions, not inconsistent with the provisions 
of section 6420, under which payments may be made under section 6420. Some 
of the conditions that might be appropriatelv prescribed by regulations are, for 
example: 

(1) The tvpe of records that the farmer will be required to keep; 
(2) The form on which the claim must be Gled; 
(8) The information to be contained in such claim; and 
(4) The evidence necessary to support such claim. 

Subsection (g). — Subsection ( ) provides that payments under section 6420 
may be made only with respect to gasoline purchased by the ultimate purchaser 
after December 81, 1955. Thus, gasoline which was purchased by a farmer 
before January 1, 1956, but which he used on or after such date, may not be 
included in any claim under this section. 

Sttbscction, (It) . — Subsection (h) provides appropriate cross references to other 
provisions of the 1954 Code. 

SECTION 2. RELIEF FRObi TAXES ON DIESEL FUEL AND SPECIAL MOTOR FUEL 

Section 2 of both versions of the bill provides for an exemption from (or a 
credit or refund with respect to) the exise taxes on diesel fuel and special motor 
fuels, in cases involving the use of such liquids on a farm for farming purposes. 
Your committee made no changes in the House version of this section. 

Subsection (6). — Paragraph (1) adds a new subsection (d) to section 4041 
of the 1954 Code. Paragraph (1) of the new subsection (d) provides that no tax 
shall apply to diesel fuel or special motor fuel sold for use on a farm for farmin" 
purposes and that no tax shall apply to the use of such fuels on a farm for farming 
purposes. Under paragraph (2) of the new subsection (d), the test of whether 
diesel fuel or any special motor fuel is used on a farm for farming purposes is the 
same as the test set forth with respect to gasoline in section 6420 (c). Paragraph 
(2) of section 2(a) of the bill provides that the amendment nmde by paragraph 
(1) of section 2(a) of the bill shall take effect on the day after the date of 
enactment of the bill. 
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Subsection (b). — Subsection (b) of section 2 of the bill makes a corresponding 
amendinent to section 6116(b) (2) (C) of the 19o4 Code to provide (in addition 
to the other situations in which a credit or refund may be claimed) that credit or 
refund shall be made if such cliesel fuel or special motor fuel was (within the 
meaning of paragraphs (1), (2), and (8) of section 6420(c) ) used on a farm t' or 
farming purposes. This amendment will apply with respect to liquids sold after 
December 81, 1955. 

SECTION 9. CIVIL PENALTY 

Section 8 of both versions of the bill adds a new section 6675 to the 1954 Code 
which provides an assessable penalty for claiming an excessive amount under 
section 6420. Under section 6675 a person making a claim under section 6420 
for an excessive amount is liable, unless it is shown that the claim for such 
excessive amount is due to reasonable cause, to a penalty equal to 2 times the 
excessive amount of $10, whichever is greater. This penalty is in addition to 
any criminal penalty provided by law. Your cominittee made no changes 
in this section. 

SECTION 4. TECHNICAL AMENDMENTS 

Subsections (a), (b), (2), (c), (d), (e), (f), and (g) of section 4 of the 
bill make conforming changes in tables of sections and add appropriate cross 
references. 

Subsection (b) (1) of section 4 of the bill adds a new section 6206 to the 1954 
Code. Section 6206 provides that any portion of a payment made under section 
6420 which constitutes an excessive amount (as defined in section 6675(b)), 
and any civil penalty provided by section 6675, may be assessed and collected 
as if it were a tax imposed by section 4081 and as if the person who made the 
claim were liable for such tax. Section 6206 also provides that the period for 
assessing the excessive amount, and for assessing the penalty, shall be 8 years 
from the last day prescribed for the filing of the claim under section 6420 (that 
is, 8 years from September 80). 

Subsection (h) and (i) of section 4 of the bill amend the provisions relating 
to service and enforcement of a summons to bring into the scope of such pro- 
visions a summons issued under the authority of subsection (e) (2) of section 
6420. Your committee had made a clerical amendment to subsection (i) to eor- 
reet a reference to section 6420 (e) (2). 

[H. R. 8t80 — P. L. 466j 

RELIEF FROM TAXES ON GA. SOLINE AND SPECIAL 
FUELS USED ON FARMS 

(House of Representatives Report No. 1957, Eighty-fourth Congress, Second Session] 

[March 27, 1956] 

bIr. Cooper, from the committee of conference, submitted the following confer- 
ence report [To accompany H. R. 8780]: 

The committee of conference on the disagreeing votes of the two Houses on the 
amendments of the Senate to the bill (H. R. 8780) to amend the Internal Revenue 
Code of 1954 to relieve farmers from excise taxes in the ease of gasoline and 
special fuels used on the farm for farming purposes, having met, after full and 
free conference, have agreed to recommend and do recommend to their respective 
Houses as follows: 

That the House recede from its disagreement to the amendments of the Senate 
numbered 2 and 8 a. nd agree to the same. 

Amendment numbered 1: 
That the House recede from its disagreement to the amendment of the Senate 

numbered 1, and agree to the same with an amendment as follows: 
In lieu of the matter proposed to be inserted by the Senate amendment insert 

the following: 
"(A. ) by the oumer, tenant, or operator of a farm, in connection toith culti- 

cating the soil, or in connection uith raising or harvesting any agricultural 



or horticultural commodity, including the raising, shearing, feeding, caring 
for, training, and management of livestock, 'bees, poultry, and fur-bearing 
animals and Ioildlife, on a farm of iohich he is the opener, tenant, or operator; 
except tliat if such use is by any person other than, the owner, tenant, or 
operator of such farm, tlien, (i) for purposes of this subparagraph, in apply 
ing subsection (a) to this subparagraph, and for purposes of section 0/10(b) 
(2) (L) (ii) (but not for purposes of section, JI0$1), the oroner, tenant, or 
operator of the farm on tokich gasoline or a liquid taxable under section 
$0/1 is used skall be treated as the user and ultimate purchaser of such, gaso 
linc or liquid, and (ii) for purposes of applying section 0)10 (b) (2) ((;) (ii) 
any tax paid under section 1i0$1 in respect of a liquid used on a farm for 
farming purposes (roitkin the meaning of tliis subparagraph) shall be treated, 
as kaoing been paid by tke OIoner, tenant, or operator of tlie farm on uikich 
suck liquid is used; 

And the Senate agree to the same. 
JERE COOPEB, 
W. D. 3IILLs, 
NOBLE J. GBEGOBT, 
DANIEL A, REED, 

By T A JExzrxs 
TBOMRs A. JENKINs, 

managers on the Part of the Ifouse. 
Hsaax F. BTRD, 
WALTER F. GEGBGE, 

By Hsaar F. Bran, 
ROBT. KERR, 
EDWARD IIARTIN, 
FRANK CARLSON, 

jfanagers on the Part of tke Senate. 

STATEMENT OF THE bIANAGERS ON THE PART OF THE HOI. SF, 

The managers on the part of the House at the conference on the disagreeing 
votes of the two Houses on the amendments of the Senate to the bill (H, R. 8780) 
to amend the Internal Revenue Code of 1004 to relieve farmers from excise taxes 
in the ease of gasoline and special fuels used on the farm for farming purposes, 
submit the following statement in explanation of the effect of the action agreed 
upon by the conferees and recommended in the accompanying conference report: 

Amendment No. 1: Subparagraphs (A), (B), (C), and (D) of section 
6420(c) (8) of the Internal Revemie Code of 1004 as proposed to be amended by 
the bill as it passed both the House and Senate, prescribe the uses of gasoline 
which for purposes of the bill are to be treated as use for farming purposes. 
Senate amendment No. 1 struck out subparagraph (A) and inserted a sub- 
stitute. No change was made in subparagraph (B), (C), or (D). 

Under subparagraph (A) of the House bill, gasoline was to be treated as used 
for farming purposes if used by "any person" in connection with cultivating 
the soil, or in connection with raising or harvesting any agricultural or horti- 
cultural commodity, including the raising, shearing, feeding, caring for, training~ 
and management of livestock, bees, poultry, and fur-bearing animals and wildlife. 

Under Senate ainendment No. 1, gasoline used for any of the purposes set 
forth in the preceding paragraph was to be treated as used for farming purposes 
only if used by the owner, tenant, or operator of a farm (1) on a farm of which 
he is the owner, tenant, or operator, or (2) on any other farm (but only if the 
gasoline used by him on other farms is less than one-half of all gasoline used 
by him, during the period, with respect to which claim is filed, on all farms for 
the purposes set forth in the preceding paragraph). Thus, under the Senate 
amendment gasoline used by a custom operator or other independent contractor 
in performing a service for one of the purposes specified in sectio~ 6420 (c) (8) (A) 
was not to be included in any refund claim. 

Under the conference agreement, as under the House bill and the Senate 
amendment, if gasoline is used on a farm by the owner, tenant, or operator 
thereof for the purposes set forth above, he will be entitled to the payment 
provided for under the new section 6420 if he is the ultimate purchaser of such 
gasoline. In addition, under the conference agreemeiit, if gasoline is used on 
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a farm by any other person for these ur p poses, the owner, tenant, or operato 

tunate pure a o g 
rm is reated as the user and ul ' 

p y . For example, 'he e en i e to the a ment. 
per to o ine, e osvner, tenant or o 

e I p v . In general, in e Ivi e entitled to the a ment. r per orms services described in the nesv section 6420(c) (3) (A) 
owner, tenant, or operator as th 
on a farm, the payment under section 6420(a) will be made to th (th e o eperson ( e 

performed. 
, as the case may be) for rvhom such services are 

Under the conference a re 
to diesel fuel and s ecial m 

g ement, comparable rules are provided with respect 
p 

' 
otor fuels. For example, if a custom operator per- forms services described in the new section 6420(c) (6) (A) and uses a special fuel in a motor vehicle, the tax imposed by section 4041(b) would apply but the 

to 
owner, tenant, or operator of the farm on which the f l ' 

d 11 b 
o a refund of the tax paid with respect to the fuel used on the farm. As in the 

case of gasoline, the refund will, in general, be made to th r (th tenant or o erator as h 
e ma e o e person (t e owner, 

p r or, as t e case may be) for whom the custom operator performed 
the services. 

iecedes. 
Amendments Nos. 2 and 3: These amendments are clerical. Th H ica . e ouse 

JERE COOPER, 
W. D. MILLs, 
NOBLE J. GREGORY, 
DANIEL REED, 

By T. A. JENEIRs, 
TIIOM&s A. JENEINs, 

Managers on the Part of the House. 

[H. R. 9166 — P. L. 458] 

TAX RATE EXTENSION ACT OF 1056 

[House of Representatives Report No 1860, Rfighty-fourth Congress, Second Session] 

[March 8, 1956] 

Mr. Cooper, from the Committee on W'ays and Means, submitted the following 
report [To accompany H. R. 9166]: 

The Committee on AVays and Means, to whom was referred the bill (H. R. 
9166) to provide a 1-year extension of the existing corporate normal-tax rate and 
of certain excise-tax rates, having considered the same, report favorably thereon 
nithout amendment and recommend that the bill do pass. 

I. GENERAL STATEMENT 

H. R. 9166, reported unanimously by your comnfittee, provides for a 1-year 
extension of the present corporate income tax rate and the existing rates of cer- 
tain excises. The rates of these taxes otherwise are scheduled for reduction 
on April 1, 1956. 

The present 52 percent corporate income tax rate, without the 1-year extension 
provided in- the bill, would revert to 47 percent as of the first of this April through 
a reduction in the normal tax rate from 60 to 25 percent. The excise-tax rates, 
n hich without this bill also would be decreased this April, are those on alcoholic 
beverages, cigarettes, gasoline, automobiles, trucks and buses, automobile parts 
and accessories, and diesel and special motor fuel. 

Your committee has agreed to the extensions of the present corporate and 
excise tax rates because of their eifect on the Federal budget in the fiscal years 
1956 and 1957. If these rates are not extended there would be no surplus in the 
fiscal year 1956 and there would be a deficit of nearly $2 billion in the fiscal year 
1957. This is shown in greater detail in the following section of this report. 

The President in his budget message made the following statement: 
To reach a balanced budget in the fiscal year 1956 and in the fiscal year 1957 

it will be necessary in addition to continuing everyday efforts to keep spending 
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under control, to continue all the present excise taxes without any reduction and 
the corporation income taxes at their present rates for another year beyond 
April 1, 1956. 

II. RLcVENUE AND BUDGET EFFECTS 

The revenue effects of your committee's bill for the fiscal years 1956 and 1957. 
and also on a full year's basis, are shown in table l. Only the extension of the 
excise taxes is expected to have any effect on budget receipts in the fiscal year 
1056. Under existing law the excise tax reductions would be effective for April, 
May, and June in the fiscal year 1056, and the collections for the fiscal year 
1056 would reflect most of the reductions for these months. This decrease in 
revenue is avoided under the bill. 

The reduction in corporate taxes under existing Iaw will not be reflected in 
receipts in fiscal year 1956 because of the lag in corporate tax collections. Most 
of the revenue effect from extending the present corporate income tax rate for 
1 year beyond April 1, 1956, will be reflected in collections for the fiscal year 
1057, but some effect will car~ over into the fiscal year 1058. 

If the various excise tax rates provided for in this bill were not extended 
until April 1, 1057, refunds of approximately $200 million would have to be paid 
to dealers with respect to their iioor stocks, or inventories of taxed articles, on 
which the rates would be reduced. For the most part these refunds would have 
been paid in the fiscal year 1957 if these excise tax rates are not extended. 
XV(th the 1-year extension provided in this bill, expenditures for these fioor-stock 
refunds will for the most part be postponed until the fiscal year 1958. 

TABLE l. — Esttntated ref enue gain front extension of ezigtirtg corporate and excise 
tax rates 

(Extension from Apr. 1, 1956, to Apr. 1, 1957] 

Estimated revenue gain 
(in millions of dollars) 

Change in rate which would 
occur without bill 

Fiscal 
1956 

F Local 
1957 

Full- 
yesr 

effect 

Corporation income tax 

Excises: 
Alcohol taxes: 

Distilled spirits 
Beer 
Wine 

52 to 47 percent (normal tsx 
reduced from 30 to 25 per- 
cent). 

$10. 50 to $9 per gallon 
$9 to $8 per bsnel 
Various rates 

38 
21 
3 

1, 180 2, 020 

128 
35 
9 

Total, alcoholic beverages 
Tobacco taxes: Cigarettes (small) 
Manufacturers' excise taxes: 

Qasoline 
Passenger cars 
Trucks, buses, snd trailers 
Auto parts and accessories. 

$4 to $3. 50 per 1, 000 

2 to 1)4 cents per gallon. . 
10 to 7 percent 
8 to 5 percent 
8 to 5 percent 

62 
49 

160 
145 

31 219 
47 328 
8 58 
6 46 

222 
194 

250 
375 

66 
52 

Total manufacturers' excises 
Retail taxes: Diesel snd special motor fuels 2 to lg cents per gallon. 

Total excises 

92 
1 

651 
6 

743 
7 

1, 166 

Total, corporate income tax and excises 204 2, 142 3, 186 

Nova. — Floor stock refunds of about $200 million wfil be postponed by the extension of existing excise 
tax rates. 

Source: Prepared by the staff of the Joint Committee on Internal Revenue Taxation. 

On a full year's basis the extension of the present corporate rate will increase 
revenues by $2, 020 million and the excise taxes by $1, 166 making a total full- 
year eitect under the bill of $8, 186 million. 

Table 2 shows the effect of your committee's bill on the budgets for the fiscal 
years 1056 and 1957. Expenditures in the budget as presented by the president 



999 

for the fiscal years 1056 and 1957 are estimated at $64. 8 billion and $65. 0 billion, 
respectively. Receipts for these years are estimated at $64. 5 billion and 666. 3 
billion, respectively. These figures reflect a surplus of $200 million in 1956 and 
$400 million in 1057. As was indicated in table 1, if the present corporate in- 
come and excise tax rates were not extended there would be a loss in revenue of 
$204 million in the fiscal year 1056 and $2, 142 million in the fiscal year 1957. 
Moreover, if these rates were not extended floor-stock refunds of about $200 
million also would have to be paid during the fiscal year 1057. Thus, the failure 
to extend these rates would remove budgetary surplus in the fiscal year 1956 and 
result in a deficit of nearly $2 billion in the fiscal year 1057. 

T5BLE 2. — Effect on the 1956 and 1957 btfdgets of allou"ing terfninations of rates 
as sclteduled Apr. 1, 1956 

Fiscal year 

1956 1957 

Budget expenditures 
Budget receipts 

Budget surplus (+) 
Effect of termination of corporate and excise tax rates: 

Decrease (-) in tax collections 
Payment of floor stock refunds 

Budget surplus (+) or deffcit (-) without extension of rates 

364. 3 
64. 5 

365. 9 
66. 3 

-2. 1 —. 2 

Source: Prepared by the staff of the Joint Committee on Internal Revenue Taxation. 

III. SU515IARY OF BILL 

The first section of the bill indicates that this act is to be cited as the "Tax Rate 
Extension Act of 1056. " 

Section 2 of the bill extends for 1 year the present 52 percent corporate income 
tax rate which otherwise is due to revert to 47 percent as of April 1, 1956. The 5 
percentage point reduction will occur in the 30 percent normal tax to which all 
corporate taxable income is subject. The 22 percent surtax, which applies only 
to income above $25, 000, remains unchanged. 

The rate extension provided by section 2 in the case of the corporate income 
tax makes the 52 percent rate applicable to taxable years beginning before April 

1, 1957, and a 47 percent rate applicable with respect to taxable years beginnin 

on or after this date. A proration formula, already in section 21 of the Internal 
Revenue Code, provides for corporations whose taxable years overlap April 1, 
1057. 

Section 2 extends the present corporate income tax rate not only for ordinary 

corporations but also for mutual insurance companies and interinsurers. 

Section 8 of the bill extends for 1 year the present excise tax rates due to be 

automatically reduced as of April 1, 1956. These include the excise taxes on 

distilled spirits, beer, wine, cigarettes, gasoline, automobiles, trucks and liuses, 

automobile parts and accessories, and diesel and special motor fuel. These ex- 

cises are described more fully in table 3 which shows the unit of tax and the rates 

before and after April 1, 1057, unrler this bill. 
In addition to extending the rates specified above, section 8 of the bill postpones 

for 1 more year the floor-stock refunds or credits presently effective with respect 

to stocks of various tax-paid products on hand on April 1, 1056. These floor-stock 

refunds are available in the ease of distilled spirits, wines and beer, cigarettes, 

gasoline, and automobiles, trucks, and buses, and automobile parts and accessories. 

Section 8 also extends for 1 year the present drawback of $9. 50 per proof 

gallon for distilled spirits used in the manufacture of medicines, medicinal 

, f d od ets fiavors or flavoring extracts, which are unfit for 

In conformance with the change in the distil ed spirits 
beverage purposes. 
tax, as of April 1, 1057, this drawback under the bill decreases to $8 per proof 

d t a'nt n a net tax of $1 per proof gallon on distilled spirits 

used for these pur'poses. 

393474' — 56 — 64 
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TABLE 6. — Excise tax rates extenfteft frntit Apr. 1, f957 

Unit of tax 

Rate ex- 
tended f« 

period from 
Apr. 1, 1956, 
to Mar. 31, 

1957 

Rate to be 
come effec 
tive Apr. 1, 

1957 & 

Liquor taxes: 
Distilled spirits 
Beer 
wine: 

Still wine: 
Containing less than 14 percent 

alcohol. 
Containing 14 to 21 percent alcohoL 
Containing 21 to 24 percent alcohol 
Containing more, than 24 percent 

alcohol. 
Sparkling wines, liqueurs, cordials, etc. : 

Champagne or sparkimg wine 
Liqueurs, cordials, etc. 
Artificially carbonated wines 

Tobacco taxes: Cigarettes 
Manufacturer's excises: 

Gasoline 
Passenger cars 
Trucks, buses, truck trailers 
Auto parts anIf accessories 

Retailers' excises: Diesel and special motor fuel 
Total excises 

Per proof ganon 
Per barrel 

Per wine gaHon 

Per wine gallon 
Per wine gallon 
Per wine gallon 

Per wine gallon 
Per wine gallon 
Per wine gallon 
Per 1, 000 

Per gallon 
Manufacturers' sale price 
Manufacturers' sale price 
Manufacturers' sale price 
Per gauon 

$10. 50 

$3. 40 
$1. 92 
$2. 40 
$4 

2 cents 
10 percent 
8 percent 
8 percent 
2 cents 

$3. 
$1. 60. 
$2. 
$3. 50. 

lkf cents. 
7 percent. 
5 percent. 
5 percent. 
1)4 cents. 

17 sents 15 cents. 

67 cents 60 cents. 
$2. 25 $2. 
$10. 50 - $9. 

~ These rates were increased by the Revenue Act of 1951 and the increases were scheduled to terminate on 
Apr. 1, 1954. The Excise Tax Reduction Act of 1954 extended these rate increases to Apr. 1, 1955, snd the 
Tsx Rate Extension Act of 1955 extended these rate increases to Apr. 1, 1956. 

Source: Prepared by the staff of the Joint Committee on Internal Revenue Taxation. 

[H. R. 9166 — P. L. 458] 

TAX RATE EXTENSION ACT OF 1956 
iSenate Report No. 1710, Eighty-fourth Congress, Second Session, Calendar No. 1785l 

[March 26 (legislative day, March 19), 1956] 

Mr. Byrd, from the Committee on Finance, submitted the following report [to 
accompany EI. R. 9166]: 

The Committee on Finance, to whom was referred the bill (H. R. 9166) to 
provide a 1-year extension of the existing corporate normal-tax rate and of 
certain excise-tax rates, having considered the same, report favorably thereon 
without amendment and recommended that the bill do pass. 

I. GENERAL STATEMENT 

H. R. 9166, reported unanimously by your committee without amendment, 
provides for a 1-year extension of the present corporate income tax rate and the existing rates of certain excises. The rates of these taxes otherwise are 

scheduled for reduction on April 1, 1956. 
The present 52 percent corporate income tax rate, without the 1-vear extension 

provided in the bill, would revert to 47 percent as of the first of this April as the result of a reduction in the normal tax rate from 90 to 25 percent. The excise-tax rates, which without this bill also would be decreased this April, are those on alcoholic beverages, cigarettes, gasoline, automobiles, trucks and buses, automobile parts and accessories, and diesel and special motor fuel. Your committee agrees with the House that the extensions of the present corporate and excise tax rates are desirable because of thei~ effect on the Federal budget in the fiscal years 1956 and 1957. If these rates are not extended there would be no surplus in the fiscal year 1906 and there would be a deficit of nearly $2 billion in the fiseal year 1957. This is shown in greater detail in the following section of this report. 
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The Presidextt in his budget message made the following statement: 
To reach a balanced budget in the fiscal year 1056 and in the fiscal year 1957 it will be necessary in addition to continuing everyday efforts to keep spending 

under control, to continue all the present excise taxes without any reduction 
and the corporation income taxes at their present rates for another year beyond 
April 1, 1056. 

II. REVENUE AND BUDGET EFFECTS 
The revenue effects of the House an(1 your committee's bill for the fiscal years 

1956 and 1057, and also on a full year's basis, are shown in table 1. Only the 
extension of the excise taxes is expected to have any effect on budget receipts 
in the fiscal year 1056. Under existing law the excise tax reductions would be 
effective for April, May, and June in the fiscal year 1056, and the collections for 
the fiscal year 1056 would refiect most of the reductions for these months. This 
decrease in revenue is avoided under the bill. 

The reduction in corporate taxes under existing law will not be reflected 
in receipts in fiscal year 1056 because of the lag in corporate tax collections. 
Nost of the revenue effect from extending the present corporate income tax 
rate for 1 year beyond April 1, 1006, will be reiiected in collections for the 
fiscal year 1057, but some effect mill carry over into the fiscal year 1958. 

If the various excise tax rates provided for in this bill were not extended 
until April 1, 1057, refunds of approximately 8200 lnillion would have to be 
paid to dealers with respect to their floor stocks, or inventories of taxed articles, 
on which the rates would be reduced. For the most part these refunds would 
have been paid in the fiscal year year 1057 if these excise tax rates are not 
extended. AVith the 1-year extension provided in this bill, expenditures for these 
fioor-stock refunds will for the most part be postponed until the fiscal year 1058. 

TABLE 1. — Est(ranted rcre»ue gain fro»t exte»sf crt of czistirtg corporate and ex'cise 
tax rates 

[Extension from Apr. 1, 1956, to Apr. 1, 1957] 

Change in rate which would 
occur without bill 

Estimated revenue gain 
(in millions of dollars) 

Fiscal 
1956 

Fiscal 
1957 

Full- 
@ear 

effect 

Corporation income tax 

Excises: 
Alcohol taxes: 

Distilled spirits 
Beer 
Wine 

Total, alcoholic beverages 
Tobacco taxes: Cigarettes (small) 
Manufacturers' excise taxes: 

Gsso)ine 
Passenger cars 
Trucks, buses, and trailers 
Auto parts snd accessories 

Total, manufacturers' excises 
Retail taxes: Diesel and special motor fuels 

52 to 47 percent (norma) tax 
reduced from 30 to 25 per- 
cent). 

$10. 50 to $9 per gallon 
$9 to $8 per barrel 
Various rates 

$4 to $3. 50 per 1, 000 

2 to I&/q cents per gallon 
10 to 7 percent 
8 to 5 percent 
8 to 5 percent 

2 to l~/s cents per gallon 

38 
21 

3 

62 
49 

31 
47 

8 
6 

92 
1 

1, 180 

90 
64 
6 

160 
145 

219 
328 
58 
46 

651 
6 

2, 020 

128 
85 
9 

222 
194 

250 
375 

66 
52 

743 
7 

Total excises 

Total, corporate income tax and excises 

204 962 

204 2, 142 

1, 166 

3, 186 

Norrt. — Floor stock refunds of about $200 million will be postponed by the extension of existing excise 
tax rates. 

Source: Prepared by the staff of tbe Joint Committee on Internal Revenue Taxation. 

On a full year's basis the extension of the present corporate rate will increase 
revenues bV $2, 020 million and the excise taxes by $1, 166 million, making a total 
full-year effect under the bill of 88, 186 million. 
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Table 2 shows the effect of the House and your committee's bill on the budgets 
for the fiscal years 1956 and 1957. Expenditures in the budget as presented by 
the President for the fiscal years 1956 and 1957 are estimated at $64. 6 billion and 
$65. 9 billion, respectively. Receipts for these years are estimated at $64. 5 billion 
and $66. 3 billion, respectively. These figures reflect a surplus of $200 million in 
1956 and $400 million in 1957. As was indicated in table 1, if the present cor- 
porate income and excise tax rates were not extended there would be a loss in 
revenue of $204 million in the fiscal year 1956 and $2, 142 million in the fiscal year 
1957. Moreover, if these rates were not extended fioor-stock refunds of about 
$200 million also would have to be paid during the fiscal year 1957. Thus, the 
failure to extend these rates would remove the budgetary surplus in the fiscal 
year 1956 and result in a deficit of nearly $2 billion in the fiscal year 1957. 

TABLE 2. — Effect on, the 1956 and 1957 bnfdgets of allotcing terminations of rates 
as scheduled Apr. 1, 1956 

Fiscal year 

1956 195'f 

Budget expenditures 
Budget receipts 

Budget surplus (+) 
Effect of termination of corporate and excise tsx rates: 

Decrease ( — ) in tsx collections 
Payment of floor stock refunds 

Budget surplus (+) or deficit (-) without extension of rates 

364. 3 
64. 5 

365. 9 
66. 3 

-2. 1 — . 2 

Source: Prepared by the staff of the Joint Committee on Internal Revenue Taxation. 

III. SUMMARY OF BILL 

The first section of the bill indicates that this act is to be cited as the "Tax 
Rate Extension Act of 1956. " 

Section 2 of the bill extends for 1 year the present 52 percent corporate income 
tax rate which otherwise is due to revert to 47 percent as of April 1, 1956. The 
5 percentage point reduction will occur in the 80 percent normal tax to which all 
corporate taxable income is subject. The 22 percent surtax, which applies only to 
income above $25, 000 remains unchanged. 

The rate extension provided by section 2 in the case of the corporate income tax 
makes the 52 percent rate applicable to taxable years beginning before April 1, 
1957, and a 47 percent rate applicable with respect to taxable years beginning 
on or after this date. A proration formula, already in section 21 of the Internal 
Revenue Code, provides for corporations whose taxable years overlap April 1, 
19o7. 

Section 2 extends the present corporate income tax rate not only for ordinary 
corporations but also for mutual insurance companies and interinsurers. 

Section 3 of the bill extends for 1 year the present excise tax rates due to be 
automatically reduced as of April 1, 1956. These include the excise taxes on 
distilled spirits, beer, wine, cigarettes, gasoline, automobiles, trucl-s and buses, 
automobile parts and accessories, and diesel and special motor fuel. These 
excises are described more fully in table 8 which shows the unit of tax and the 
rates before and after April 1, 1957, under this bill. 

In addition to extending the rates specified above, section 8 of the bill post- 
pones for 1 more year the fioor-stock refunds or credits presently effective with 
respect to stocks of various tax-paid products on hand on April 1, 1956. These 
floor-stock refunds are available in the case of distilled spirits, wines and 
beer, cigarettes, gasoline, and automobiles, trucks, and buses, and automobile 
parts and accessories. 

Section 8 also extends for 1 year the present drawback of $9, 50 per proof 
gallon for distilled spirits used in the manufacture of medicines, medicinal 
preparations, food products, fiavors, or flavoring extracts, which are unfit for 
beverage purposes. In conformance with the change in the distilled spirits 
tax, as of April 1, 1957, this drawback under the bill decreases to $8 per proof 
gallon in order to maintain a net tax of $1 per proof gallon on distilled spirits 
used for these purposes. 
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TABLE 3. — Excise tax rates extended until Apr. l, f967 ' 

Unit of tsx 

Rate ex- 
tended for 
cried from 
pr. 1, 1956, 

to Msr. 31, 
1957 

Rate to be- 
come 

effect- 

ivee Apr. 1, 
1957 r 

Liquor taxes: 
Distilled spirits 
Beer 
Wine: 

Still wine; 
Containing less than 14 perceut 

alcohol. 
Containing 14 to 21 percent alcohol 
Containing 21 to 24 percent alcohol 
Containing more than 24 percent 

alcohol. 
Sparkling wines, liqueurs, cordials, etc. : 

Champagne or sparkling wine 
Liqueurs, cordials, etc 
Artificially carbonated wines 

Tobacco taxes: Cigarettes 
Manufacturer's excises: 

Gasoline 
Passenger cars 
Trucks, buses, truck trailers 
Auto parts snd accessories 

Retailers' excises: Diesel snd special motor fuel 

Per proof gallon 
1'er barrel 

Per wine gallon 

Per wine gallon 
Per wine gallon 
Per wine gallon 

Pcr wine gallon 
Per wine gallon 
Per wine gallon 
Per 1, 000. 

Per gallon 
Manufacturers' sale price 
Msnufactun rs' sale price 
Manufacturers' sale price 
Per gallon 

$10. 50 . 
$9 

17 sents 

67 cents 
$2. 25 
$10. 50 

$3. 40 
$1. 92 
$2. 40 
$4 

2 cents 
10 percent 
8 percent 
8 percent 
2 cents 

$9. 
$8. 

15 cents. 

60 cents. 
$2. 
$9 

$3- 
$1. 60. 
$2. 
$3. 50. 

1' cents. 
7 percent. 
5 percent, 
5 percent. 
1 f4 cents. 

& These rates were increased by the Revenue Act of 1951 and the increases were scheduled to terminate on 
Apr. 1, 1954. The Excise Tsx Reduction act of 1954 extended these rate increases to Apr. 1, 1955, and the 
Tsx Rate Extension Act of 1955 extended these rate increases to Apr. 1, 1956. 

Source: Prepared by the staff of the Joint Committee on Internal Revenue Taxation. 
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PART V 

ADMINISTRATIVE AND MISCELLANEOUS 
MATTERS 

TREASURY DEPARTMENT INTERPRETATION OF SEC- 
TION 10. 2 OF TREASURY DEPARTMENT CIRCULAR 280 
(31 C. F. R. 10. 2) 
For some months the Treasury Department has had under consid- 

eration the revision of Treasury Department Circular 280, C. B. 
1952 — 2, 275, relating to practice before the Department. 

Congress has given the Treasury Department the responsibility of 
regulating practice before the Department. It is in the exercise of 
this responsibility that the Department has issued the rules and regu- 
lations set forth in Circular 230, taking into consideration, among 
other things, the need of taxpayers for tax advice and assistance, 
the number of tax returns filed each year, the volume and complexity 
of problems relating thereto, the skills and training required for proper 
representation of taxpayers' interests and the availability of people 
~~ho can provide such service. 

The Department believes the standards prescribed. in Circular 280 
have generally operated in a highly satisfactory manner, have made 
available to taxpayers representatives to assist them in presenting 
their interests to the Department, and have facilitated fair and orderly 
administration of the tax laws. 

It is the intention of the Department that all persons enrolled to 
practice before it be permitted to fully represent their clients before 
the Department, in the manner hereinafter indicated. This is ap- 
parent from section 10. 2(b), which states that the scope of practice 
(of agents as well as attorneys) before the Department comprehends 
"all matters connected with the presentation of a client's interest to the 
Treasury Department. " Enrollees, whether agents or attorneys, have 
been satisfactorily fully representing clients before the Department 
for many years. The Department believes this has been beneficial to 
the taxpayers and to the Government and that there presently appears 
no reason why the present scope and type of practice should not con- 
tinue as it has in the past. 

The Department's attention has been called to the decisions of 
certain State courts and to statements which suggest varying interpre- 
tations of section 10. 2(f) of the Circular. This subsection makes it 
clear that an enrolled agent shall have the same rights, powers, and 
privileges and be subject to the same duties as an enrolled attorney, 
except that an enrolled agent may not prepare and interpret certain 
written instruments. The second proviso of the subsection states that 

(1007) 



1008 

nothing in the regulations is to be construed as authorizing persons 
not members of the bar to practice law. The uniform interpretation 
and administration of this and other sections of Circulai 280 by the 
Department are essential to the proper discharge of the above responsi- 
bility imposed on it by the Congress. 

It is not the intention of the Department that this second proviso 
should be interpreted as an election by the Department not to exercise 
fully its responsibility to determine the proper scope of practice by 
enrolled agents and attorneys before the Department. It should be 
equally clear that the Department does not have the responsibility nor 
the authority to regulate the professional activities of lawyers and 
accountants beyond the scope of their practice before the Department 
as defined in section 10. 2 (b) and nothing in Circular 230 is so intended. 

The Department has properly placed on its enrolled agents and 
enrolled attorneys the responsibility of determining ivhen the assist- 
ance of a member of the other profession is required. This follows 
from the provisions in section 10. 2(z) that enrolled attorneys must 
observe the canons of ethics of the American Bar Association and 
enrolled agents must observe the ethical standards of the accounting 
profession. The Department has been gratified to note the extent to 
which the two professions over the years have made progress toward 
mutual understanding of the proper sphere of each, as for example in 
the Joint Statement of Principles Relating to Practice in the Field of 
Federal Income Taxation. 

The question of Treasury practice will be kept under surveillance 
so that if at any time the Department finds that the professional 
responsibilities of its enrolled agents and enrolled attorneys are not 
being properly carried out or understood, or that enrolled agents and 
attorneys are not respecting the appropriate fields of each in accord- 
ance with that Joint Statement, it can review the matter to determine 
whether it is necessary to amend these provisions of the Circular or 
take other appropriate action. 

Dated January 30, 1956. 

G. II. HIIMPHREY, 
8eeretary of the Treasury. 

DEPARTMENT OF THE TREA. SURY 
TREASURY DEPARTMENT ORDER NO. 107 

(REVISION No. 3) 
Authorization for certain officers to affix the Seal of the Treasury 

Department in the authentication of books, records, documents, etc. 

By virtue of the authority vested in me as Secretary of the Treasury& 
Inclucling the authority conferred by section 161 of the Revised 
Statutes, it is hereby ordered that: 

1. Except as provided for in paragraph 2, the following oflicers are 
authorized to aFix the Seal of the Treasury Department in the authen- 
tication of originals and copies of books, records, papers, writings, and 
documents of the Department, for all purposes, including the purposes 
authorized by 28 U. S. C. 1788 (b): 
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(a) In the Offlce of Administrative Services: 
(1) Director of Administrative Services 
(2) Chief, Offlce Services Division 
(8) Records Administration Officer 
(4) Chief, Document Distribution Section 

(b) In the Internal Revenue Service: 
(1) Commissioner of. Internal Revenue 
(2) Director, and Assistant Director, Audit Division 
(3) Chief, and Assistant Chief, Audit Operations Branch, 

Audit Division 
(4) Chief, and Assistant Chief. , Miscellaneous Services Sec- 

tion, Audit Operations Branch, Audit Division 
(c) In the Bureau of Customs: 

(1) Commissioner of Customs 
(2) Assistant Commissioner of Customs 
(3) Deputy Commissioner, Division of Investigations 
(4) Deputy Commissioner, Division of Appraisement Ad- 

ministration 
(5) Deputy Connnissioner, Division of Management and 

Controls 
2. Copies of documents which are to be published in the Federal 

Register may be certified only by the officers named in paragraph 
1(a) of this Order. 

3. The Director of Administrative Services and the Commissioner 
of Internal Revenue Service are authorized to retain custody of the 
dies of the Treasury Seal now in their possession. 

The officers authorized in paragraph No. 1(c) may make use of 
such dies. 

D. ~vm AV. IZENnxxz. , 
Acting 8ecretary of the Treasury. 

November 80, 1955. 

DEPARTMENT OF THE TREASURY 
TREASURY DEPARTMENT ORDER NO. 150 — 41' 

Delegation of function of approving Internal Revenue Re "ulations. 

By virtue of the authority vested in me by Reorganization Plan No. 
26 of 1050, the Special Assistant to the Secretary in Charge of Tax 
Policy is authorized to approve such regulations prescribed by the 
Commissioner of Internal Revenue (or the Acting Commissioner of 
Internal Revenue) as are required to be approved by the Secretary of 
the Treasury or his delegate. 

Cr. M. HUMPHREY~ 
8ecretary of the Treasury. 

Dated February 18, 1956. 

r 21 F. R. 1111. 
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DEPARTMENT OF THE TREASURY 
INTERNAL REVENUE SERVICE 

COMMISSIONER'S REORGANIZATION ORDER NO. 15, 
AMENDMENT 1 ' 

General delegation of functions to Regional Commissioners and 
District Directors of Internal Revenue. 

Pursuant to the authority vested in me as Commissioner of Internal 
Revenue, paragraph 5 of Commissioner's Reorganization Order No. 
15, dated July 1, 1953, s is hereby amended to read: 

5. Designatio~ to act as Regional Commissioner or District Director. — Desig- 
nations to act as Regional Commissioner or District Director shall be made as 
follows: 

(a) Regional Commissioner. — The Regional Commissioner shall designate 
an Assistant Regional Commissioner as Acting Regional Commissioner to 
perform the functions of the Office of Regional Commissioner during any 
period of absence of the Regional Commissioner. Such designation shall 
not be applicable if the position of Regional Commissioner becomes vacant. 
In that event the Commissioner will designate the employee to serve as Acting 
Regional Commissioner. 

(b) District Director. — In a District Office having an Assistant District 
Director, such Assistant shall become Acting District Director and perform 
the functions of the Offlce of District Director in ease of the death, separa- 
tion, or absence of the District Director, unless and until the Regional Com- 
missioner designates another office or employee to serve as Acting District 
Director. In a District Office where there is no Assistant District Director, 
(1) the Regional Commissioner shall designate the employee who shall be- 
come Acting District Director and perform' the functions of the Offlee of 
District Director in case of the death or separation of the District Director, 
and (2) the District Director shall designate the employee who shall become 
Acting District Director and perform the functions of the Oiffce of District 
Director in the absence of the District Director, unless and until the Re- 
gional Commissioner designates another office or employee to serve as 
Acting District Director. 

(c) Recording. — Designations as Acting Regional Commissioner and Act- 
ing District Director shall be made a matter of record. 

(d) Bonding. — Any requirement for bond for the faithful performance of 
duty by the District Director shall apply to any office or employee perform- 
ing the functions of the District Director as herein provided. This amend- 
ment is effective December 1, 1958. 

O. GoRDQN DELK) 
ACting COmmissiOner. 

November 23, 1953. 

COMMISSIONER DELEGATION ORDER NO. 114 

(E)Fective December 2, 1955) 

(20 F. R. 9870) 

Delegation of authority to accept certain offers in compromise. 

Pursuant to authority vested in me by Treasury Department Order 
No. 150 — 25, dated June 1, 1958, ' District Directors of Internal Revenue 
are hereby delegated authority to accept offers in compromise sub- 
mitted under the provisions of section 3761 of the Internal Revenue 

s 18 F. R. 7646. 
3 C. B. 1058-2, 505. ' Commissioner Delegation Order Nos. 9 and 10 were not published. ' 18 F. R. 8288. 



Code of 1989, or section 7122 of the Internal Revenue Code of 1954, 
in cases in which the unpaid amount of the tax (including any interest, 
additional amount, addition to the tax, or assessable penalty) is less 
than $5, 000, and in cases involving specific penalties, except that this 
delegation of authority is subject to the limitations contained in appli- 
cable regulations and procedures. 

O. GORDON DELK& 
Acting Corrtrnissioner. 

COM'. iifISSIONER DELEGATION ORDER NO. 12' 
(ERective December 2, 1955) 

Designation to act as Regional Commissioner and as District 
Director. 

1. The Regional Commissioner shall designate an Assistant Re- 
gional Commissioner to serve as Acting Regional Commissioner dur- 
ing any period of absence of the Regional Commissioner. If, how- 
ever, the position of Regional Commissioner becomes vacant, the 
Commissioner will designate the employee who will serve as Acting 
Regional Commissioner. 

2. In a District OSce having an Assistant District Director, such 
Assistant will become Acting District Director in case of the ab- 
sence, separation or death of the District Director, unless or until 
the Regional Commissioner designates another oflicer to serve as Act- 
ing District Director. In a district where there is no Assistant Dis- 
trict Director, (a) the Regional Commissioner will designate the 
employee who becomes Acting District Director in case of the sep- 
aration or death of the District Director, and (b) the District Di- 
rector will designate the employee who will serve as Acting District 
Director in the absence of the District Director, unless or until the 
Regional Commissioner designates another ofiicer to serve as Acting 
District Director. 

8. Designations as Acting Regional Commissioner and Acting Dis- 
trict Director shall be made a matter of record. 

4. This Order supersedes Commissioner's Reorganization Order 
Xo. 15, Amendment 1, dated November 28, 1958 (reproduced on the 
following page) . 

O. GORDON DELK, 
Acting Conunissionen 

COMMISSIONER DELEGATION ORDER NO. 14' 

(E8ective October o, 1955) 

(21 F. R. 502) 

Granting extension of time for filing statements in accordance 

with section 584(c) of the Internal Revenue Code of 1054. 

Each Regional Commissioner is hereby authorized to delegate to 

appropriate officials of the aces of District Directors and the Re- 

gional Appellate Division authority to grant taxpayers an extension 

s P R. 9870. 'h i. 
r Pub]ished in . . ; or 21 P. R. 592; C ntnissioner Delegation Order No. 18 not publis e&. 
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of time not in excess of thirty additional days for the purpose of filing 
the statement of grounds called for in registered mail notification sent 
pursuant to section 584, as amended by Public Law 867 t C. B. 1955 — 2, 
768]. 

This order is efFective retroactively to October 5, 1955, and super- 
sedes telegraphic authorization of that date. Delegations heretofore 
made pursuant to the October 5, 1955, telegraphic authorization shall 
continue in force and e8ect until specifically revoked under proper 
authority. 

O. GORDON DELK, 
Acting Commissioner. 

COMMISSIONER DELEGATION ORDER NO. 15' 
(EfFective January 11, 1956) 

Inspection of certain returns by Department of Health, Education, and Welfare 

Pursuant to the authority contained. in Treasury Decisions 6135 
and 6186, approved June 20, 1955 [I. R. B. 1955 — 29, 6 and 22, respec- 
tively], District Directors of Internal Revenue are hereby authorized 
upon request, in accordance with prescribed procedures, to make avail- 
able for inspection by any duly authorized ofilcer or employee of the 
Department of Health, Education, and Welf are any individual income 
tax return made in respect of a tax imposed under chapter 1 of the 
Internal Revenue Code of 1M9 or under chapter 1 or chapter 2 of the 
Internal Revenue Code of 1954, as may be needed in its administra- 
tion of the provisions of Title II of the Social Security Act, as 
amended. Such authorization includes the furnishing of a copy of 
the return or any data on such return. 

RUssELL C. HARRINGTONt 
Commissar oner. 

COMMISSIONER DELEGATION ORDER NO. 17' 
(EfFective January 23, 1956) 

Authority delegated to District Directors to issue determination 
letters under sections 401, 591, and 521 of the Internal Revenue Code 
of 1954. 

1. There is liereby delegated to each District Director of Internal 
Revenue the authority to issue, in response to taxpayers' written 
requests and in accordance with applicable instructions, determination 
letters under the provisions of the Internal Revenue Code of 1954 
with respect to: 

(a) Initial qualification of stock bonus, pension, profit-sharing 
and annuity plans under section 401(a); 

(b) Initial exemption from Federal income tax under section 
501(a) of trusts forming a part of such plans, provided that the 
application of the provisions of sections 508 or 511, relating to 
prohibited transactions and unrelated business income tax, respec- 
tively, is not involved; 

' 21 F. R. 654. 
'Published in 21 F. R. 826; Commissioner Delegation Order No. 16 was not published. 
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(c) Amendments, curtailments, or terminations of such plans 
and trusts; 

(d) Effect on qualification of such plans and exempt status of 
such trusts of investments of trust funds in the stocks or securities 
of the employer; 

(e) Exemption from Federal income tax under section 501(a) 
of organizations described in sections 501(c) and (d), providecl 
that such requests for exemption are of a routine nature in which 
the application of the provisions of section 501 to the facts shown 
on the exemption applic;ltion is clear and does not present involved 
or questionable issues; and further provided that any such request 
does not involve the application of the provisions of sections 502, 
503, 504, or 511 relating to (1) feeder organizations, (2) pro- 
hibited transactions, (3) denial of exemption, and (4) unrelated 
business income tax, respectively; and 

(f) Exemption from Federal income tax under section 521(a) 
of organizations rescribed in section 521(b), provided that the 
taxpayer's request for exemption is of a routine nature in which 
the application of the provisions of section 521 to the facts shown 
on the exeniption application is clear and does not present involved 
or questionable issues. 

2. This Order supersedes Commissioner's Reorganization Orders 
No. 11 and 81, dated August 11, 1%2 and April 28, 1054, respectively. " 

RIIssrLL C. HARRINGTON' 
COm mi gW'One T. 

COMMISSIONER DELEGATION ORDER NO. 20" 

(EfFective February 6, 1056) 

Extension of time to paI excess profits, estate and gift taxes 

Authority is hereby delegated to District Directors of Internal 
Revenue to grant extensions of time to pay excess profits, estate and 
gift taxes, including deficiencies. 

This Order supersedes Commissioner's Reorganization Order No. 
21, dated August 26, 1MB [C. B. 1053 — 2, 507]. 

RL sSELL C. HARRINGTONt 
Cotntiussioner. 

COMMISSIONER DELEGATION ORDER NO. 21» 

(LdfFective February 27, 1M6) 

Extension of time for filing returns and paping certain excise 
taxes. 

Authoritv is herebv vested in District Directors of Internal Revenue 

to grant extensions of time to file returns and pay taxes respecting 

teleoraph telephone radio and cable facilities, and transportation 

eor"anization Orders were not published in the Internal Revenue Bulletin. 
These R 

R 1111 C ~nissroner Delegation Orders No. 18 and 19 were not 

published. 
n 21 l~'. R. 1S20 
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of. persons and property, pursuant to Sections 6081(a), and 6161(a) 
of the Internal Revenue Code of 1954, and to make monthly deposits 
in payment of such taxes pursuant to Treasury Decision 6025, ap- 
proved July 3, 1953 [C. B. 1953 — 2, 400]. 

This Order supersedes Commissioner's Reorganization Order No. 
25, issued September 29, 1953 [C. B. 1953 — 2, 508]. 

O. GoRnoN DBLK) 
Acting Comnussi oner. 

COMMISSIONER DELEGATION ORDER NO. 22 

(EHective February 27, 1956) 
Extension of time for Sling estate tax returns 

Authority is hereby vested in District Directors of Internal Reve- 
nue to grant extensions of time to file estate tax returns, such ex- 
tensions not to exceed six (6) months from the due date. 

This Order supersedes Commissioner's Reorganization Order No. 
20, issued August 26, 1953 [C. B. 1953 — 2, 507]. 

0, GOItnoN DELE) 
Acting Comrni ssioner. 

COMMISSIONER DELEGATION ORDER NO. 23'4 

(Effective February 29, 1956) 
Settlement of tort claims 

1. Pursuant to Treasury Department Order No. 145 (Revision No. 
1), dated May 6, 1'. l53, there is hereby delegated to the Assistant Com- 
missioner (Administration) and the Director, Operating Facilities 
Division: 

(a) The authority, under 28 U. S. C. 2672, to consider, ascer- 
tain, adjust, determine, settle and pay claims for money damages 
of $1)000 or less, for injury, loss, or death caused by the negligent 
or ivr~ongful act or omission of any employee of the Internal 
Revenue Service; and 

(b) The authority to consider, ascertain, adjust and determine 
claims under the Act of December 28, 1922, 42 Stat. 1066. 

2. The authority delegated herein to the Director, Operating Fa- 
cilities Division, shall be subject to the direction and supervision of 
the Assistant Commissioner (Administration), who shall have author- 
ity to revise or modify all or any part of the authority delegated to 
the Director, Operating Facilities Division. 

3. This Order supersedes Commissioner's Reorganization Order 
No 32) dated June 10, 1954. " 

RIISSELL C. HARRINGTON) 
C orna'ssi oner. 

"21 F. R. 1520. "21 F. R. 1520. 
'"' This Order )rus not published in the Bulletin. 



1015 

COiDIISSIOXER DKLKCATIOV ORDER yO 24ts 

(Effective February 29, 1956) 
Authority to require records to be kept 

District Directors of Internal Revenue are hereby authorized to re- 
quire any person, by notice served upon him, to 1-eep such records as 
shall show whether or not such person is liable for tax under the In- 
ternal Revenue Code of 1954. 

This Order supersedes Commissioner's Reorganization Order Vo. 
28, dated September 11, 1953 [C. B. 1958 — 2, 508]. 

RT. 88ELL C. HARRIXGToi, 
C'om missioner, 

COIDIISSIOXKR DKLEGATIOiV ORDER XO. 31" 
(E8ective April 30, 1956) 

Adtnintstration and enforcetnent of laws relating to distilled 
spirits, wines, beer, tobacco, and Qrearlns. 

1. There is hereby delegated to the Assistant Commissioner, Opera- 
tions, and the Director, Alcohol and Tobacco Tax Division, the 
authority- 

(a) to administer and enforce: 
(1) Chapters 51, 52 and 58 of the Internal Revenue Code 

relating, respectively, to distilled spirits, ~ines, and beer, 
tobacco, and firearms, including the authority to supervise 
and regulate the liquor and tobacco industries, and the deter- 
mination of appeals in administrative proceedings involving 
the denial of applications for industrial alcohol and tobacco 
permits and the annulment, revocation, and suspension of 
such permits, 

(2) the Federal Alcohol Administration Act (27 U. S. C. 
Chapter 8), including the authority to accept or reject overs 
in compromise submitted pursuant to such Act, and the deter- 
mination of appeals in administrative proceedings involving 
the denial of applications for beverage permits and the an- 
nulment, revocation, and suspension of such permits, 

(3) the Federal Firearms Act (15 U. S. C. Chapter 18), 
and 

(4) 18 U. S. C. 1262 — 1265, 3615, relating to the liquor traf- 
fic, and 

(b) to remit or mitigate forfeiture of 
(1) personal property seized as subject to administrative 

forfeiture under internal revenue laws, and 
(2) vessels, vehicles, or aircraft seized as subject to admin- 

istrative forfeiture under the customs laws for transportation 
or concealment therein in violation of the Act of August 9, 
1939 (49 U. S. C. Chapter 11) of firearms in respect of which 
there have been violations of Chapter 53 of the Internal Rev- 
enue Code. 

. 1520. oj F. R. 8688; Commissioner Delegation Orders Ko. 25, 26, 27, 28, 29 s'Published in- 
ind 8p were not published. 

893474' — o6 — 65 
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2. The exercise of the authority delegated herein to the Director, 
A. lcohol and Tobacco Tax Division, shall be under the direction and 
supervision of the Assistant Commissioner, Operations. 

, '3. This order supersedes Commissioner's Reorganization Order No. 
Hdq. -8, " Operations Reorganization Order No. 1, " and Operations 
Reorganization Order No. 5. " 

RUSSELL C. IiARRINGTONt 
Commissioner. 

COMMISSIONER DELEGATION ORDER XO. M" 
(Effective May 1, 1956) 

Authority of Director of International Operations 

There is hereby delegatecl to the Director of International Opera- 
tions authority, in aclministering and directing the functions of the 
International Operations Division, Oflice of Assistant Commissioner 
(Operations): 

1. To perfornl those functions vested in the Secretary or his 
delegate by the Internal Revenue Code of 1054 which may be 
perFormed by a District Director of Internal Revenue under pro- 
visions of Treasury Regulations or Treasury Decisions; and 

2. To perform any other functions of, and to exercise authorities 
vested in, District Directors of Internal Revenue by Commissioner 
Delegation Orders, or any other instrument currently in force 
and e8ect se 

The Dii ector of International Operations is also authorized to per- 
form the functions of the "competent authority, " to the extent such 
functions may be delegated by the Cominissionet, in connection vvith 
Tax Treaty matters for purposes of the activities of the International 
Operations Division. 

RUSSELL C. HARRINGTON, 
Co1~ni ssioner. 

26 CFR 601. 313: Collection of taxes. 
(Also Part I, Section 5703; Sections 270. 148, 

270. 102, 275. 187, 275. 181. ) 

Rev. Proc. 56 — 1 

The re& eipted copy of the respective order forms for cigar, ciga- 
rettes, tobacco, or snuff tax stat»ps, required to be retained by the 
manufacturer or importer, will be stai»ped by the District Director 
of Internal Revenue with the words "Received with Remittance" to 
evidence full payi»ent of the cost of the stamps covered thereby. 

SECTION 1. I URPOSE. 

The purpose of this Revenue Procedure is to provide instructions 
for the receipting of Is orm 168, Order For Stamps — Cigars — I ~rge- 
Various Classes; Form 172, Order For Stamps — Tobac~co; Form 173, 

"These Orders were not published in the Bulletin. »21 li. R. 3083. » See Revenue I'rueedure 55 — 2, C. B. 1955 — 2, 898. 
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Order For Stamps — SnufF; Form 485, Order For Stamps — Cigarette 
and Small Cigar; and Form 923, Order~ For Stamps — Imported Manu- 
factures. 

SEG. 2. REQUIREMENTs or REGULATICNs. 
Sections 270. 148(b) and 270. 192(b) of the Regulations relating 

to Cigars and Cigarettes (Manufacturers, Importers, and Dealers) 
require a manufacturer or importer of ciga~rs or cigarettes to retain a 
receipted copy of the stamp order form evidenciiig payment to the 
District Director of Internal Revenue of the cost of the stamps covered 
by the order forms. Section 275. 187(b) and 275. 181(b) of the Regu- 
lations relating to Manufactured Tobacco (Manufacturers, Importersy 
and Dealers) require a similar arraiigement with respect to manu- 
facturers and importers of manufactured tobacco (including snu8) 
relative to stamp order forms presented by tliem in connection with 
the purchase of tobacco and snu8 stamps. 

SEC. 3, PROCEDURE. 

Since every order for cigar, cigarette, tobacco or snu8 stamps must 
be accompanied by a remittance in the full amount, such order will be 
stamped "Received with Remittance" by the District Director of In- 
ternal Revenue to evidence full payment of the cost of the stamps 
covered by the order form. 
SEG. 4. INQUIRIES. 

Any inquiries concerning this procedure should be addressed to the 
Collection Division, Attention: 0: C: PR. 
SEG. 5. ErrECTrvE DATE. 

The terms of this Revenue Procedure conform to instructions issued 
to District Directors of Internal Revenue which were e8ective as of 
November 22, 1955. Accordingly, this Revenue Procedure is efFective 
November 22, 1955. 

(Also Part I, Section 501. ) Rev. Proc. 56 — 2 

A form of statement furnished to applicant credit unions by the 
Credit Union National Association is acceptable by the Internal 
Revenue Service as meeting the requirements relating to the evidence 
to be tiled by State Chartered credit unions claiming exemption from 
Federal income tax. 

Every or~anization claiming exemption from Federal income tax 
must file with the District Director of Internal Revenue certain infor- 
mation acceptable as proof of exemption. In the case of state chartered 

credit unions claiming such exemption under section 501(c) (14) of the 
Internal Revenue Code of 1954, a statement similar to the one outlined 

below (or one containing substantially the same information) will be 

accepted by the Internal Revenue Service as meeting the requirements 

relating to evidence to be filed by such organizations. When prop- 

erly executed, such statement will serve in lieu of copies of articles 

of incorporation, bylaws, and financial statements. This form will 

be furnished the applicant credit union by the Credit Union National 

Association and will not be reproduced by the Internal Revenue Serv- 

ice for distribution. 
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ate D 
CLAIM FOR EXEMPTION FROM FEDERAL IVCOiME TAX 

The undersigned Credit Union, Inc. 
(Complete name) 

a credit union operating under 
(Complete address, including street & number) 

the credit union law of the State of claims exemption from Federal 
income tax and supplies the following information relative to its operation: 

(1) Date of incorporation 
(2) It was incorporated under the credit union law of the State of 

, and is being operated under unifortn bylaws adopted by said 
State. 

(3) In making loans the State credit union law renuirements including 
their purposes, security, and rate of interest charged thereon, are complied 
with. 

(4) Its investments are limited to securities which are legal investments 
for credit unions under the State credit union law. 

(5) Its dividends on shares, if any, are distributed as prescribed by the 
State credit union law. 

I, the undersigned, a duly authorized officer of the 
Credit Union, Inc. , declare that the above information is a true statement of facts 
concerning the credit union. 

( Signature of ofacer ) (Title) 

26 CFR 601. 318: Collection of taxes. 
(Also Part I, Section 5721; Sections 270. 141 

and 275. 161. ) 
Manufacturers of tobacco, cigars, and cigarettes must make an 

inventory, for each factory, of sll tobacco materials helrl at the be- 
ginning of business on January 1, IMO. 

SECTION 1. PURPOSE. 

The purpose of this Revenue Procedure is to advise manufacturers 
of tobacco products that they must make an inventory of all tobacco 
materials held at the beginning of business on January 1, 1956. 
SEC. 2. REQUIREMENTS OP LA%V. 

Section 5721 of the Internal Revenue Code of 1954 requires that 
every manufacturer of articles shall make a true and accurate inven- 
tory at such time, in such nlanner and form, and to include such items 
as the Secretary or his delegate shall by regulations prescribed. 

SEC. 8. OEiVERAL INSTRUCTIONS. 

Pursuant to the above authority of law, every manufacturer of to- 
bacco, cigars, and cigarettes is required to make an inventory, for each 
factory operated by such manufacturer, of tobacco materials as of the 
beginning of business on January 1, 1956. The inventory shall show 
the quantities of (a) unstemmed leaf tobacco (to include Black Fat), 
(b) stemmed leaf tobacco (to include Perique), (c) tobacco in process, 
(d) scraps, cuttings, and clippings, (e) siftings, and (f) stems (if 
receivedsor intended for use in manufacture), held at the beginning 
of business January 1, 1956. Report of the inventory of tobacco mate- 
rials shall be made in section 1 (columns (a) through (f) ) of Form 

» Tbc requirements of this Revenue Procedure were communicated to all persons con- 
cerned by Industry Circular No. 55 — 35, dated November 10, 1955. 
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2180, Inventory — Manufacturer of Tobacco, or Form 2181, Inven- 
tory — Manufacturer of Cigars and Cigarettes, as the case may be. In 
addition, the materials reported on such inventory shall be entered 
in the factory revenue record, Form 78 — Part 1, Book to be Kept by 
Manufacturers of Large Cigars, Form 78 — Part, 2, Book for Use by 
Manufacturers of Small Cigarettes, Large Cigarettes, or Small Cigars, 
or Form 74, Book to be Inept by Manufa~cturers of Tobacco and Snufi, 
as the case may be. Hoivever, in the case of Form 78 — Parts 1 and 2, 
tobacco in process, siftings, and stems received for use in manufac- 
ture shall be included as scraps, cuttings, and clippings, and in the 
case of Form 74, siftings shall be included as scraps, cuttings, and 
clippings. 
SEO. 4. SPEGIAL ENTRIEs IN FoRMs 2180 AND 2181. 

In the preparation of Form 2180 or 2181 for the purpose of this in- 
ventory, each manufacturer should make a check mark in the special 
inventory block at the bottom of the form. In the declaration, above 
the space for the signature of tile manufacturer, the words "manu- 
factured tobacco, and stamps" in the case of Form 2180, and the ivords 
"cigars and cigarettes, and stamps, " in the case of Form 2181, should 
be stricken out. 

SEC. 5. FORWARDING OP INVENTORY. 

The inventory on Form 2130 or 2181 shall be forwarded to the As- 
sistant Regional Commissioner, Alcohol and Tobacco Tax, with the 
monthly report, Form 2134 or 2136, for December 1955, for the factory 
concerned. 

SKc. 6, INQUIRIEs. 
Inquiries in regard to this Revenue Procedure should refer to the 

number thereof and should be directed to the appropriate Assistant 
Regional Commissioner, Alcohol and Tobacco Tax. 

Rev. Proc. 56-4 26 CFR 601. 811: Imposition of taxes; 
Re~~lations. 

(Also Part I, Section 7805. ) 
Information covering areas where problems or different interpre- 

tations of the Regulations relating to Dealers in Tobacco Aiaterials 
are considered likely to arise with respect to permits, trade name 
certificates, bonds, and records. 

SECTION 1. PURPOSE. 

The purpose of t'his Revenue Procedure is to provide certain infor- 
Ination as an aid in the uniform and orderly transition from the pro- 
visions of previous Regulations 8 insofar as they relate to dealers in 

leaf tobacco and quasi manufacturers of tobacco, to the provisions o 
) f 

the Regulations relating to Dealers in Tobacco Materials, published 

in the Federal Register on October 8, 1955, and effective on that date. 

SEC. 2. PERMITS. 

The Assistant Regional Commissioner, Alcohol and Tobacco Tax, 
will distribute to each person now qualified as a dealer in leaf tobacco 

or quasi manufacturer of tobacco in his region Form 2098, Application 
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for Permit, with instructions as to the documents required to be fur- 
nished with such application. In order for the dealer in leaf tobacco 
or quasi manufacturer of tobacco to continue his operations, it will be 
necessary that the application for permit be made without undue de- 
lay. An application for permit must be filed for each establishment 
operated by the dealer and shall show the location of the establishment 
and each outside place of storage for tobacco materials, to be covered 
under the bond of the dealer, if such outside place of storage is not 
separately qualified as the establishment of a dealer in tobacco ma- 
terials. AVhere a person is operating an establishment as a dealer in 
leaf tobacco and also operates a, factory as a quasi manufacturer of 
tobacco, a single application to cover both establishments will be 
sufficient. Under section 280. 50 of the Regulations relating to Dealers 
in Tobacco Materials, persons who merely store or fumigate tobacco 
niaterials solely for dealers in tobacco materials, for manufacturers 
of tobacco products, for farniers or growers of tobacco, or for bona fide 
associations of farmers or grower~s of tobacco, are not required to 
qualify as dealers in tobacco materials and, therefore, need not file an 
application. Similiarly, under section 280. 54 of the regulations specu- 
lators in leaf tobacco, also referrecl to as "pinhookers, " are not required 
to qualify as dealers in tobacco materials and need not file an appli- 
cation. The perniit issued to a dealer in tobacco materials will bear 
the saine nuinber, wherever possible, as that now assigned to his cur- 
rent establishment as a dealer in lea~f tobacco, or to his factory as a 
quasi tobacco manufacturer. AVhere a dealer desires to add an outside 
place of storage for his tobacco niaterials, after the issuance to him 
of the original permit as such a dealer, he is required to make applica- 
tion on Form 2098, Application for Amended or Additional Permit, 
to the A. ssistant Regional Commissioner, Alcohol and Tobacco Tax, 
for an additional permit to cover such additional outside place of 
storage. This apphcation must be supported by Form 2105, Extension 
of Coverage of Bonil. 
SEC. 3. TRADE NAME CERTIFICATE. 

The refurnishing of a trade name certificate is not intended, under 
section 280. 64 of tlie regulations, ivhere the Assistant Regional Com- 
missioner already posse~sses such a certificate furnished by the dealer 
or quasi manufacturer in connection with his prior qualification. 

SEO. 4. BoND. 
Form 2101, Bond — Dealer in Tobacco Materials, required to be fur- 

nished under section 280. 65, upon original qualification, shall, in addi- 
tion to the dealer's establishnient, cover all outside pl~aces of storage 
shown on the clealer's application for original permit, Form 2096. 
Thereafter, the addition of any place of storage niust be supported by 
an extension of coverage of bond. To asceitain the amount of the 
bond required of a dealei who has been qualified during the precediiig 
twelve months, such dealer will use the total quantity of tobacco ma- 
terials received by him during the twelve month period, divided by 
twelve, to establish a monthly average. In the case of a dealer com- 
mencing business, or a dealer operatmg for less than twelve nionths, 
it will be necessary for him to estimate the inonthly average quantity 
of tobacco materials received. 
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SEC. 5. RECORDS. 

, 01 The records, required under section 980. 197, must be complete 
and adequate, consistent arith accepted commercial practice, with re- 
spect to all tobacco nIaterials received (except xvith respect to samples 
as provided by section 280. 1M), lost or destroyed, and shipped or 
delivered. The keeping of Record 59, Record of Dealer in Leaf To- 
bacco, and Form 74, Book to be Inept by Manufacturer of Tobacco 
and Snu8, and the making of monthly reports on Form 775, Report of 
Dealer in Leaf Tobacco, and Form 62A, "Quasi" Tobacco Manufac- 
turer's Monthly Return, are no longer required. 

, 02 The preparation of Form 774, Tobacco Invoice, will be required 
only in connection with shipments of tobacco materials for export, and 
only until such time as the new export regulations in o6 CFR Part 290 
become 

effective. 

SEC. 6. Iih QVIRIKS. 

Inquiries in regard to this Revenue Procedure should refer to the 
number thereof and should be directed to the Director, Alcohol and 
Tobacco Tax Division, for the attention of O: AT: T. 
SEC. 7. EFFECTIVE DATE. 

This Revenue Procedure is effective October 8, 1955, the effective 
date of the Regulations relating to Dealers in Tobacco Materials. 

Rev. Proc. 56 — 5 96 CFR 601. 301; Imposition of taxes, quali- 
ficatio requirements, and regulations. 
(Also Part III — A, Section 5009; Section 
295. 789. ) 

Export stamps, required on all packages of distilled spirits in- 
tended for exportation, will be issued by the storekeeper-gaugers 
rather than by District Directors of Internal Revenue. 

SEOTION 1. PvRFOSE. 
The purpose of this Revenue Procedure is to provide interim in- 

structions for the issuance of export stamps to proprietors by store- 
keeper-gaugers rather than by District Directors of Internal Revenue. 
The regulations will be revised to adopt such interim procedure, 

SEC. 9. BACKGROVXD. 

Under the provisions of the regulations, export stamps are required 
to be placed on distilled spirits and alcohol withdrawn without pay- 
ment of tax for (a) exportation, (b) use as supplies on vessels and 
aircraft, (c) transfer to customs manufacturing bonded warehouses, 
or (d) deposit in foreign-trade zones. Such stamps are prescribed 
for packages and other bulk containers of distilled spirits and for all 
containers of alcohol (including cases of bottled alcohol) so with- 
drawn. E8ective January 1, 1955, no charge is made for such stamps 
on issuance to proprietors under section 5009 of the Internal Revenue 
Code of 19M. Therefore, it is now considered feasible to provide for 
the more convenient issuance of such stamps by the storekeeper- 
gauger, as in the case of ivholesale liquor dealer's stamps, rather than 

by the District Directors. Further, continuing the requirement that 
such stamps be procured from the District Directors would in large 
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measure nullify any advantage to the proprietor in cases where the 
storekeeper-gauger is authorized to execute the permit for withdrawal. 

SEC. 8. ISSUANCE To PROPRIETORS. 

Accordingly, where export stamps are required to be used, proprie- 
tors will no lollger submit the withdrawal application and report of 
g;iuge to the District Directors for issuance of such stamps. Instead, 
the stoi ekeeper-gauger will issue the export stamps to the proprietor 
when the permit for removal has been executed. 

SEc. 4. EPPEcTlvE DATE. 
This Revenue Procedure shall be effective i%larch 1, 1956. 

Rev. Proc. 56-6 (Also Part I, Section 610:3; 26 CFR 801. 610'3 
(a)-100. 

Rules relating to the inspection of such individual income tax 
returns by any duly authorized official or employee of the Depart- 
ment of Health, Education, and Welfare, as may be needed in the 
administration of the provisions of Title II of the Social Security 
Act. 

SECTION 1. PURPOSE. 

This Revenue Procedure sets forth the procedu&es relating to the 
inspection of individual income tax returns made in respect of a tax 
imposed under chapter 1 of the Internal Revenue Code of 1989, or 
under chapter 1 or 2 of the 1954 Code, by the Department of Health, 
Education, and Welfare. 
SEC. 2. AUTHORITY To INSPECT. 

. 01 Pursuant to Executive Order 10619, C. B. 1955 — 2, 495, Treasury 
Decision 6185, I. R. B. 1955 — 29, 6, Treasury Decision 6136, C. B. 
1955 — 2, 5M, and Commissioner Deleg~ation Order No. 15, dated Janu- 
ary 11, 1956, 21 F. R. 654, page 1012, this Bulletin, District Directors of 
Intern~al Revemle shall, upon proper application, permit inspection of 
such individual income tax returns by any duly authorized OScial or 
employee of the Department of Health, Education, and Welfare, as 
may be needed in the administration of the provisions of Title II of the 
Social Security A. ct, as amended. Applications shall be made, in 
writing, by a duly authorized ofFicer or employee of the Department 
of Health, Education, and Welfare and shall be addressed to the 
District Directors having custody of the returns, identifying the tax- 
payers, their addresses, and the taxable year involved, and indicating 
that the information is desired and will be used solely in connectioii 
with the administration of Title II of the Social Security Act, as 
amended. 

. 02 Permission to inspect the returns shall extend to the returns 
themselves and to schedules, information returns, etc. , designed to be 
supplemental to or become a part of the returns, as well as certain 
records and reports relating to the returns. The policy with respect 
to what documents may also be inspected is generally as follows: 

1. Schedules, information returns, protests, briefs, face of 
claims, waivers, and other statements or documents desiged to be 
supplemental to or become part of the return, may also be 
inspected; 
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Examining agents' reports may be inspected to the extent 
that such reports have previously been furnished to the tax- 
payers; therefore, the transmittal letter portion of an agent's 
report, or a separate confidential report, , which contains informa- 
tion for the use of Internal Revenue Service only, may not be 
inspected; 

8. Conference reports may not be inspected with the exception 
of the pages showing recomputation of tax liability: 

4. Work papers of examining agents, engineers' reports, cover 
letters of the reports in which opinions are expressed, reports of 
special agents, and interoflice communications, may not be in- 
spected unless specific authorization is given by the Commissioner; 

5. Inspection of claims for refund will be limited to the face 
of the claim only, since the back of the claim contains Internal 
Revenue Service records. 

SEC. 8. COPIES OF RETURNS. 
Oflicials of the Department of Health, Education, and Welfare au- 

thorized to inspect returns and related documents will also be fur- 
nished, upon written application, copies of such returns and related 
documents. 

SEC. 4. PROCEDURE FOR FURNISIIING SERVICES. 

. 01 Inspection of the returns after permission has been granted 
shall be made in the oflice of the District Director having custody of 
the returns, but only in the presence of an internal revenue oflicer or 
employee designated by the District Director to make such returns 
available and during the normal hours of business of such Ofhce. The 
inspection of the returns shall be arranged for a time mutually agree- 
able to the District Director and the designated representative of 
the Department of Health, Education, and Welfare. 

. 02 No charges vill be made pursuant to this Revenue Procedure 
for copies of returns and related documents which are furnished to 
the Department of Health, Education, and Welfare. 
SEC. 5. EFI ECTIVE DaTE. 

This Revenue Procedure is efl'ective as of January 11, 1956. 

26 CFR 601. 801: Imposition of taxes, qualifi- 
cation requirements, and regulations. 

(Also Part III — A, Section 5881; Section 
182. 140. ) 

Permits to use specially denatured alcohol may be amended to 
include all articles and preparations covered by Forms 1479-~ 
approved during the period covered by the permit by the filing of one 
Form 1479. 

Rev. Proc. 56 — 7 

SECTION 1. PURPOSE. 

The purpose of this Revenue Procedure is to provide instructions 
for the amendment of Form 1481, Permit to Use Specially Denatured 
Alcohol, to include all articles or preparations covered by Forms 
1479 — A, Formula for Preparation Made with Specially Denatured 

Alcohol, approved during the period covered by the Form 1481. 
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SEC. 9. BACKGROUND. 

Under the procedures which have been followed with respect to the 
amendment of basic permits for the use of specially denatured alcohol, 
it has been necessary, whenever a new article or preparation was to be 
mamifactured pursuant to approved Form 1479 — A, for the permittee 
to submit application on Form 1470, A. pplication for Permit to Use 
Specially Denatured Alcohol, for the amendment of the basic permit 
to include the new article or preparation. As a result of studies in 
regional OSces and the National Oflice, it has been determined that a 
siinplified procedure can be established within the scope of present 
regulations whereby a permittee can file one application on Form 
1470 to amend Form 1481 to contain a statement including all articles 
or preparations covered by Forms 1470 — A approved during the period 
covered by the permit, This would permit the amendment of Form 
1481, one time, to permit additioinil articles or preparations covered 
by approved Forms 1470 — A to be manufactured, without the neces- 
sity of preparing additional applications on Forni 1470 for this type 
of amendment of the basic permit. 
Szc. 3. PREPARATION Oz APPLICATION FOR AMENDMENT OE PERMIT To 

USE SPECIALLY DEVATURED ALCOHOL. 

Manufacturers or users of specially denatured alcohol desiring to 
prepare an application, Form 1470, to amend a permit to use specially 
denatured alcohol, Form 1481, for only the purpose of adding the 
name of a new article or preparation for wliich a formula on Form 
1470 — A has been approved, will prepare his first such application in 
a, manner to include all articles and preparations covered by Forms 
1470 — A. approved during the period covered by the perinit. He will 
enter on Form 1470, in tlie space designated "Purpose for which filed, " 
the statement "To amend basic permit, Form 1481, to include in 
iteni (6), column (a), all articles and preparations covered by Forms 
1470 — A approved during the period covered by the permit, " and enter 
in the space headed "Article or Preparation to Be Manufactured" 
the sentence-"The articles and preparations are those listed in the 
existing permit and those covered by Forms 1470 — A approved during 
the period covered by the permit. " 
SEC. 4. INQUIRIES. 

Inquiries in regard to this Revenue Procedure should be addressed 
to the appropriate Assistant Regional Commissioner, Alcohol and 
Tobacco Tax. 
SEC. 5. ZFFECTlvz DATE. 

This Revenue Procedure is efFective February 9, 1056. 

26 CFR, 601, 901: Rulings and determination 
letters. 

(Also Part I, Sections 401, 501, and 521. ) 

Rev. Proc. 56-8 ~ 

Authority dele„ated to District Directors to issue detertnination 
letters under sections 401, 501, and o21 of the Internal Revenue Code 
of 10, &4. 

"This Revenue procedure is based on Comissioner Delegation Order No. 17 tgi Z. R, 823), appearing on page 1012 of this Bulletin. 
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1. There has been delegated to each District Director of Internal 
Revenue the authority to issue, in response to taxpayers' written re- 
quests and in accordance avith applicable instructions, determination 
letters under tile provisions of tlie Internal Revenue Code of 1954 
with respect to: 

(a) Initial qualification of stock bonus, pension, profit-sharing 
and annuity plans under section 401(a); 

(b) Initial exemption from Federal income tax under section 
501(a) of trusts forniing a part of such plans, provided that the 
application of the provisions of section 508 or 511, relating to 
prohibited transactions and unrelated business income tax, re- 
spectively, is not involved; 

(c) Amendments, curtailments, or terminations of such plans 
and trusts; 

(d) E8ect on qualification of. such plans and exempt status 
of such trusts of investments of trust funds in the stocks or secu- 
rities of the employer; 

(e) Exemption froni Federal income tax under section 501(a) 
of organizations described in section 501(c) and (d), provided 
that such requests for exemption are of a routine nature in which 
the application of the provisions of section 501 to the facts shown 
on the exemption application is clear and does not present in- 
volved or questionable issues; and, further, provided that any 
such request does not involve the application of the provisions of. 
sections 502, 508, 504, or 511 relating to (1) feeder organizations, 
(2) prohibited transactions, (8) denial of exemption, and (4) 
unrelated business income tax, respectively; and 

(f) Exemption from Federal income tax under section 521(a) 
of organizations described in section 521(b), provided that the 
taxpayer's request for exemption is of a routine nature in which 
the application of the provisions of section 521 to the facts shown 
on the exemption application is clear and does not present in- 
volved or questionable issues. 

2. For the general procedures applicable to the above delegation, see 
Rev. Rul. Ma C B 1958 1a 265 j Rev. Rul. 54 — 164, C. B 1954 1a 88 j 
and Rev. Rul. 54 — 172, C. B. 1954 — 1, 894. 

3. The provisions of this Reveiiue Procedure are eRective as of 
January 28, 1956. 

Rev. Proc. 56 — 9 (Also Part I, Section 761; 1. 761 — 1. ) 
Any unincorlaorated organization entitled to make the election 

under section 701(a) of the Internal Revenue Code of 19o4 for the 
filing of partnership returns or other information in lieu thereof, 
required by the regulations aander section 701, avill be allov ed an 
eartension of six months from the due date prescribed for the filing 
of such returns or other inforroation in lieaa thereof. 

SECTION 1. PvRposK. 
The purpose of this Revenue Procedure is to clarify the provision 

of section 761 of the Internal Revenue Code of 1954, pertaining to the 
election alloaved members of an unincorporated organization to ex- 

clude such organization from the application of the partnership 
provisions of the Code. 
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SEc. 2. B~KOKGRGUND. 

. 01 Under subchapter E, Partners and Partnerships, section 761 
of the Code provides, in part, that the Secretary or his delegate may, 
at the election of all the members of an unincorporated. organization, 
exclude such organization from the application of all or part of this 
subchapter, if such organization is availed of for the joint production, 
extraction, or use of property, but not for the purpose of selling 
services or property produced or extracted, and if the income of the 
menibers of the organiza. tion may be adequately determined without 
the computation of partnership taxable income. 

. 02 I. T, 8960, C. B. 1948 — 2, 126, gives the status for Federal income 
tax purposes of joint operating agreements commonly entered into 
between coowners of oil and gas properties or leaseholds, under the 
19, '39 Cocle, and requires, under certain circumstances, the filing of 
qualified p~artnership returns. 

. 06 Section 6072(a) of the 1954 Code provides that in the case 
of partnership return, etc. , those niade on the basis of the calendar 
year shall be filed on or before the 15th day of April following the 
close of the calendar year and returns made on the basis of a fiscal 
year shall be filed on or before the 15th day of the fourth month 
following the close of the fiscal year, except as otherwise provided. 
In this connection, section 6081(a) of the 1954 Code provides that 
the Secretary or his delegate may grant a reasonable extension of 
time for filing any return, declaration, statement, or other document 
required. However, no such extension shall be for more than six 
inonths, except in the case of taxpayers who are abroad. 
SEC. 8, ExTENSION OF TliiIE FOR ELECTION. 

Because regulations under section 761 were not promulgated until 
May 2, '3, 1956, any unincorporated organization entitled to make the 
election uncler section 761(a) of the Code for the filing of partnership 
returns, or other information in lieu thereof, required by the regula- 
tions uiider section 761, will be allowed an extension of six months 
from the due date prescribed for filing such returns. This is the maxi- 
mum extension allowed by section 6081. Accordingly, returns for the 
calenclar year 1955 required by the regulations under section 761 should 
be filed not later than October 15, 1956. 

26 CI&'R 601. 401: Employment taxes. Rev. Proc. 56-10 
(Also Part I, Section 6011. ) 

Subject to certain conditions, the Internal Revenue Service will 
accept substitutes for Forin 041a, "Continuation Sheet I&'or Form 
041, 041 VI, or 048, " in lieu of the official form printed by the Govern- 
ment I'rinting Office. 

SECTION 1. PURPOSE. 
The purpose of this Revenue Procedure is to state the policy of the 

Internal Revenue Service relating to acceptance of substitutes for 
Form 941a, "Continuation Sheet For Form 941, 941 VI, or 948, » for 
filing purposes in lieu of the ofFicial form printed by the Government 

, Printing Once. 
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SEC. 2. BACKGROUND. 
. 01 Form 94]. , "Employer's Quarterly Federal Tax Return&" pro- 

vides space in schedule A, "t')uai terly Report of iVages Taxable under 
the Federal Illsurance contributions Act, " for listing the account 
numbers, names, and wages of employees, as well as the State in which 
each employee is employed. Form 941a is available to employers who 
need additional space for the listing of employees. 

. 02 Substitutes for Form 941a may be privately printed with 
slight variation of format, and used without specific approval of the 
Internal Revenue Service if the specifications eii»merated in section 3 
are met. 

SEC. 3. SPECIFICATIONS; 

. 01 Basic form. — The latest revision of the prescribed Form 941a 
should be used as the basis for the privately printed form. A copy of 
the latest revision of Form 941a may be obtained from any District 
Director of Internal Revenue. 

. 02 Color and quality of inly and paper. — Black ink on white paper, 
both of quality as good as that used by the Government; the paper 
to be of substantially the same weight and texture as that used in the 
oflicial form which is printed on substance 32-pound white-writing— 
basis 1, 000 sheets, 17 x 22. 

. 03 Typography. — Type to be not smaller than the corresponding 
tvpe of the OScial form and as nearly as possible of the same font. 

. 04 Dimensions. — The ofFicial Form 941a, revised January 1956, is 
77/s inches wide by 10i/s inches deep. The substitute forms may vary 
in width from 7i/2 inches to 8i/2 inches, and in depth from 10~/s inches 
to 10s/4 inches. 

. 05 Cohimn icidths. — The columns of the substitute form may be 
wider or narrower than the corresponding columns of the prescribed 
form 941a; however, each column must be wide enough for adequate 
reporting of the information called for therein. 

. 06 Additional columns. — If one or more additional columns are 
included on the form for reporting information not called for on the 
oflicial Form 941a, such columns should be blocked out on the original 
copy. 

. 07 Column omitted. — The column, "STATE, PossEsszoN. oR TERRz- 
ToRY oF EMI'I oYMENT (or 'outside U. S. ')" may be omitted from the 
substitute form provided th:it such caption, together with the infor- 
mation called for, is placed in the upper portion of the substitute form, 
and all of the employees listed on a single page of the form have the 
same State, etc. , of employment. 

. 08 Vertical lines. — The vertical lines which separate the four 
columns of the prescribed Form 941a may be, on the substitute forms, 
either omitted or replaced by lighter lines provided the required infor- 
mation is entered under appropriate column headings. 

. 09 Omission of instructions. — The instructions appearing on the 
back of the prescribed Form 941a may be omitted, but such instruc- 
tions should be followed in the preparation of the substitute forms. 

. 10 The Coi&ernment Printing Office symh&ols. — To be omitted. 

SEc. 4. ADDITIQNAL INSTRUGTIGNS. 

. 01 Only the originals of privately printed forms should be filed 
with the District Director; carbon copies are not acceptable. 
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. 02 If the forms are printed in continuous style, they must be sepa- 
rated before filing. Marginal holes for pin feed devices and stubs at 
the top or bottom of the form must be removed before filing with the 
Distiict Director. The forms as filed must, be ivithin the dimensions 
specified in section 3. 04, above. 

. 08 Both the account number and the name of an employee may be 
entered in either of the columns captioned, "Employee's Account Num- 
ber" or "Name of Employee" provided the account number is listecl 
above the employee's name. It is preferred that the names and ac- 
count numbers of employees to wliom no taxable wages were paid 
during the quarter covered by the return be omitted. If listed, how- 
ever, they. should be lined through before the report is submitted. 

SEC. 5. SUBSTITUTES NOT MEETING STATED CONDITIONS. 

Proposed substitutes for Form 941a which do not meet the conditions 
stated in section 3, above, should be forwarded by letter to the Com- 
missioner of Internal Revenue, Attention 0: C: PF, Washington 25, 
D. C. , for approval. 
SEC. 6. FiEEECTIVE DATE. 

This Revenue Procedure is e8ective immediately. 

26 CFR 601. 108: Summary of tax procedure. 
(Also Part I, Section 534. ) 

Registered uotification letters will be mailed to corporations if it 
is proposed to issue a deficiency notice containing the allegation that 
earnings and profits have been permitted to accumulate beyond the 
reasonable needs of the business. 

SECTION 1, PURPOSE. 

The purpose of this Revenue Procedure is to set forth procedures for 
the preparation and mailing of the notification letter provided for 
by section N4(b) of the Internal Revenue Code of 1954 in all cases 
ivhere the examination of a corporation discloses evidence that its 
earnings and profits have been permitted to accumulate beyond the 
reasonable needs of the business. 

SEO. 2. BAOKGRCUND. 

. 01 Section 5M(a) of the Code provides, in general, that the burden 
of proof before the Tax Court of the United St~ates, with respect to the 
allegation that a corporation has permitted earnings and profits to 
accumulate beyond its reasonable business needs, shall be on the 
Commissioner of Internal Revenue if a notification was not sent 
to the taxpayer in accordance with section 584(b). The notification 
must be sent by registered mail and must inform the taxpayer that 
the proposed notice of deficiency will include an amount with respect 
to the accumulated earnings tax imposed by section 581. Within thirty 
days (or such greater peiiod as may be prescribed by regulations) 
after the mailing of the notification, the taxpayer may submit a 
statement of the grounds, together with sufIicient supporting facts, 
on which it relies to establish that its earnings and profits had not 
been accumulated beyond the reasonable needs of the business. 

. 02 Section 4 of the Act of August 11, 1955, Public Law 367, 84th 
Cong. , 69 Stat. 689, 26 U. S. C. 4218, C. B. 1955 — 2, 768, amended 
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sectioii 584 of the Code to provide that tlie notification requirement' 
shall apply to all proceedings tried on the merits before the Tax Court 
after the date of enactment of the amendmerit. Accordingly, section 
584 is now also applicable to taxable years to which section 102 of the 
Internal Revenue Code of 1939 applies. 
SEC. 8. PROCEDURE. 

. 01 If it is determined upon examination that a corporation was 
formed or availed of for the purpose of. avoiding income tax on its 
stockholders by permitting its earnings and profits to accumulate, 
the notific, 'ition letter will be mailed prior to the mailing of the 
deficiency notice. As a general rule, the deficiency notice will not 
be issued until the period of time, including any extension thereof, 
for submission of the statement lias elapsed. These procedures, how- 
ever, will be appropriately modified in any case where the impending 
expiration of the statutory period of limitation, or similar compellin~g 
circumstances, require earlier issuance of the deficiency notice. 

. 02 Upon receipt in the office of a District Director of Internal 
Revenue or in the OSce of the Regional Appellate Division, of a timely 
statement submitted in response to the notifiication letter, the statement 
shall be carefully considered and, if the conclusion is reached that 
taxpayer lias successfully demonstrated that its earnings and profits 
had not been accumulated beyond the reasonable needs of the busi- 
ness, the proposed allegation shall be abandoned. 

. 08 A separate notification letter need not be sent prior to the 
Inailing of the notice of deficiency if a jeopardy assessment under 
section 278 (a) of the 1989 Code or section 6861(a) of the 1954 Code 
is made. In such instances, the deficiency notice, which must be 
mailed within 60 days after the date of. assessment, shall itself consti- 
tute the notification if it informs the taxpayer that the deficiency 
includes the tax imposed by section 102 (1939 Code) or section 581 
(1954 Code). The taxpayer's statement may then be included in its 
petition to the Tax Court. 
SEC. 4. AUTIIORITY To ISSUE NOTIFICATION LETTERS. 

Operating OKcials who hold delegations or redelegations of author- 
ity to sign notices of deficiency are also empowered to sign notification 
letters, such authority being derived from Treasury Department 
Order 150 — 86, C. B. 1954 — 2, 788. 

SEc. 5. INQUIRIEs. 
Inquiries relating to this Revenue Procedure should be addressed 

to the Assistant Commissioner (Operations), for the attention of 
0: A: PPr. 

Rev. Proc. 56 — 12 (Also Part I, Section 401. ) 
Procedure as to determinations with respect to the qualification of 

pension, annuity, profit-sharing, and stock bonus plans under section 
401(a) of the Internal Revenue Code of 1954, and the status for ex- 
emption of related trusts under section 501(a) of the Code. 

Revenue Ruling 82, C. 8. 1958 — 1, 205, superseded. 
Revenue Ruling 54 — 172, C. B. 1954 — 1, 894, modified. 

SECTION 1. PURPOSE AND GENERAL INFORMATION. 

0] The purpose of this Revenue Procedure is to prescribe proce- 
duies as to deterininations witli respect to the qualification of pension, 
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annuity, profit-sharing, and stock bonus plans under section 401(a) of 
the Internal Revenue Code of 1054, and the status for exemption of 
related trusts under section 501(a) of the Code. 

. 09 A trust created or organized in the United States and forming 
part of a stock bonus, pension, or profit-sharing plan of an employer 
for the exclusive benefit of his employees or their beneficiaries, which 
meets the requirements of section 401(a) of the Code, constitutes a 
qualified trust under such section, and is exempt under section 501(a) 
of the Code unless exemption is denied under section 509 (relating to 
feeder organziations) or 508 (relating to prohibited transactions). 
Such a trust is required to file an annual return as provided by section 
6088 of the Code. Form 900 — P. U. S. Return of Employees' Trust 
described in Section 401(a) and exempt under section 501(a) of the 
Intei nal Revenue Code of 1054, is used for this purpose. An exempt 
trust may, however, be subject to tax under section 511 on unrelated 
business income. Unrelated business income is reported on Form 
900 — T, U. S. Exempt Organization Business Income Tax Return. A 
nontrusteed annuity plan which meets the requirements of section 
401(a) (8), (4), (5), and (6) may confer special tax treatments pro- 
vided for under other sections of the Code, such as section 408(a) (9) 
(long-term capital gain treatment) and section 404 (a) (9) (deductions 
for employer contributions for the purchase of retirement annuities), 
if the additional provisions of such other sections are also met. Ad- 
vance determination letters as to the qualification of pension, annuitv, 
profit-sharing, and stock bonus plans under section 401(a), and the 
status for exeinption of related trusts under section 501(a), are not 
required under the Code or corresponding regulations as a condition 
precedent for obtaining any of the tax benefits pertaining to qualifiecl 
plans and exempt trusts. If requested by taxpayers, however, such 
advance determuiation letters are issued in accordance ~ith the pro- 
cedures set forth below. 

SEC. 9. ADVANCE DETERIiIINATION LETTERS. 
. 01 The advance determination letters here contemplated are issued 

with respect to consummated or proposed transactions relating to: 
(a) The initial qualification of a plan and, if trusteed, the 

status for exemption of a ti ust forming a part thereof; 
(b) Compliance with the applicable requirements of foreign 

situs trusts as to taxability of beneficiaries (section 409(c) ) and 
deductions for employer contributions (section 404(a) (4)); 

(c) Amendments to plans and trusts; 
(d) Curtailments of plans; 
e) Terminations of plans ~and trusts; and 
f) The eRect on the qualification of the plan, and status for 

exemption of the trust forming a part thereof, of an investment 
of trust funds in the stock or securities of the employer or con- 
trolled corporation (ownership of 50 percent or more of all voting 
stock or 50 percent or more of the total value of shares of all 
classes of stock) . 

. 02 All requests for determination letters within the purview of 
section 9. 01 hereof, together with the applicable supporting data, 
are to be filed separately (apart from the data furnished with the 



employer's income tax return) in the once of the District Director of 
Internal Revenue having jurisdiction in the area prescribed as follows: 

(a) In the case of a single employer, where the principal place 
of business of such employer is located; 

(b) In the case of a plan of a parent and subsidiary companies, 
where the principal place of business of the parent company is 
situated regardless of whether consolidated returns are filed; 

(c) In the case of an industry-wide plan (a, plan established 
in a particular industry by all subscribing employers, some of 
whom are located in areas within the jurisdiction of more than 
one Director's office), where the trustee's principal place of busi- 
ness is located or, if n1ore than one trustee, where the usual place 
of meetin~ of the trustees is held; 

(d) In the case of a, pooled fund arrangement (individual trusts 
under separate plans pooling their funds for investment purposes 
through a master trust), the request on behalf of the master trust 
is to be filed with the director's oSce where the principal place of 
business of such trust is located, but requests for the participating 
trusts and related plans are to be filed where the prIncipal place 
of business of each employer is located or, in the case of parent 
and subsidiary companies, where the principal place of business 
of the parent company is located, regardless of whether consoli- 
dated returns are filed. 

(e) In the case of a plan of multiple elnployers not otherwise 
here provided for, where the trustee's principal place of business 
is located or, if more than one trustee or if nontrusteed, where 
the usual place of meeting of the trustees or plan supervisors is 
held. 

. 08 All requests for det'ermination letters are to be accompanied by 
information (copies not required), to the extent pertinent, as follows: 

(a) For the initial qualification of a plan, or compliance with 
the applicable requirements of foreign situs trusts, the informa- 
tion called for under section 1. 404 (a) — 9 of the Income Tax Re�mll- 

ations�r 

(section 39. 98(p) — 2 of Regulations 118) 
& 

and information 
showing: (i) type of organization of employer, (ii) date incor- 
porated, in the case of a corporation, or date business commenced, 
in the case of other type of organization, (iii) nature of employer's 
business, and (iv) whether predecessor business, if any, was a cor- 
poration, an individual proprietorship or a partnership, name of 
predecessor, and when transfer took place. 

(b) For an amendment, a copy of the amendment and, unless 

previously filed in connection with a written request for a determi- 
nation for the same rear for which the amendment is to becolne 
etfective, or if the amendment changes the requirements for cover- 

age or contributions or benefits, the information called for under 
section 1. 404(a) — 9 of the Income Tax Re~mlationss (section 
39. 23 (p) — 9 of Regulations 118), and, unless previously furnished, 

s3 Section 1. 404(a) — 2 of the Income Tag Regulations herein referred to was published in 
m with notice of rule making, in 20 Federal Register 6455, on Septerober 1 

th t 5 l regulations on this particular section will be promul- 

gated without change and that publication will be made in the near future. [Knrroa's 
t'on in du~a~i form has been made as T. D. 6203, I. R. B. 1956 41, 7] 

693474' — 56 — 66 
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information showing: (i) type of' organization of employer, (ii) 
date incorporated, in the case of a corporation, or date business 
commenced, in the case of other type of organization, (iii) nature 
of employer's business, and (iv) whether predecessor business, if 
any, was a corporation, an individual proprietorship or a partner- 
ship, name of predecessor, and when transfer took place. 

(c) For a curtailment or termination, the information called 
for in Exhibit "A" hereof; and 

(d) For an investment of trust funds in the stock or securities 
of the employer, the information called for in Exhibit "B" hereof, 
without duplicating information previously filed. It should be 
noted that even if a request for such a determination letter is not 
made, section 1. 401 — 1 (b) (5) (ii) of the Income Tax Regulations" 
(section 89. 165 — 1 (a) (6) of Regulations 118) requires that a full 
disclosure be made where trust funds are invested in stock or 
securities of, or loaned to, the employer. The notification is to 
consist of the information called for in Exhibit "B" and is to be 
filed with the appropriate Director's OSce, as provided for in 
section 2. 02 hereof. 

. 04 The District Director of Internal Revenue is responsible for 
the issuance of determination letters within the contemplation of 
section 2. 01 hereof. Such letters will not be issued, however, where the 
determination requested is primarily one of fact, such as the market 
value of property or the adequacy of security behind a loan. In such 
cases the determination will be made upon examination of the appli- 
cable tax returns. A favorable determination letter on an investment 
of trust funds in stock of the employer corporation will contain the 
statement: "The opinion herein expressed, however, is conditioned 
on the purchase of such stock at a price not in excess of the fair market 
value thereof. " The letters herein contemplated contain opinions as 
to the status for qualification and exemption of the plans and trusts 
referred to therein, and also serve as a basis for determining deduc- 
tions for eniployer contributions thereunder. A favorable determina- 
tion, however, is not to be taken as an indication that contributions 
are necessarily~ deductible as made. Regardless of whether an advance 
determination letter is obtained, the allowability of deductions for 
employer contributions will be determined upon examination of the 
applicable tax returns in accordance with the limitations, and subject 
to the conditions, of section 404 of the Code. Rulings and opinions 
pertaining to matters other than those under section 2. 01 hereof, such 
as taxability of disti ibutees, appliciltion of the principles relating to 
deductions for employer contributions, and deterininations as to 
whether prohibited transactions are involved and as to unrelated busi- 
ness taxable income, are issued through the National Oil'Ice. Requests 
therefor should be addressed to Coinmissioner of Internal Revenue, 
Washington 25, D. C, 
SEC. 8. REvIEw OF DKTKR1VIINATION I~ETTKRS. 

All determination letters issued by District Directors under the pro- 
cedure herein set fortll are subject to post review in the National Once 
under the jurisdiction of the Assistant Commissioner (Technical). 

s4 Section 1. 401 — 1(b) (5) (ii) of the Income Tas Regulations was published in proposed 
form, with notice of rule making, in 20 Federal Register 0455, on September 1, 1955. It is 
also contemplated that final regulations on this particular subsection will be promulgated 
without change. [Kniron's Nors: publication in final form has been made as T. D. 0203, 
I. R. B. 1950-41, 7] 
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SEc 4. REQUEsTS FoR ADTIGE FRO3I pIELD OIFIcEs. 
Requests for advice from District Directors concerning matters 

within the contemplation of section 2. 01 hereof will be acted upon in 
the National Once, under the jurisdiction of the Assistant Commis- 
sioner (Technical), and aclvice furnished for appropriate disposition 
of controversial issues. If the taxpayer requests the District Director 
to refer an issue to the National Office, he will be advised through the 
District Director's office whether his request will be complied with, 
and, if. so, when referral is inade. In such event, the taxpayer will be 
granted a conference in the National Office, if requested, and he may 
Furnish a brief or memorandum with respect to the points at issue. 
SEc. 5. TARPAYKRs REQUEsTs FOR CDNFERENcEs AND REvIEw IN NA- 

TIONAL OI"FICE. 
. 01 Where issues arise in a District Director's once with respect to 

matters within the contemplation of section 2. 01 hereof and the Dis- 
trict Director does not refer such issues to the National Ofhce, as pro- 
vided for in section 4 hereof, the taxpayer concerned niay request 
National Office consideration under the circumstances described below. 

. 02 Requests for National Once consideration will be entertained 
upon a clear showing ' 

(a) That the position of the field ofhce is contrary to the law 
or regulations on the points at issue; 

(b) That the position of the field office is contrary to the posi- 
tion of the Internal Revenue Service as set forth in a published 
ruling currently in effect; 

(c) That the position of the field once is contrary to a court 
decision which is followed by the Service, i. e. , acquiescence in an 
adverse Tax Court Decision; 

(d) That the contemplated field action is in confiict with a 
deterniination made in a similar case in the same or another dis- 
trict; or 

(e) That the issues arise because of unique or novel facts which 
had not previously been passed upon, as indicated by published 
rulings or announcements. 

. 08 The request for X;itional Office consideration is to contain the 
information called for in Exhibit "C" hereof. A notice of intention 
that National Once consideration will be requested is to be filed 
with the District Director's once where the case is pending. This 
will consist of a copy of the request which is intended for National 
0%ce filing. If an adverse deterinination is made in the District 
Director's once, or if no action is taken within 80 days after the 
filing of such notice, the request, is to be filed with the National Office. 
A determination will then be made whether the case is to be consiclerecl 
at the National Once and the taxpayer will be advised as to such 
determination. If the determination is to consider the case, the file 
will be called in from the field office. The taxpayer will then be af- 
forded an opportunity to furnish a brief or meniorandum on the 
points at issue and indicate whether a conference in Washington is 
desired or whether a determination is to be made on the written sub- 
mission only. Copies of all written submissions are to be furnished 
the District Director. The District Director may submit a rebuttal 
memorandum to the National OKce. If a conference is requested, a, 

time and place will be set and the taxpayer advised, The taxpayer 
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may be represented by a person who is enrolled to practice before the 
Department and duly authorized to appear on his behalf. A deter- 
mination will be made after full consideration of all the facts pre- 
sented, taxpayer's briefs or memoranda, District Director's rebuttal 
memoranda, and conference discussions. The case will then be re- 
turned to the field oSce for appropriate disposition in accordance 
with tlie National Office determination and the taxpayer will be noti- 
fied through the National Oifice as to such determination. 
SEC. 6. EFFECT ON OTIIER DCCUMENTs. 

. 01 Revenue Ruling 82, C. B. 1958 — 1, 265, is superseded by this 
Revenue Procedure. 

. 02 Revenue Ruling 54 — 172, C. B. 1954 — 1, 894, is amended to con- 
form sections 3. 01, 4. 04, 7. 02, and 7. 08 thereof with this Revenue 
Procedure. 
SEC. 7. EFFECTIvE DATE. 

The efFective date of this Revenue Procedure is May 21, 1956. 

EXHIBIT "A" 

Information to be filed with request for determination letter in 
connection with termination or curtailment of employees' plans 
and trusts. 

1. The date as of which the plan (is proposed to be) terminated or 
curtailed. 

2. A statement setting forth the reasons and circumstances relative 
to the (proposed) termination or curtailment. 

3. A tabulation in columnary form showing the information speci- 
fied below with respect to each of the twenty-five highest paid em- 
ployees at the time of termination or curtailment (or, in case of a pro- 
posed termination or curtailment at the most recent anniversary of 
the plan) listed in the order of their compensation, and for all other 
employees as a group (showing the number in such group), covered 
by the plan: 

(a) Name. 
(b) Whether an o%cer. 
(c) Percentage of each class of stock owned directly or indirectly 

by the employee or members of his family. 
(d) Data, separately for the year in which the plan is terminated 

or curtailed and for each of the preceding years of the plan's 
operation (not in excess of 5, unless requested) with respect 
to: 

(i) Total compensation, other than deferred compen- 
sation. 

(ii) Employer's contribution. 
(iii) Employee's share in forfeitures. 
(iv) Employee's contributions. 

(e) Totals for each of the columns under (d) above, for each year. 
(f) Summary columns showing in aggregate (totalled horizont- 

ally) for all years, with respect to each of the employees listed 
and all others, data similar to the items called for under (d) 
above, 
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(g) A final column showing the total value of benefits distributed 
or to be distributed to each of the twenty-five higliest paid 
employees and to all others. 

4. A scliedule, showing separately for the year in which tile &»n 
is terminatetl or curtailed and for each of. the preceding years of the 
plan's operation (not in excess of 5, unless requested): 

(a) The number of participants at the begimiing of the period. 
(b) The munber a, dded. 
c) The number who dropped out. 
d) The number reinaining at the end of the period. 

5. A statement as to whether any of the funds under. the plan will 
revert to or become available to the employer; if so, details are to be 
furnished. 

6. A. statement with full particulars as to any funds under the plan 
which at any time were contributed in the form of or. invested iii 
obligations or property of the employer or related companies. 

EXHIBIT "B" 

Information to be 6led with request for determination letter, or 
by way of notitication, with respect to investment of trust funds 
in the stock or securities of the employer or controlled corporation. 

l. Balance sheets of the employer (and controlled. corporation if 
involved) as at the close of the last accounting period and for the 
taxable year ended prior thereto; 

2. Comparative statements of income and profit and loss for the last 
and the four prior taxable years; 

(The information called for under items 1 and 2 above, and item 6 below, 
and related data, may be submitted in coinposite form as set forth in 
Exhibit "B — 1" hereof. ) 

8. An analysis of the surplus account for the last, five years, specifically 
showing the amount and rate of dividends paid on each class of 
stock; 

4. A sta. tement accounting for all material changes from the latest 
dates of the aforesaid statements to the date of filing the infor- 
mation; 

5. A. schedule sho~ing the nature and amounts of the various assets 
in the trust fund; 

6. A. statement setting forth the amount to be invested in tlic stock or 
securities of the employer (and controlled corporation if involved), 
the nature of the investment, tile present rate of return, collateral 
or type of security for the loan if any, and the reasons for the 
investment. 
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EXHIBIT "B-1" 

Composite schedule showing data called for under items 1, 2, aud 6 of 
Exhibit "B" 

1. Name and address of em- 
ployer: 

8. District in wliich processed: 

5. Nature of investment: 
7. Amount of investment: 
9. Restrictions on marketability, 

if any: 
11. Total trust assets: 

13. Percentage of total assets in- 
vested (including current in- 
vestment) in stock or securities 
of employer (and controlled 
corporation, if involved): 

2. Name of plan: 

4. Date of favorable ruling or de- 
termination letter on qualifica- 
tion of plan: 

6. Year of investment: 
8. Annual yield: 

10. Collateral, if any': 

12. Total invested in Stock or 
Securities (including Promis- 
sory Notes) of employer (or 
controlled corporation): 

14. Nature of Employer's Busi- 
ness: 

15. Reasons for the investm. ent: 
EMPLOYER'S FINANCIAL DATA 

iAnd separately of controlled corporation, if involved) 

16. Balance Sheets Latest year Prior year 
ended ended, 

(a) Totalcurrentassets 
b) Total current liabilities 
c) )Forking capital [excess of (a) over (b) ] 
d) Current ratio [(a) divided by (b) to 1] 
e) Total assets 
f) Total liabilities 
g) Capital 
h) Analysis of capital: 

Preferred stock — Number of shares issued and 
Anaount 

Common stock — Number of shares issued and 
Amount 

Surplus— Paid-in 
Earned 

17. Profit and loss Year Year Year 
ended ended, ended= 

(a) Net sales or total 
receipts 

(b) Cost of goods sold 
(c) Gross profit 
d) Other Income 
e) Total profit 
f) Operating expenses 
g) Other deductions 

(h) Net profit 

outstanding 

outstanding 

Y'ear Year 
ended ended 
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(i) Federal income and 
excess profits taxes 

(j) Dividends paid 
(k) Other surplus 

charges 
(l) Surplus credits 
(m) Net, transfer to 

sui'pliis 

Year Year Year Year Year 
ended ended ended ended ended 

EXHIBIT "C" 

Request for National Oifice consideration of issues in pension, 
annuity, profit-sharing, or stock bonus cases pending in District 
Directors' offices. 

(Copy to District Director and original to National OAice after 
adverse determination in field oSce, or the elapse of 30 days from date 
of filing of copy with District Director without action in field office) 
1. Date of request. 
2. Name and address of taxpayer. 
8. Name and address of representative, if any (enrollment to prac- 

tice before Department and authorization to appear required). 
4. District Director's oAice in wliich case is pending. 
5. Type of. plan (pension, annuity, profit-sharing, or stock bonus). 
6. Type of action involved (iiiitial qualification, a7iieudment, curtail- 

meut, termiuation, or investmeut). 
7. Date of filing copy of this request Ivith District Director. 
8. Date and synibols of field determination letter, if any. 
0. A succinct statement of the issues without preseiitation of the facts 

or argumentation, i. e. , "whether a limitation nIay be imposed. on 
employer contributions used to provide benehts for stockholder. - 
employees. " 

10. Grounds for requesting National Office consideration, i. e. , field 
action contrary to law or regulations (sections involved), con- 
trary to published rulings or court decisions (citations), confiict 
between districts or in same 0%ce (give name and district of case 
in confiict), or unique or novel facts (brief description). 

11. State whether conference is desired at the National Once. 
12. State whether the applicable inforination, as set forth in section 

2. 03 hereof, has been filed with the District Director. 

Rev. Proc. 56 — 18 26 CFR 601. 810: Forms. 
(Also Part III — A, Sections 5008, 5061. ) 

The issuance of Form 2200, Monthly Report of Bottle Strip 
Stamps and Sheet Stamps, for use by proprietors in lieu of Forms 
182, 1000, 1007, and part S of Form 4o, is announced and its use by 
proprietors and insular revenue agents is discussed. 

SFCYION 1. PMPOSE. 
The purpose of this Revenue Procedure is to annouuce the issuance 

of a new form, Form 2260, Moiithly Report of Bottle Strip Stamps 
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and Sheet Stamps, for use by proprietors of registered. distilleries, 
fruit distilleries, internal revenue bonded warehouses, taxpaid bot- 
tling houses, and rectifying plants, and by insular revenue agents. 

Src. 2. BwCKOROUND. 

Various regulations in Title 26 of the 1954 Code of Federal Regula- 
tions now require proprietors using strip stamps (except alcohol bot- 
tle stamps), distilled spirits excise tax stamps, or rectification tax 
stamps (for bottling tanks), to submit monthly reports regarding such 
stamps to Assistant Regional Commissioners, Alcohol and Tobacco 
Tax. Reports of strip stamps (except alcohol bottle stamps) are sub- 
mitted on Form 182, Storekeeper-Gauger's Monthly Record and Re- 
port of Red Strip Stamps, and Form 1606, Monthly Record and Re- 
port of Bottled-in-Bond Stamps, both of which were originally de- 
signed for use by internal revenue OScers. Reports of distilled spirits 
excise tax stamps are submitted on Form 1697, Report of Distilled 
Spirits Stamps. Reports of rectification tax stamps (for bottling 
tanks) are submitted on part 8 of Form 45, Rectifier's Monthly Record 
and Report. As the responsibility for accounting for all strip stamps 
(except alcohol bottle stamps), as well as distilled. spirits excise tax 
stamps and rectification tax stamps (for bottling tanks), now rests 
with proprietors using such stamps, it has been determined that a 
single report form should be provided for use by such proprietors. 
SEC. 3. INTERIM I ROGEDURE. 

The regulations which provide for the reporting of stamps on 
Forms 182, 1606, and 1697, and on part 8 of Form 45, are now being 
revised to provide instead for the use of Form 2260. These are the 
Regulations relating to the Production of Distilled Spirits, the Pro- 
duction of Brandy, the Warehousing of Distilled Spirits, the Bot- 
tling of Taxpaid Spirits, and the Rectification of Spirits 'and Wines. 
Form 2260 will be distributed as soon as it has been printed and 
should be used by proprietors, in lieu of part 8 of Form 45 or Form 
182, 1606, or 1697, as soon as it becomes available. 

SEG. 4. CoMBINED Uszs oz FoaM 2260. 
A single Form 2260 may be used to report any of the stamps pro- 

vided for on the form, but a separate page must be used for each 
type of bottle strip stamp. For example, while a warehouseman should 
report on one form domestic bottled-in-bond strip stamps and dis- 
tilled spirits excise tax stamps, he should report export bottled-in- 
bond strip stamps on a separate page. 
SEc. 5. INsULAR REvENUE AGENTS. 

Section 250. 146 of the Regulations relating to Liquors and Articles 
from Puerto Rico and the Virgin Islands provides that insular rev- 
enue agents in Puerto Rico having custody of red strip stamps will 
keep records of daily use of such stamps and submit monthly reports 
on Form 182. These regulations are being amended to provide that 
the insular revenue agents will keep memorandum records of daily 
use and will submit monthly reports on Form 2260, properly modifie. 
SEC. 6. ALGOHOL BoTTLE STAMPS. 

Form 2260 is designed for use by proprietors in reporting alcohol 
bottle stamps. However, the Industrial Alcohol Regulations have 
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n«b«n anlended to transfer the custody of, and the accounting for, 
such st'»»ps « the proprietors. Until the regulations are so amended, 
storekeeper-gaugers will continue to use Fornl 118, Storekeeper- 
Gauger's Montllly Record and Report of Alcohol Bottle Stanlps, 
for reporting alcohol bottle stamps. 
SEC. 7. IN(il IRIES. 

Inquilies in regarcl to this Revenue Procedure should refer to the 
nuluber thereof ~and should be directed to the Assistant Regional 
Coninlissioner, Alcohol and Tobacco Taz. 
SEC. 8. EFFKCTliE DATE. 

This Revenue Procedure shill be effective April 24, 1%6. 

(Also Pill't III — A, Sections 5114i i)'i85; 
260. 280, 2o, i. 815. ) 

Rev. Proc. 56 — 14 

The separate reportin of products dumped or rectified, where 
such products are to be bottled or packaged especially for export 
with benefit of drawback, is no ion, er required. Inforniation re- 
gardin" reduced reportin- requirenients on Forin 4, i, Rectifier's 
Monthly Record and Report, and Form;&fi — D, Monthly Record and 
Iteport of Taspaid Bottling House Operatioiis, in respect thereto 
is provided. 

SECTION 1. PURPOSE. 

The purpose of this Revenue Procedure is to provide information 
regarding reduced requirements for the reporting, on Form 45, Recti- 
6er's Monthly Record and Report, and on Fornl 52 — D, Monthly Rec- 
ord and Report of Tazpaid Bottling House Operations, of distilled 
spirits or ~lines bottled or packaged especially for ezport with bene6t 
of drawback. 

SEC. 2. REQUIREzIENTS OF REGE LATIONS. 

The Reglllations relating to Draivback on Liquors Ezported no 
longer require a declaration of intent to bottle or package distilled 
spirits or wines especially for export with benefit of drawback. Ac- 
cordingly, certain reporting requirements of k ornls 45 and 52 — D are 
no longer ~applicable. 

SEc. 8. REPCRTING oN FGRils 45 AND 52 — D. 
. 01 As a, result of the changed requirements, the totals of all prod- 

ucts dumped, as reported in Form 45, part 7, columns 1 through 0, 
lines 1 through 14, and in Form 52 — D, part 5, columns 1 through 
6, lines 1 through 12 and 1-1, 15, and 16, should include all products 
dumped which are to be ultimaitely bottled or packaged for export, 
or for domestic purposes. The information formerly required to 
be reported in Form 45, part 7, columns 1 through 0, at line 15, and 
in Form 52 — D, part 5, columns 1 through 6, at lines 18 and 17& is 
eliminated. 

. 02 The preparation of a separate part 4 of Form 45 or part 2 of 
Form; » — D, covering the dumping of spirits or wines for packaging 
fol export, is no longer necessary and products packaged for export 
should be identified and reported in part 4 of Form 45 or part 2 of 
Forlil 52 — D prepared to cover all dumps for both bottling or packag- 
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ing whether or not the products are to be exported. Bottled export 
items should be identified by the legend "Exp" and packaged export 
items by the legend "Exp Pkg. " In order that such packaged prod- 
ucts might continue to appear as separate items in the summary (part, 
6 of For m 45 or part 4 of Form 52 — D), the totals of products packaged 
for export should be reported, with appropriate identification, in Form 
45, part 6, at new lines 25I/s, 26i/2, 45I/z, and 48I/s, or in Form 52 — D, 
part 4, at new lines 14I/s, 15I/z, 80I/s, and 81I/2. 

SEC. 4. INQUIRIES. 
Inquiries in respect to this Revenue Procedure should refer to the 

number thereof and should be addressed to the Assistant Regional 
Commission, A. lcohol and Tobacco Tax. 
SEC. 5. ErrECTIVE DATE. 

This Revenue Procedure is efi'ective April 13, 1956. 

(Also Part III — A, Section 5886; Section 
240. 445. ) 

Rev. Proc. 56 — 15 

Essences listed as ingredients in special natural wine must be ade- 
quately identitied on Form 698 — Supplemental, Formulas and Process 
for Wine. 

SEcTIQN 1. PURPosE. 
The purpose of this Revenue Procedure is to provide certain in- 

formation as an aid in the adequate and uniform identification of 
essences on Forms 698 — Supplemental, Formulas and Process for Wine, 
on submission to the National Office. 

SEC. 2. BACKGROUND. 

The Wine Regulations provide for the identification of essences 
on Forms 698 — Supplemental on submission by proprietors of bonded 
wine cellars. In a number of instances, action on these forms in the 
National Once has been delayed due to inadequate id. entification of 
essences thereon. 
SEC. 3. IDENTII'ICATION OE ESSENCE. 

. 01 Where a natural essence or fiavor to be used in the production 
of special natural wine is a product which has been manufactured 
under a formula approved pursuant to the Regulations relating to 
Drawback on Distilled Spirits Used in. Manufacturing Nonbeverage 
Products, the formula filed on Form 1678, Formula and Process for 
Nonbeverage Product, will be considered as satisfying the requirement 
of section 240. 447 of the Wine Regulations for the filing of a sample 
and a statement of materials and processes. In such case, the formula 
number (Form 1678) under which approved, the date of approval, 
and the name of the manufacturer should be shown on Form 698- 
Supplemental covering the special natural wine. 

. 02 To provide permanent instructions relative to the submission 
of identifying information of essences used in special natural wines, 
Form 698 — Supplemental is being revised to include specific in forma- 
loil iii the instructions oil tlie form iii Ie ard to the ident 

information required. 
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. 00. Assistant Rc ioniil Commissioners, Alcohol and Tobacco Tax, 
will examine the foims prior to submission to the National Ofhce and, 
where such foiuns list as an ingredient an essence which is not, suf- 
ficient]y identified, tliey will be returned to the proprietor of thc 
bonded wine cellar iol correction. 
Szc. 4. IvqUIRIES. 

Any inquiries wiili respect to this Revenue Procedure should refer 
to the number tliereof and should be dil ected to the Assist;»it Regional 
Conilnissioner& Alcohol and Tobacco Tax. 
SEC. 5. EFFECT&vi'. ' D GATI". . 

This Revenue Procedure shall be eQ'ective ~april 20, 1%0. 

26 CFli 001. 818: I'ornis. Rev. Proc. 50 — 10 
(Also P;irt I, Section or703; Section &Pi). 148. ) 

Iustructious are issued for the 1&rcf&aratiou aurl rlistributiou, by 
iuauufacturers of lar e cigars, of Forui lds, Order for Htau&ps for 
Large Cigars, revised I& ebruary laod. 

SrcTlov 1. PURPosz. 
The purpose of. this Revenue Procedure is to provide instructions 

relative to tlie preparation of revised Forni 108, Order for Stamps for 
Large Cigars. 

SEC. 2. REVISIOV OI' I ORII 108. 
The order for stamps, Form 168, required to be prepared by manu- 

facturers in ordering stanips for large cigars, has been revised by 
changing "Factory No. " to "Permit No. " and by inserting in the 
instructions tlie sentence, "This forin shall be executed in triplicate. " 
Existing stocl. -s of Form 108 (Revised March 1058) miy continue to 
be used~and will continue to be issued for use until exh;iusted. 

SEC. 3. PREPAR iTIOV OI' I OR31 168 BY MAVUFACTURERS. 

The Forin 108 will be prel&ared iii triplicate and evil] show the 
manufacturer's permit number. 

SEC. 4. PROCEDURE. 

The manufacturer of large ci rars will present the three copies of 
Form 168, which must be accompanied by reinittance in the full 
amount, to tile District Director of Internal Revenue, ivho will stamp 
such order "Received with Remittance, " as provided in Revenue Pro- 
cedure v6 — 1, page 1016, this Bulletin, and will return one copy of the re- 
ceipted forin to the manufacturer. In accordance with section 
270. 148 (b) of the Regulations relating to Cigars and Cigarettes (Man- 
ufacturers, Iinporters, and Dealers), the n&~anufactu&er must, retain a, 

copy of each such order form, which has been niarked paid by the, 
District Director of Internal Revenue, for two years following the 
close of the year in which the stamps wlere purchasecl, and such forin 
shall be made available for inspection by any internal revenue ofhcer 
upon his request. 
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SEC. 5. INQUIRIES, 

Inquiries in regard to this Revenue Procedure should refer to the 
number thereof and should be directed to the Assistant Regional 
Commissioner, Alcohol and Tobacco Tax. 
Szc. 6. EzzzcTIvz DATE. 

This Revenue Procedure is efFective April 4, 1956. 

Rev. Proc. 56 — 17 (Also Part I, Section 8401; 26 CFR 
81. 8401 (a) — 1. ) 

Employers may report excludable sick pay on Form W — 2 under 
a special caption. 

SECTION 1. PURPOSE. 
The purpose of this Revenue Procedure is to set forth the conditions 

under which sick and injury payments excludable from gross income 
under section 105(d) of the Internal Revenue Code of 1954 may be 
shown separately on Form W — 2, Withholding Tax Statement, report- 
ing wages paid after December 81, 1955. 
SEc. 2. BAGKGRQUND. 

Section 81. 8401(a) — 1 of the Employment Tax Regulations is ap- 
plicable to withholding of income tax on sick and injury payments 
made after December 81, 1955, under wage continuation plans. That 
section provides that all sick and injury payments excludable from 
gross income under section 105(d) of the Code, which are made di- 
rectly by the employer, must be included in the amount of total wages 
reported on Form W — 2, but the section is silent with respect to any 
mand. atory or permissive rules for showing separately such excludable 
amounts on Form W — 2. A number of inquiries have been received 
whether these excludable amounts may be reported separately on 
Form W — 2. 
SEC. 3. PROCFDURE. 

Employers may show separately on Form W — 2 the amount of any 
sick or injury payments excludable from gross income, under section 
105(d) of the Code, which are made directly by them. However, in 
such cases, regardless of whether or not tax was withheld on such 
excludable amounts, employers must keep the records described by 
subdivisions (1) and (2) of section 81. 8401(a) — 1(b) (8) (ii) (b) of 
the regulations. If these excludable amounts are reported separately 
on Form W — 2, the entry should be placed under a special caption, 
"Excludable Sick Pay. " It should be clearly understood that, whether 
or not a separate entry is made of the amount excludable from gross 
income under section 105(d) of the Code, the employer must include 
this amount in the total wages reported on Form W — 2. 
Szc. 4. EMPLQYEE s STATEMENT FQR INcoMF TAX RETURN. 

The fact that "Excludable Sick Pay" (or a similar entry) may be 
reported separately on Form W — 2 will not relieve the employee of 
the necessity of submitting the statement which is required to be at- 
tached to his individual income tax return showing the computation 
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'of Excliickable Sick Pay" and indicating the period or periods of ab- 
sence, iiature of ilhless or injulyi and whether llospltahzecl. 
SEC. 5. EFFECTIVE Dnv. . 

This Revenue Proceclure is eff'ective ii»me&liately. 

Rev. Proc. 56-18 
The Inteiu&ational Operatious Divisio» is transferred, effective 

SIay 1, 1950, froui th«Buttin&ore District Philadelphia Re "ion, to the 
Xatioual Ofhce, Ivashiugtou, D. C. 

SECTION 1. PURPosE 
The purpose of this Revenue Procedure is to announce the transfer 

of the International Operatio»s Division from the Baltimore District, 
Philadelphia Region, to the Xatioinak Office, )Vashington, D. C. 
SEC. 2. TRANSFER 

The International Operations Division has been transferred, eKec- 
tive i&lay 1, 1956, from the Baltimore District, I hiladelphia Re&~lo», 
to the Once of the Assistant Co»I»iissioner~ (Operations) in the 
Aiational Office, )Vashington, D. C. , and the Director of International 
Operations shall report, on and after that date, to the Assistant 
Commissioner (Operations) . 
SEc. 8. EFFEOT oN OTIIER Doct'itsxis 

This Revenue Procedure amends Conlnlissioner's Reorganization 
Order Xo. 15, C. B. 19K' — 2, 505, and Revenue Procedure 55 — 2& 

C. B. 1955 — 2, 898. Any othel internal nianagement clocuments, the 
provisions of which are inconsistent or in conffict with the provis~ions 
of this Revenue Procedure, are herekiy arne»cled or superseded accord- 
ingly. 
SrC. 4. EFFECTIVE DATE 

Tlris Revenue Proceclure is elf ective May 1, 1956. 

26 CFR 601. 801: Imposition of taxes, quali- 
ffication requirements, and regulations. 

(Also Part III — A, Section 7805; Section 
220. 489. ) 

Explanation of periuissible a»&l prohibited dispositious and uses 
of distilled spirits sauiples aud reni»a»ts tliereof mitlidramn by 
proprietors of distilleries, i»terual revenue boude&1 marehous&s, 
and bonded mine cellars. 

Rev. Proc. 56 — 19 

SEOTIoN 1. PcRFosE. 
This Revenue Procedure is issuecl to clarify a»d e»iphasize the 

permissible and prohibited uses and disposition. of samples of dis- 

tillecl spirits withclraiv» by proprietors from clistilleries, internal 
revenue bonded warehouses, and boncked wine cellars. 

SEc. 2. BACKrROIINn. 

Pursuant to the Regulations relating to (1) the Production of 
Distilled Spirits, (2) the Procluction of Brandy, (6) the '6'arehousing 
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of. Distilled Spirits, and (4) %Vine (26 CFR, Parts 220, 221, 22» and 

2'40' respectively ), samples of distilled spirits may be obtained f or 

the purposes specified in such regulations. These regulations also 

prescribe the disposition which shall be made of unused portions of 

samples. As it has come to the attention of the National OSce that 
requirements relating to permissible uses of samples, and proper 
disposition of unused portions of samples, are not fully understood, 
it is desired to clarify these requii ements. 

SEC. 3. PERMISSIBLE USES. 

Fxcept in the case of samples withdrawn subject to tax, all samples 
of. distilled spirits withdrawn by proprietors from distilleries, internal 
revenue bonded warehouses, and bonded wine cellars must be used 

solely for laboratory analysis or testing (including organoleptic ex- 

amination). See Revenue Ruling 55 — 493, C. B. 1955 — 2, 730, which 

provides, in part, that samples removed from internal revenue bonded 
warehouses for any purpose other than organoleptic examination or 
laboratory analysis, regardless of size or number, must be taxpaid. 
It is intended. that such analyses and tests shall consists of determina- 
tions of the kind and quantity of the components of the spirits or of the 
intrinsic properties or characteristics (taste, odor, color, specific grav- 

ity, water solubility, etc. ) of the spirits. 
SEc. 4. USES NCT PERMITTED. 

Under no circumstances shall any samples withdrawn for laboratory 
analysis or testing (including organoleptic examination) be used for 
sale or consumption or be furnished to prospective buyers, salesmen, 
or dealers for advertising or soliciting purposes. Unless the label af- 
fixed to the sample container at the time of withdrawal bears the words 
"Subject to Tax, " samples withdrawn for laboratory analysis or test- 
ing (including organoleptic examination) shall not be used for any 
of the following purposes: 

(1) For the development of blends. 
(2) For testing the stability or suitability of newly developed. 

materials used in the manufacture of containers, closures, pipes, 
hoses, etc. 

(3) For furnishing to a purchaser of spirits, if. the sample is 
not to be used as provided in section 3, notwithstanding the spirits 
have been sold subject to the purchaser's approval. 

(4) For use solely as a laboratory standard or "library sample. " 
This is not intended to be a complete listing. 
SEC. 5. DISPOSITIoiV OF REMNANTS. 

Samples withdrawn for the uses described in section 3 should be kept 
in a place of security. Remnants of such samples, if they are desired 
for use as laboratory specimens or in further analysis or testing, should 
likewise be safeguarded. 3Vhen no longer needed as specimens or sam- 
ples, such remnants should be disposed of by one or more of the meth- 
ods listed below and no other: 

(1) Complete destruction by pouring into a se& er or by some 
other equally effective means. 

(2) Pouring into vessels in a distilling system on distillery 
premises under the supervision of a storekeeper-gauger, 
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(8) Return to the bonded wine cellar for use in the production 
of ovine (where the remnants are of samples of wine spirits with- 
drawn from a bonded wine cellar). 

SEC. 6. EXISTING PROCEDURE. 
Prompt correction should be made of any procedure or instruction 

in conflict with the provisions of this Revenue Procedure. 
SEC. 7. INQUIRIES. 

Inquiries in regard to this Revenue Proceclure should refer to the 
number thereof and should be directed to the Assistant Regional Com- 
missioner, Alcohol and Tobacco Tax. 
SEC. 8. ZPPECTlvE DATE. 

This Revenue Procedure shall be eA'ective May 4, 1M6. 

'26 CFR 601. '313: Collection of taxes. 
(Also Part I, Section 5708; 275. 1'37. ) 

Rev. Proc. 56 — 20 

A new oo-ounce denomination internal revenue manufactured to- 
bacco tax stamp for use in payment of t ix on manufactured tobacco 
has been authorized. 

SECTION 1. PURPOSE. 

The purpose of this Revenue Procedure is to advise that a new 22- 
ounce denomination internal revenue tobacco tax stalnp) ls/Is inches 
wide and 8% inches in length, for use in payment of tax on manu- 
factured tobacco, has been recently authorized. 

SEC. 2. INsTRUCTIohs. 
Manufacturers and importers of manufactured tobacco desiring 

to use the new 22-ounce denomination internal revenue tobacco tax 
stamps may purchase theln after May 15, 1056, from District Directors 
of Internal Revenue in the same manner as other tobacco tax stamps. 
SEC. 8. INQUIRIES. 

Inquiries in regard to this Revenue Procedure should refer to the 
nmnber thereof and should be directed to the appropriate Assistant 
Regional Commissioner, Alcohol and Tobacco Tax. 
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ANNOUNCEMENT OF THE DISBARMENT AND SUSPEN- 
SION OF ATTORNEYS AND AGENTS FROM PRACTICE 
BEFORE THE TREASURY DEPARTMENT 

Under section 961, Title 5 of the United States Code, the Secretary 
of the Treasury, after due notice and opportunity for hearing, is 
authorized to suspend or disbar from further practice before the 
Treasury Department any person, agent, or attorney shown to be in- 
competent, disreputable, or who refuses to comply with rules and. 
regulations governing the recognition of' agents, attorneys, or other 
persons representing clients before the Treasury Department, or who 
in any manner has wilfully and knowingly deceived, misled, or 
threatened any client or prospective client by word, circular, letter, or 
advertisement. Enrollecl persons are prohibited in any Treasury De- 
partment matter from directly or indirectly employing, accepting 
assistance from, being employed by, or sharing fees with, any person 
disbarred or under suspension from practice before the Treasury 
Department. To enable enrolled persons to identify such disbarred 
or suspended persons, the Internal Revenue Service will announce in 
the Internal Revenue Bulletin the names and addresses of persons who 
have been disbarred or suspended from such practice, their designa- 
tion as attorney, agent, or other representative, and the date of dis- 
barment or period of suspension. This announcement will appear in 
the weekly Bulletins at the earliest practicable date after such action 
and will continue to appear in the weekly Bulletins for a period of 
o months for each agent and, attorney so suspended or disbarred and 
will later be consolidated and published in the Cumulative Bulletin. 

The following persons, after due notice and opportunity of hear- 
ings, have been disbarred from further practice before the Treasury 
Department: 

Kame Address Designation Date of disbarment 

DeCarlo, Charles L 
Hardin, M. Guy, Sr 
Koritz, Alford A 
Manning, I eon M 
Schopick, Samuel 
Watson Lawrence E 

Miami, Fla 
St. Louis, Mo 
Valparaiso, Ind 
Ogden, Utah 
New Rochelle, N. Y 
Raleigh, N. C 

Attorney 
Agent 
Attorney 
Agent 
Attorney 
Agent 

Dec. 15, 1955 
Mar. 12, 1956 
Dec. 12, 1955 
Dec, 12, 1955 
Feb. 28, 1956 
Dec. 15, 1955 
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Liability of insurance company, lien outstanding against insured 

or beneficiary 561 
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ADMINISTRATIVE — Continued 
Lien for taxes — Continued 

Priority: 
Assessment lists received but no notice of lien filed prior to 

bankru tcy p v 
Money advance under open-end mortgage subsequent to 

ori inal loan g 
Notice served upon debtor of delinquent taxpayer prior to 

bankru tc 
Transfer by surviving tenant of jointly-owned property to a bona 

fide urchaser 
Limitation period: 

Assessment of tax: 
Exceptions to limitations, $ 301. 6501(c)-1 
Limitations $ 301. 6501(a) — 1 
Prompt assessment, $ 301. 6501(d) — 1 

Collection of tax: 
Date of levy $ 301. 6502 — 1 (b) 
Exceptions to limitations $ 301. 6501 (c) — 1 
Limitations $ 301. 6501(a) — 1 
Suspension of period: 

Assets in control of court, $ 301, 6503 (b) — 1 
Property without United States, f 301. 6503 (c) — 1 

Credit or refund: 
Allowance, tj 301. 6511 (b) — 1 
Barred liability, f 301. 6514 (b) — 1 
Expiration of period, $ 301. 6514 (a) — 1 
Extended assessment period, f 301. 6511 (c) — 1 
Self-employment tax 

Litigation: 
Criminal prosecutions, $ 301. 6531 
Petition to Tax Court, limitations, fl 301. 6512 — 1 
Suits, $ 301. 6532-1 

Mitigation of effect of limitation, social security and self-employmcnt 
tax, Ca 

301. 6521 — 1 
Net operating loss carrybacks and carryovers, credit or refund, limita- 

tions $ 301. 6511 (d) — 2 
Notice, deficiency, unreasonable accumulation of earnings and profits 
Ofi'ers in compromise, authority to accept certain offers 
Partnerships: 

Definition of terms, $ 1. 761 — 1 
Limitations, held to be corporation, ) 301. 6501 (g) — 1 

Penalties: 
Delinquent return after assignment proceeding 
Excessive claim for refund of excise tax on gasoline used for farm- 

ing purposes 
Facts necessary to prove felony and misdemeanor identical, jury 

instruction 
Records: 

Authority to require the keeping of records 
Microfilm reproductions, companies liable for excise taxes on gas- 

oline and lubricating oil 
Refunds, excise tax on gasoline and diesel fuel used for farming 

purposes 
Regulations: 

26 CFR 301. 6501 (a) through 301. 6504, 301. 6511 (a) through 
301. 6515, 301, 6521 through 301. 6521 — 2, 301. 6531 through 
301. 6533; limitations on assessment, collection, credits or refund, 
mitigation of efi'ect of limitation, judicial proceedings 

Returns: 
Consolidated, deficiency notice, limitations on assessment, 

$ 301. 6503 (a) — 1 
Excise tax, computation and prepayment of tax at time article 

purchased by retailer 
Filing: 

Excise tax, extensions 

Page 

696 
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569 
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569 
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560 

1022 
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706 
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ADMINISTRATIVE — Continued 
Returns — Continued 

lriling — Continued 
Time deemed filed, limitations on assessment, I) 301. 6501 

(b)-1 
Time deemed filed and tax paid, limitations on credit or re- 

fund, $ 301. G513 — 1 
Information, Forms 1096 and 1099, exempt organizations 
Inspection, individual income tax, Department of IIealth, Educa- 

tion, and Welfare 
Joint, limitations, after separate return, $ 301. 6501(h) 
Partnership, extension of time, rnernbers filing qualified return 
Personal holding company, limitations, failure to furnish infor- 

rnation, $ 30l. 6501(f)-1 
Reproduction, Iform 941a 
Place of filing, International Operations Division transferred to 

National Office 
Rulings, employees' trusts, advance determination 
Sugar, manufactured, limitations, credit or refund, f 301. 6511(e) — 1 
Suits: 

Period of limitation, $ 301. 6532 — 1 
Petition to Tax Court, limitations, it 301. 6512-1 

Tax: 
Credits, overpayment, of income tax credited to estimated tax, 

limitations, r4 301. 6513 — 1(d) 
Payment: 

Advance, limitations, ivhen return deemed filed and tax 
paid, (I 301. 6513 — 1(a) 

Excise tax, authority to grant extensions 
Limitations period: 

Time estimated tax and tax withheld considered paid, 
$ 301. 6513 — 1(b) 

Time social security and income withholding taxes con- 
sidered paid, it 301. G513 — 1(c) 

Tax Court of the United States, petition, limitations, $ 301. G512 — 1 
Trusts, limitatioiis, tax due to later holding as corporation, 

(r 301. 6501(g)-1 
Waivers, agreement to exteiid period of assessmeiit, limitation on 

credit or refund, $ 301. 6511(c)-1 
withholding: 

Tax at source, United States citizen performing services in posses- 
sion after August 9, 1955 

ALCOHOL TAX: 
Advertising: 

Fruit brandy, immature, labeling 
Stamps redeemable for premiums ivith purchase of alcoholic 

beverages 
Alcohol: 

Packages for exportatioii, iiistructions covering issuance of export 
stamps 

Specially denatured: 
Gallon cans packaged in fiberboard case 
Permit to use, amendment 
Purchased ingredient made with formula for nonbeverage 

drawback 
Tax-free aircraft supplies, reciprocating foreign countries 
Taxpaid, bulk containers, for use by doctors, dentists 
Withdrawn tax-free, or with benefit of drawback, supplies for 

fishing vessels 7 
Applications, Form 1479, filing for amendment of basic permit, 

procedure 
Beer: 

Dispensing units for brewer's particular style container, sale to 
retailers 

Enforcement of laws 
Exportation to Okinawa 
Purchase, gift of stamps redeemable for premiuins 
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705 
746 
706 
711 

800 
706 
714 

758 
742 
752 
710 

ALCOHOL TAX — Continued Page 
Beer — Continued 

Samples, testing by can companies 
Tax-free aircraft supplies reciprocating foreign countries 
Taxpaid, exported by other than brewer claim for drawback 
Untaxpaid, stored brewer's tax liability 
Withdrawn tax-free, or with benefit of drawback, supplies for 

Blending homogeneous gins stored in reused cooperage 710 
Bonded wine cellars: 

Approval of Antifoam AF Emulsion for use in treatment of wine 750 
Bottling on premises, vinegar produced by another 749 
Formulas, Form 698-Supplemental, identification of essences in 

special natural wine 1040 
Operation as partnership constituting a single family, wine for 

family use 705 
Proprietor's use of Sparkolloid No. 1, and No. 2 751 
Redesignation of premises as bonded wineries 748 
Use and disposition of withdrawn samples, and remnants of dis- 

tilled s irits p 1043 
Use of ascorbic acid in apple wine 751 
Using formulas approved prior to January 1, 1955, for sparkling 

wines, filing new formulas 750 
Bonds: 

Consent of surety, extent of liability 715 
Continuing export, withdrawal of distilled spirits from additional 

premises, exporter's accounts 745 
Bottlers, bottling wine specialty produced elsewhere 749 
Breweries: 

Removal of samples for testing and analysis 705 
Storage of untaxpaid beer during period of nonproduction 711 

Claims: 
Drawback: 

Nonbeverage, formula containing purchased ingredient made 
with specially denatured alcohol 715 

Spirits, beer, wine, exportation to Okinawa 706 
Taxes paid on liquors withdrawn as supplies for fishing 

vessels 
Taxpaid beer for export by other than brewer 
Taxpaid distilled spirits used in manufacturing food colors 

Refund: 
Distilled spirits, losses prior to removal from internal revenue 

bonded warehouse 704 
Wines from Puerto Rico lost by reason of 1954 hurricanes 812 

Containers: 
Bottles, eggnog made with distilled spirits, or wine 704 
Bulk, taxpaid alcohol for use by doctors, dentists 747 
Cases: 

Fiberboard, to package specially denatured alcohol 748 
Taxpaid beer withdrawn for exportation, simplified marking 706 

Packages: 
Homogeneous spirits, consolidation 737 
Oak ovals, for brandy 752 
Taxpaid beer withdrawn for exportation, simplified marking 706 

Denaturants, alternates approved 747 
Denaturing plants: 

Alternate and synthetic denaturants 747 
Packaging a specially denatured alcohol in fiberboard case 748 

Distilled spirits: 
Brandy: 

Production, warehousing, withdrawal, and exportation 
Transfer to internal revenue bonded warehouses 
Use of oak ovals for packaging 

Commingling homogeneous gins stored in reused cooperage 
Deposit and accumulation in same receiving cistern in registered 

distillery, withdrawal 736 
Eggnog, bottling 704 
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ALCOHOL TAX — Continued Page 
Distilled spirits — Continued 

Enforcement of laws 
Exportation: 

Contiguous foreign territories, acceptance of express receipts 709 
Drawback reporting on Forms 45, 52-D 1039 
Okinawa 706 

Puerto Rico, lost by reason of 1954 hurricanes, applicability of 
Hurricane Tax Relief Act 

Fruit brandy, immature, labeling, advertising 
Homogeneous, consolidation of packages 
Imported, overprinting red strip stamps by importer 
Losses after taxpayment prior to removal from internal revenue 

bonded warehouse 704 
Packages for exportation, instructions covering issuance of export 

s tamps 1021 
Packages, weighed, transferred, etc. , requirements liberalized 716 
Purchase, gift of stamps redeemable for premiums 81(l 
Removed for shipment in bond, taking of samples 799 
Samples, and remnants, use and disposition 1043 
Sugar content, flavored vodka 811 
Tax-free aircraft supplies, reciprocating foreign countries 746 
Taxpaid, used in manufacturing food colors, drawback 714 
Vodka, containing sugar and citric acid, labeling 811 
Withdrawal from additional premises, continuing export bond, 

exporter's accounts 745 
Withdrawn tax-free, or with benefit of drawback supplies for 

fishing vessels 753, 800 
Distillcries: 

1' rut t: 
Construction, equipment, use of premises for other business 758 
Fermentation on off-boixded premises, concentrated apple 

juice with water added 744 
Proprietors submittal of flow diagrams 735 
Weighing, transferring, recording of spirits, liberalization of 

requirements 716 
Registered: 

Construction equipment, use of premises for other business 
Distiller's bond supported by consent of surety 
Proprietors submittal of flow diagrams 
Receiving cisterns containing accumulation of distilled 

spirits, withdrawal 736 
Weighing, transferring, recording of spirits, liberalization of 

requirements 716 
Use and disposition of withdrawn samples, and remnants of dis- 

tilled spirits 1043 
Equipment and supplies: 

Beer dispensing units, for brewer's particular st1le container sale 
to retailers 809 

Oak ovals for packaging brandy 752 
Exporters: 

Accounts, continuing export bond, withdrawal of distilled spirits 
from additional premises 745 

Spirits, beer, and wine, shipped to Okinawa 706 
Fermented malt liquors. (See Beer. ) 
Forfcitures and seizures, authority to remit or mitigate 1015 
Forms: 

45 52-D distilled spirits, wines, for export with draxvback 1039 
698 — Supplemental, identification of essences in special natural 

wine 1040 
1533, consent of surety supporting distiller's bond 715 
2260, monthly report of bottle strip, and sheet stamps, use by 

proprietors 1037 
Documents covering red strip stamps, preparation by importer 703 

Formulas: 
Approved prior to January J. , 1955, for sparkling wines, filing new 

formulas 750 
Form 698-Supplemental, identification of essences in special 

natural wine 



ALCOHOL TAX — Continued 
Formulas — Continued 

Quantitative nonbeverage, containing purchased ingredient made 
specially denatured alcohol drawback 

Government officers: 
Insular, report of bottle strip, and sheet stamps, Form 2260 
Operations at distilleries, warehouses, requirements liberalized 
Storekeeper-gaugers duties transferred to proprietors 

Importers: 
Method of overprinting red strip stamps; preparation of related 

documents 
Tax on Pulque, imported Mexican wine 

Inducements, cooperative purchasing by retailers 
Industrial alcohol plants, bulk containers of taxpaid alcohol for use 

by doctors, dentists 
Labels: 

Flavored vodka, sugar content 
Distillate containing sugar and citric acid, as vodka 
Statement of age, fruit brandy 

Losses, prior to removal of distilled spirits from internal revenue 
bonded warehouse, refund claims for taxes paid 

Materials: 
Antifoam AF Emulsion approved for use in treatment of wine 
Ascorbic acid, use in apple wine 
Burnt sugar or caramel added to brandy in warehouse storage 

tanks 
Concentrated apple juice with water added, fermentation 
Food colors, drawback of tax paid on distilled spirits used 
Sugar, citric acid, added to vodka 
Syrup or sugar-water solution, use in developing secondary fer- 

mentation 
Use of Sparkolloid, No. 1 and No. 2 

Nonbeverage products: 
Food colors, drawback of tax paid on distilled spirits used in 

manufacture 
Quantitative formula containing purchased ingredient made with 

specially denatured alcohol, drawback 
Partnership, constituting a single family operating bonded wine cellar, 

wine for family use 
Permits: 

Basic, substitution of references to 1954 Code 
Use of specially denatured alcohol, amendment 

Procedure: 
Fermentation on ofi'-bonded premises of fruit distiller of concen- 

trated apple juice with water added 
Form 2260, bottle strip, and sheet stamps 
Instructions: 

Amendment of permits to use specially denatured alcohol 
Issuance of export stamps for packages of alcohol and dis- 

tilled spirits 
Submission of fiow diagrams by proprietors of distilleries 
Submittal of Form 698 — Supplemental, identification of es- 

sences in special natural wine 
Labeling spirits with sugar content as flavored vodka 
Reporting distilled spirits, wines, for export with drawback 
Use and disposition of samples, and remnants of distilled spirits 

withdrawn by proprietors 
Records: 

Express receipts, evidencing exportation of alcoholic beverages to 
contiguous foreign territories 

Receipt, and disposition, wholesaler's entry of items other than 
distilled spirits 

Separate serial numbers of cases; wholesaler using modified Form 
J 

Wholesale liquor dealers, use of microfilm invoices after October 1, 
1955 
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ALCOHOL TAX — Continued Page 
Rectifying plants: 

Bottling homogeneous gins without rectification 710 
Manufacture and bottling eggnog 704 
Proprietors bottling, packaging, distilled spirits, wines for export 

with drawback, reporting on Forms 45, 52-D 1039 
Removal of wine specialty for bottling elsewhere 749 

Regulations: 
26 CFR 182. 630a-182. 630m; 225. 860 — 225. 866; 240. 690, 240. 690a 

(added), 240. 702 (added); 245. 290 — 245. 294, and intermediate 
sections; supplies for fishirrg vessels, withdrawal free of tax, or 
with drawback 

26 CFR 220. 60-220. 777, 221. 60 — 221. 791, 225. 117 — 225. 1141 and 
intermediate sections; production, warehousing, distilled 
spirits, brandy 758 

26 CFR 220. 171 through 220. 619, 221. 179 through 221. 619, 225. 51 
through 225. 1103, and intermediate sections, requirements 
liberalized in production and warehousing of distiHed spirits, 
irrcluding brandy 

26 CFlt 221. 515, 225. 370 — 225. 372, 225. 382, 225. 400(d) (4), 
225. 402, 225. 408, 225. 584, 225. 584a (added); removal of brandy 
from fruit distillery for deposit in storage tanks of internal 
revenue bonded warehouse 742 

26 CFR 225. 400, 225. 409a, 225. 417a — 225. 417h (added), 225. 602, 
225. 632, 225. 731, 225. 754, 225. 811, 225. 962, 225. 1102-225. 1104, 
225. 1106, 225. 1111, 225. 1140, consolidatiou of packages of 
homogeneous spirits 

26 CFR 252. 3 — 252. 165, and intermediate sections; drawback 
claims on liquors withdrawn for use as supplies for fishing 
vessels 800 

26 CFR 252. 151 through 252. 155, 252. 157 through 252. 159, and 
252. 162; drawback on exportation of taxpaid beer r 06 

27 CFR 1. 1, 1. 59 and intermediate sections, basic permit require- 
ments 

27 CI&'R 5. 21(d)(1), 5. 39(b)(1), 5. 39(e)(5), 5. 64(c), labeling, ad- 
vertising fruit brandy 808 

Reports: 
Monthly, by proprietors of bottle strip, and sheet stamps, Form 

2260 1037 
Production of distilled spirits accumulated in same receiving 

cistern in registered distillery 736 
Retail liquor dealers, cooperative purchasing of liquors 808 
Sales, bulk containers, taxpaid alcohol, to doctors, dentists, wholesalers, 

retailers & 47 
Samples: 

Beer, furnished can companies for testing and analysis 705 
Distilled spirits removed for shipment in bond 799 
Distilled spirits withdrawn by proprietors, use and disposition of 

samples, and remnants 1043 
Stamps: 

Export, issuance for packages of alcohol and distilled spirits for 
exportation, instructions 1021 

Special tax, photographing of stamps 71o 
Strip: 

Monthly report by proprietors on I&'orm 2260 1037 
Red, overprinting by importer; preparation of related docu- 

ments 703 
Taxpaid, monthly report by proprietors on Form 2260 1037 

Stills, beer, attachment of vapor recompression device, applicability 
of special (commodity) tax 

Tanks: 
Brandy, use of oak ovals 752 
Cars, or trucks, ' exportation of distilled spirits 758 

Taxes: 
Distilled spirits, Puerto Rico, lost by reason of 1954 hurricanes, 

refund 812 
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ALCOHOL TAX — Continued 
Taxes — Continued 

Rectification, compounding by addition of sugar and citric acid to vodk a 
Special (occupational), liability of brewer storing untaxpaid beer 

during period of nonproduction 
Stills, beer, special (commodity) tax upon attachment of vapor 

recompression device 
Wine, imported from Mexico Pulque 
Wine, Puerto Rico, lost by reason of 1954 hurricanes, refund 

Taxpaid bottling houses: 
Bottling homogeneous gins without rectification 
Proprietors bottling, packaging, distilled spirits, wines for export 

with drawback, reporting on Forms 45 52 — D 
Taxpaid wine bottling houses, establishment prior to bottling, or re- 

bottling of taxpaid wine 
Tax procedure: 

Rates, wine imported from Mexico, Pulque 
Transfers: 

Pipeline, brandy, from fruit distillery to warehouse storage tank 
Tank car or tank truck, brandy, from fruit distillery to warehouse 

storage tanks 
Vinegar, bottled on bonded wine celler premises, product of another 
Violations: 

Cooperative purchasing of liquors by retailers 
Photographs of special tax stamps 
Sale to retailers, beer dispensing units for brewer's particular 

type container 
Stamps redeemable for premiums with purchase of alcoholic 

beverages 
Warehouses: 

Industrial alcohol bonded, bulk containers of tax-paid alcohol for 
use by doctors, dentists 

Internal revenue bonded: 
Brandy, transferred from fruit distillery by pipeline, tank 

cars, tank trucks 
Consolidation of packages of homogeneous spirits 
Distiller's bond, supported by consent of surety, extent of 

liability 
Equipment, custody; storage, transfer, and withdrawal of 

distilled spirits for exportation 
Losses prior to removal of distilled spirits after taxpayment, 

refund claims 
Samples of distilled spirits removed for shipment in bond 
Use and disposition of withdrawn samples, and remnants of 

distilled spirits 
Wholesale liquor dealers: 

Entering items other than distilled spirits on records of receipt 
and disposit, ion 

Furnishing retailers with stamps redeemable for premiums 
Microfilm invoices after October 1, 1955 
Modified Form 52 — B, separate record of serial numbers of cases 

Wine: 
Apple, ascorbic acid used in production 
Eggnog, bottling 
Enforcement of laws 
Export with drawback, reporting on Forms 45, 52 — D 
Exportation to contiguous foreign territories, acceptance of ex- 

press receipts 
Exportation to Okinawa 
Family use, from bonded wine cellar operated as partnership by a 

single family 
Gift of stamps redeemable for premiums 
Imported from Mexico, Pulque 
Natural: 

Clarification, use of Sparkolloid, No. 1, and No. 2 
Treatment with Antifoam AF Emulsion approved 
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ALCOHOL TAX — Continued 
l(Vine — Continued 

Puerto Rico, lost hy reason of 1954 hurricanes, applicability of 
Hurricane Tax Relief Act 

Sparkling, filing of new formulas hy winemakers 
Special natural, essences used, identification on Form 698- 

Supplemental 
Specialty, removal from rectifying plant for bottling elsewhere 
Tax-free aircraft supplies, reciprocating foreign countries 
Tax-free or with benefit of drawback, supplies for fishing vessels 
Taxpaid, to be bottled, or rebottled, prior establishment of taxpaid 

wine bottling house 
1Yineries. (See Bonded wine cellars. ) 

EMPLOYMENT TAXES: 
Agricultural labor: 

Cleaning and treating seed wheat 
Handling and packing lettuce in field 
Processing alfalfa 

Amendments: 
Regulations 114: 

Sections 411. 301, 411. 303, 411. 401, 411. 501; tax base, com- 
pensation for services as a delegate to a railway labor 
organization convention, and measure of employee repre- 
sentative tax under the Railroad Retirement Tax Act 

Regulations 128: 
Sections 408. 201, 408. 216, social security coverage of em- 

ployees of certain tax-exempt organizations 
Domestic service, companion to convalescent employer 
Employer-employee: 

Carpenters, masons, etc. , piece-work basis for floor-laying com- 
pany 

Child care services performed in own home 
Drivers, distributors, products for baking company 
Engineers, geologist using maps and materials furnished by 

client 
Golf services supervisor of volunteer handicappers of member 

clubs of golf association 
Management services: 

Beneficiary of trust holding title only to rental property 
iblanager for an organization furnishing puzzle contests to 

newspaper publishers 
". r . lotel 

Operator, cash and carry laundry and dry cleaning agency 
Physicians, resident-in-training 
Public officer, plain clothes policeman regulating pedestrian 

traffic for merchant during oil-duty hours 
Salesmen: 

Construction contracts 
Securities 

Scbool bus operator 
Shoeshine hoy, services in barbershop in ex(hange for shoeshine 

stan(i 
r(Vriter and idea man, services for t(. lcvision netrvork 

Elnployer: 
Change in entity, requirements for benefits under Social Security 

Amendments of 1954 
Controlled railway association perfornling services incidental to 

transportation 
Exempt organizations: 

Change in entity, requirements for benefits under Social Security 
Amendments of 1954 

Services in connection with unrelated business activities 
1Yaiver procedure under 1954 anlendments, Regulations 128 

amended 
Forms, 941a, substitute in lieu of official form 
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EMPLOYMENT TAXES — Continued 
Included-excluded rule, reporting wages for agricultural and nonagri- 

cultural services 
Instrumentalities: 

Federal, business enterprise operated by Indian tribe 
tate: 

County hospital operated by a private corporation and man- 
aged by elected trustees 

County hospital operated pursuant to State statute and man- 
aged by appointed trustees 

Library corporation: 
Private funds and city contributions 
Supervision by city board 

School for the deaf 
Ministers, executive services for Federation of Churches 
Railroad retirement: 

Compensation, $350 limitation, Regulations 114 amended 
Employee representative, compensation as delegate to national or 

international conventions, Regulations 114 amended 
Employer, controlled railway association formed to promote bet- 

ter procedures within the industry 
Ts, x, $350 base, Regulations 114 amended 

Returns: 
Farm employers, separate reporting of agricultural and nonagri- 

cultural services 
Reproduction, Form 941a 

Students, services, of persons attending classes at summer music 
camp, part-time 

Wages: 
Computation, distributors of products for baking company 
Farm employers, agricultural and nonagricultural services 
Payments under supplemental unemployment benefit plan 

Waivers: 
Charitable, etc. , organizations, procedure under 1954 amend- 

ments, Regulations 128 amended 
Exempt corporation, employees eligible under city retirement 

system 
ESTATE TAX: 

Annuities. (See Transfers. ) 
Assessments: 

Income tax deficiencies erroneously paid from estate assets 
Limitations: 

Omission of items properly includible, fl 301. 6501(e) — 1 
Request for prompt assessment by fiduciary, f 301. 6501(d)-1 

Suspension of limitation period, $30L6503(d) — 1 
Bank deposits, diplomatic officer of a foreign country 
Charitable gifts and bequests, deductions, state taxes paid on 

transfers for religious, etc. , purposes 
Credits against tax: 

Inheritance tax credit, apportionment, limited to property 
situated in taxing State 

Treaty credit, Federal tax on stock of corporation organized in 
country other than treaty countries, United States citizen 
domiciled in France at time of death 

Diplomatic immunity, officcr of foreign country, bank deposits and 
bonds 

Lien for tax, transfer by surviving tenant of jointly owned property 
to a bona fide purchaser 

I ife insurance, transferred or assigned, inclusion of proceeds in gross 
estate 

Marital deductions, survivor's allowance, residuary estate passing 
to spouse by intestacy or under will 

Nonresidents, not citizens: 
Apportionment credit for State inheritance taxes 
Diplomatic officer of foreign country, bank deposits and bonds 

Partnerships, decedent's minor son as member, income tax deficiencies 
erroneously paid by estate 
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ESTATE TAX — Continued 
Property previously taxed, election by executor, credit for estate 

taxes previously paid on property passing to decedent from spouse 
Rctu& ns: 

Allocation of decedent's pro rata share of income tax, income 
included in joint return of estate and spouse 

Election to take alternative valuation, gross estate at death 
under $60, 000 

Extension of time for filing 
Survivorship annuities. (See Transfers. ) 
Tax conventions: 

United States — France, credit against Federal tax on stock of 
corporation organized in country other than treaty countries, 
citizen domiciled in France at time of death 

United States-France, estate tax 
Transferees, lien for tax, transfer by surviving tenant of jointly owned 

prop& rty to a bona fide purchaser 
Transfers: 

Pow& r to alter, amend, revoke or terminate, amendment to Tech- 
nical Changes Act of 1953 

Survivorship annuities, payable under United States Civil Service 
Retirement System, inclusion in decedent's gross estate 

Treaties, United States-France, estate tax 
Valuation: 

Alternate, gross estate at death»nder $60, 000 
Exclusion from gross estate of certain life estates, Technical 

Changes Act of 1953 amended 
Exclusion from gross estate of survivorship amruity of civil service 

employee dying before retirement 
Proceeds of assigned life insurance policy 

EXCESS PROFITS TAX: 
Excess profits credits: 

Invested capital, equity capital, employer contributions to trust 
or plan carried over 

Taxable acquisitions, adjustment due to duplication of base 
period experience 

General, profit-limiting provisions of Vinson Act after repeal of tax, 
subcontracts under prime contracts 

Industry base period rates of return, purchasing corporation, deposit 
liabilities of selliug bank assumed 

EXCISE TAXES: 
Admissions: 

Ballet and dance performances, civic or community association 
Dancing facilities, city recreational program 
Grandstand accommodations at fair, no general admission charge 
Imposition, amount in excess of 50 cents shown as state tax, frac- 

tion of a cent 
Interscholastic game for benefit of dental clinic 
Motion picture to raise funds for charitable organization 
Parking charge, credited to theater admission charge 
Play-off game between educational institutions 
Reservation charges in addition to general admission 
Tour of homes and gardens, civic program 

Cabaret, patrons engaging in community singing 
Claims: 

Redemption of stamps on foreign insurance policies covering con- 
ditional risks 

Refund: 
Adjustment in price of taxpaid tubes used to replace defec- 

tive original equipment 
Certain taxes on floor stocks postponed 
Tax on gasoline used for farming purposes 

Right to file claim for manufacturers taxes, voluntary assign- 
nent 

Sugar tax, floor stock refunds postponed 
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EXCISE TAXES — Continued 
Communications: 

Charges against members of mutual telephone company, switch- 
ing services and repairs 

Closed-circuit television transmission of events to limited outlets 
Coin-operated devices, machine operating as two distinct units except 

for common handle 
General, certain tax rates extended 
Import, refund, sugar used as feed or alcohol component 
Mauufacturers: 

Appliances: 
Clothes dryer used in manufacture of washer-dryer com- 

bination 
Gas-fired heater for farm milk houses 

Automobiles, etc. : 
Accessories, parking meter coin or registration card holder 
Electric bottle warmers 
Rebuilt clutch assemblies and reassembled generators con- 

taining rewound armatures 
Rebuilt parts, like parts accepted in exchange 
Sales of repossessed truck trailers previously sold under 

conditional contracts 
Truck chassis mounted with fire-fighting apparatus 
Truck trailers sold under conditional sales contracts dis- 

counted to a finance company 
Exemptions, lubricating oils mixed prior to exportation 
Firearms, shells, etc. ; 

Reloading of shotgun shells 
Sale of extra interchangeable parts 

Gasoline: 
Fxemption from tax when used for farming purposes 
Microfilm reproductions of records 

General, redevelopment agency, exemption from tax, funds 
furnished by Federal Government 

Lubricating oil: 
Microfilm reproductions of records 
Varying grades mixed prior to exportation 

Radio and TV receivers: 
Components, entertainment and commercial type sets 
Speakers, voice coil impedance rating test 
Taxpaid tubes used to replace defective original equipment 
Transistors as components 

Retailers: 
Diesel fuel, exemption from tax when used for farming purposes 
Furs, computation and prepayment at time purchased by retailer 
Furs, shoe mitt made from used fur 
General, redevelopment agency, exemption from tax, funds fur- 

nished by Federal Government 
Jewelry: 

Computation and prepayment at time purchased by retailer 
Consignment bid in by owner at auction 

Luggage: 
Cases fitted for carrying toilet articles and/or toilet prepara- 

tions 
Computation and prepayment at time purchased by retailer 
Parking meter coin or registration card holder 
Plastic holder 

Toilet, articles, computation and prepayment at time purchased 
by retailer 

Returns, communications and transportation tax, authority to grant 
extension of the time for filing 

Stamp: 
Bonds, etc. : 

Fxemption, transfer of certificates of indebtedness purchased 
on the installment plan 

Nonnegotiable long-term promissory notes 
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ESTATE TAXES — Continued 
Stamp — Continued 

Foreign insurance policies: 
Purchased by government i»str&unentalities 
Refund on policy covering conditional risks 

Stocks, etc. , acquired after July 28, 1!327, and during coverture, 
transfer pursuant to will of California decedent 

Sugar: 
il &r&ufactured, limitation on credit or refund, I3 301. 6511(e) — I 
Ter&»i»ation date extended; fioor stock refunds extended 

Transportation — Persons: 
I3us leased without services of driver 
Carrier providing transportation in less than ten-passenger 

st;&&ion wagons in a resort area 
Established line, refund in case of nonuse of ticket 
General, payments for travel gift certificatc 
Redevelopment agency, exemption from tax, funds furnished by 

Federal Government 
Transportation — Property: 

Accessorial services, rent charged by carrier for grain doors 
installed by shipper 

Coal, computation of charges, average demurrage agreerne»t 
Exe&nptions: 

Amour&ts paid for transportation of property to or from a 
state highway commission 

Shipmcut dcs!, ined for political subdivision consigned to order 
of manufacturer 

Towing automobile for political subdivision 
Exports: 

Shipment of grain stopped for Federal inspection 
Shipments of unlabeled grain to company elevator 

General, bridge and turn&el tolls and ferry charges paid by carrier 
for shipper 

Imports, shipments fronr adjacent foreign countries, through 
&'ates 

Transportation business: 
I3ack-haul by truck owner 
Trucking company hauling water to oil drilling concerns 

Wagering, pool operated by hotel in counection with a golf tournament 
FIREARMS: 

Classification: 
Choke for shotgun 
I&Iatch pistol, d&&cling pistol, Horse Pistol 
51olgun 
"Protect-0-Lite" 
Rolling-block carbine 
Tea&' gas gu&1 
. 22 caliber alarm-starter revolver 

Forfeitures, authority to remit or mitigate 
I. icense, as manufacturer, or dealer, transportation, shipmeut, re- 

ceipt of firearms under customs bo»d 
AIanufacturers excise tax: 

Reloading of shotgun shells 
Sale of extra interchangeable parts 

Special tax, occupational, transfer of firearms held or stored in customs 
territory 

Tax, special (occupational), transfer of firearms in customs bond 
Trar&sfer, firearms in customs bond, taxability 

GIFT TAX: 
Assessments, limitations, omission of items properly includible, 

$301. 6501 (e)- I 
Exclusions, present interest, property gift to minor, transfer to cus- 

todian under state law 
Trausfers, custodian u»dr r state law, property gift to n&inor 
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INCOME TAX: 
Abandonment, depreciable property $ 1. 167(a) — 9 
Accounting methods: 

Depreciation: 
Any consistent method, $ 1. 167(b) — 4 
Chan e 1. 167 e -1 
Declining balance $ 1. 167(b)-2 
Elections $ 1. 167(c) — 1 1. 167(b) — 0 12 
Limitations on use $ 1. 167(c) — 1 
Straight line $ 1. 167(b)-1 
Sum of the years-digits $ 1. 167(b) — 3 

Accounting period, partner and partnership, taxable years, $ 1. 706-1 
Adjusted basis: 

Depreciable property $ 1. 167(a)-5 
Distribution to transferee partner $ 1. 734 — 2 
Income from discharge of indebtedness f 1. 1017 — 1 
Partner's interest in partnership rules $ 1. 705-1 
Partner's share of partnership property f 1. 743 — 1 
Shareholder's stock, nontaxable distribution of property by bank 

holding company 
War loss property, $ 1. 1331 — 1 

Adjusted gross income, correction of effect of error, circumstances, 
regulations under 1954 Code, 1. 312-1 

Advertising, products installed by manufacturer in taxpayer's residence 
for demonstration purposes 

Affiliation: 
Basis of property acquired, 1. 1051-1 
Consolidated return, deficiency notice, limitations on assessment, 

$ 301. 6503(a)-1 
Group electing to make consolidated or separate returns, date 

privilege was exercised 
Aliens (nonresident): 

Compensation, exemption limitation, definition of word "day" 
for purposes of income tax conventions 

Employee of foreign branch of domestic corporation studying in 
United States, salary paid to dependents 

Netherlands visiting teacher, exemption period upon re-entry into 
United States after year's absence 

Swiss, income from sale of products and of articles made in the 
United States during demonstrations 

United States-Belgium convention, general regulations 
Wife of United States employee in foreign country, share of com- 

munity income 
Amendments: 

Regulations 111, Section 29. 127(c) — 1, war loss recoveries 
Regulations 118, Section 39. 127(c) — 1, war loss recoveries 
26 CFR 1. 105 — 4, amounts received under accident and health 

plans, correction of error 
Amortization: 

Cost allocable to acquisition of wasting asset over term of extin- 
guished renewed lease 

Depreciable property, $ 1. 167(a) — 4, $ 1. 167(a) — 5 
Grain-storage facilities, seed corn grown for owner of the corn 
Organizational expenditures, $ 1. 248-1 

Annuities: 
Cost basis, payments to retired United States citizen-employee, 

services without United States 
Taxability: 

Distribution to retired employee for services without United 
States 

Exclusion ratio, state contributions to employees' exempt 
pens&on funds 

Pavments under an employees' plan to a resident citizen after 
1950 for services in a foreign country 

Armed Forces, period of time disregarded, effect of E. Q. l0585 
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INCOME TAX — Continued 
Assessments: 

I. evy against property owners to pay municipal certificates 
Limitations, omission of item properly includible, $ 301. 6501(e)-1 

Assignments: 
Dividends received by vendor on stock held to secure payment 

of purchase price 
I. ife estate in real property 

Auto m ob iles: 
Depreciation allowance, $ 1. 167(a)-2 
Used in commuting and to transport tools used in work 

Awards, prizes, etc. , fellowship grant, stipends received by Filipino 
interns and resident doctors training in United States 

Back pay, lump sum severance, notice and vacation pay, business 
discontinued 

Bankruptcy and receivership, tax claim, interest to he offset against 
concurrent over assessment 

Banks: 
Bank holding company distributions 
Mutual savings: 

Contributions to employees' trust 
Special deduction for dividends paid to corporations, 

$ 1. 243 — 2(a) 
Basis: 

Apportionment, depreciable and nondepreciahle property, 
$ 1. 167(a)-5 

Assets acquired by issuance of stock in a taxable transaction 
Contributing partner's interest in partnership, $ 1. 722-1 
Depreciable property, retirements, f 1. 167(a)-8(c) 
Distributee partner's interest in partnership, $ 1. 733 — 1 
Election to adjust basis, f 1. 754-1 
Note sold to subsidiary by parent 
Optional adjustment to basis of partnership property, $ 1. 743 — 1 
Partner's interest in partnership, f 1. 705-1 
Partner's share of increase or decrease in partnership liabilities, 

f 1. 752-1 
Partnership property other than money, $ 1. 73~~1 
Property: 

Acquired before March 1, 1913, $ 1. 1053 — 1 

Acquired by shareholder upon tax free distribution under 
section 1081(c)(1) or (2), f 1. 1082 — 5 

Acquired by survivor of jointly held 
Acquired during affiliation, $ 1. 1051-1 
Acquired from decedent, gross estate at death under $60, 000 
Contributed to partnership, $ 1. 723-1 
Established by 1939 Code, $ 1. 1052 — 3 
Established by Revenue Act of 1932 or 1934, ) 1. 1052 — 1, 

Ac2 
Received in corporate liquidation 
Received in nontaxable distribution by banl- holding com- 

pany 
Reduction, pursuant to election under section 1071, 

f 1. 1071-3 
Transferred from estate to trust, bequest in dollar amount 

Sale or exchange of residence, f 1. 1034 — 1 
Special partnership basis to transferee, Ib 1. 732 — 1 
Stock or securities acquired in wash sales, $ 1. 1091 — 2 
Undistributed partnership property, optional adjustment, 

fj 1. 734 — I 
AVar loss property, $ 1. 1336 — 1 

Beneficiaries: 
Depreciation allowance, f 1. 167(g) — I 
Distributions from a liquidating trust 

Benefits under plans: 
Accident and health, correction of error in regulations, f 1. 105 — 4 
Amounts received under employer-established accident and health 

plans, $ 1. 105 — 1 
Employees' trust, distribution while still employed 
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INCOME TAX — Continued 
Bonds: 

Interest: 
Indiana Toll Road Commission 
Issued at discount 

Premiums, amortizable, adjustment for net operating loss 
dctcrmination 

Retirement, payments received from accuinulative instalhnent 
certificates issued before January 1955 

Building and loan associations, special deduction for dividrnds paid 
to corporations, $ 1. 243 — 2(a) 

Business expenses: 
Capitalized: 

Commitment fees or standby charges pursuant io bond sale 
agreement 

Intangible drilling and development costs of oil wells 
Capital assets: 

Copyrh hts, depreciation of cost g 1. 167(a) — G(a) 
Definition, profit on collection of note sold to subsidiary by 

parent 
Partnership interest, liquidation, retiring partner's good-will 

units and annual assessments 
Residential property, depreciation alloavance, $ 1. 1G7(a) — 2 
Stocks and bonds, stock sold on installment basis held to secure 

purchase price 
Capital expenditures, insurance premiums paid on construction 

loan 
Capital gains and losses: 

Alternative tax: 
Allowance of credits for dividends received, dividends paid, 

and for a iYestern IIemisphere trade corporation 
Computation under 1939 Code 
Corporations, basis for allowable special deductions 
Statutory deductions and/or credits in excess of ordinary 

income 
Business property, sale of real estate received in corporate liqui- 

dation in 1952, collapsible corporation 
Corporations: 

Liquidation or sale of capital stock owned by United States 
citizen in foreign corporation 

Real property acquired through foreclosure, subdivided for 
sale 

L'states and trusts: 
Distributions in liquidation 
Loss on stock sold to trust, decedent as grantor 

Individuals: 
Inclusion in computation of limitation on deductions allow- 

able 
Payments received from accumulative installment certif- 

icate issued before January 1955 
Timber and coal, sale of timber, Indian's land 

Carrybacks and carryovers: 
Net operating loss, excessive depreciation taken for year period 

of limitation has run 
Unused pension trust deductions 

Carrying charges: 
Commitment fees or standby charges capitalized 
Cooperative housing 
Insurance premiums paid on construction loan 

Charitable contributions. (See Contributions (deductibility). ) 
Child care expenses. (See Deductions. ) 
China Trade Act corporation, dividends received by corporations, 

$ 1. 246-1(a) 
Citizens of United States (nonresident), services for Government of 

American Samoa 
Claims for refund or abatement: 

Correction of error after close of taxable year, $ 1. 1313(a) — 3 
')'3474' — Gc — 68 

Page 

62 
603 

620 

138 

92 
155 

102 

630 
101 

1GG 

153 

853 
632 
382 

383 

178 

874 

648 
155 

620 
605 

134 
852 

92 
58 

153 

142 

401 



1064 

INCOME TAX — Continued 
Claims for refund or abatement — Continued 

Extension of limitation period, transferees or Gduciaries 
Overpayments, joint returns 
"Special refund" of employee social security tax, $1. 31-2 
Sunday the last day of limitation period, 1939 Code 

Closing agreements, depreciation, $ 1. 167(d)-1 
Collapsible corporations: 

Gain on sale of real property received in corporate liquidation 
in 1952 

Gain upon complete liquidation prior to realization of gain 
attributable to inventory assets 

Organized and operated in foreign country, liquidation or sale of 
capital stock owned by United States citizen 

Section 341 assets, rezoning of land, determination of holding 
period 

Treatment of gain upon liquidation of holding corporation after 
sale of collapsible subsidiary's stock 

Commissions, insurance brokers, received on behalf of fund for public 
purposes 

Compensation received: 
Miscellaneous: 

Allowance to clergyman in lieu of parsonage 
Lump sum severance, notice and vacation pay, business dis- 

continued 
Property other than cash, value of products installed by manufac- 

turer in taxpayer's residence for demonstration purposes 
Salaries, fees, etc. : 

Former foreign-government representatives 
Member of Congress, salary returned to Treasury 

Services, 36 months or more, services before 1948 
Sickness or injuries: 

Accident and health plans, $1. 104 — 1 
Workmen's compensation payments assigned to employer, 

regular salary continued during absence 
Computations on returns. (See Returns: Computations. ) 
Consolidated returns. (See Returns: Consolidated. ) 
Constructive receipt of income, maturity date of face-amount certiff- 

cates extended 
Contracts, subcontracts under prime contracts not subject to Vinson 

Act: 
Contributions (deductibility): 

Individuals: 
Member of Congress, salary returned to Treasury 
Motion picture to raise funds for charitable organization 
Unlimited deduction 

Limitation, cancer research institute as a secondary activity of an 
educational organization 

Partnerships, partner's share of charitable contributions, $ 1. 702 — 1 
Trusts: 

Employees, carryover of unused pension trust deductions 
Organized to pay pensions to retired employees 

Cooperatives: 
Farmers'. 

Dividends 
Voting stock held in trust for members 

Housing corporation, excess of predetermined annual charges over 
actual charges 

Copyrights, depreciation, $ 1. 167(a) — 6 
Corporations: 

General: 
Computation of normal tax and surtax on taxable income, 

different bases and rates, $1. 11-1 
Normal tax rates extended 
Real property acquired through foreclosure 
Rules applicable in case of changes in rates during a taxable 

year, $1. 11 — 1 
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INCOME TAX — Continued 
Corporations — Continued 

Liquidatiorr: 
Prorupt assessruent, $ 301. 6501(d) — 1 
Retention by life irrsuraucc corrrpany of idc»tity, reinsurance 

a «reer»cut 
Credits aoainst uct i»co»re alternative tax 
Credits against tax: 

Dividends received by i»dividuals from domestic corporations, ' 1. 11 — 1 
Joint returns separat. e liability for prior year 
3'arlner's share of partuership's allowable credits, 5 1. 702 — 1 
Retirement income: 

L'arned income limitation 
I'ayruents to widow of veteran who died from service- 

conuccted disabilities 
Special refunds of employee social security tax Ill. 31 — 2 
Tax withheld at source, nonresident aliens, foreign corporations, 

interest on tax-free covenant bonds Ilh32 
Tax withheld on wages& )1. 31 — 1. 

Crimirral prosecutiou: 
™ 

)willful evasion: 
Contact with juror 
Indict»rent based on hearsay cvidcnce of government agents 

Deductions: 
Business expenses: 

Automobile used in commrrtiug aud to transport tools used 
in work 

Commitment fees or standby charges pursuaut to bond sale 
agreement 

Contributions to trust to provide supplemental unernploy- 
nreut benefits for employees 

First year rental pavmeuts, non-compctitive government oil 
and gas leases 

Incurred in sale of property by estate, double deductious 
Limitations, iutaugible drilling aud development costs of oil 

wells 
hlcmbcrs of related business group attendiug convention of 

gl'oup 
Organizatioual expenditures of corporation, ) 1. 248 — 1 
Payments in settlement of alleged violations of Defense I'ro- 

duction Act of 1950 
I'roducts installed by manufaci, urer in taxpayer's residence 

for demonstration purposes 
Sums expeuded in canceHation of lease through acquisition of 

underlying fee 
Child care expenses, incurred by taxpayer to enable her to pursue 

her studies 
Contributious. (See Contributious (deductibility). ) 
I ines aud penalties, paynrcnts in settler»cut of alleged violations of 

Defense Production Act. 
General: 

Partner's share of partnerships 
fl 1. 702-1 

Special deductions for corporations, Il 1. 241 — I 
. '&Icdical expeuses: 

Distilled water purchased merely to avoid drinking city 
water 

Reduction of expenditures by aggregate indemnities under 
insurance policies 

Personal expenses. (See Personal expenses. ) 
Standard, ivife nonresident alien, gross i&recure in a excess of 

$5, 000 
XVhen to be taker&: 

Delaware real estate, change of oivrrership 
Depreciation allowance, ft 1. 167 (a) — 10 
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INCOME TAX — Continued 
Deductions — Continued 

When to be taken — Continued 
Maryland income tax withheld or amount paid as State 

estimated tax 
Deficiencies, delinquent returns filed and tax paid, fraud penalties 
Depletion: 

Allocation to income beneficiaries of trust 
First year rental payments, oil and gas leases acquired from 

private lessors 
Off-shore oil lands, upland owners' right 
Property contributed to partnership, tj 1. 704 — 1(c) 
Refractory and fire clay, percentage determinable by end-use test 

Depreciation: 
Accounting for depreciable property, Ia 1. 167(a) — 7 
Agreement as to useful life and rates, CI 1. 167(d) — 1 
Apportionment of basis, depreciable and non-depreciable prop- 

erty, tj 1. 167(a) — 5 
Basis, depreciable property, tj 1. 167(f) — 1 
Building on leased land, fee to land acquired after cost had been 

depreciated 
Changes in methods, tj 1. 167(e) — 1 
Composite accounts tj 1. 167(b) — 3 
Farmers, tI 1. 167(a) — 6(b) 
General rule, nature and scope of allowance, $ 1. 167(a)-1 
Intangibles, tj 1. 167(a)-3 
Leases, tj 1. 167(a) — 4 
Life tenants and beneficiaries of trusts and estates, It 1. 16?(g) — 1 
Limitations, tj 1. 167(c) — 1 
Methods of computation, tj 1. 167(b) — 0 
Mult, iple assets 4I 1. 167(b) — 3 
Natural resources tj 1. 167(h) — 1 
Obsolescence, tt 1. 167(a) — 9 
Patents or copyrights, tj 1. 167(a)-6(a) 
Property contributed to partnership, $ 1. 704-1(c) 
Real property, acquired in nontaxable exchange 
Retirement of depreciable property tl 1. 167(a) — 8 
Salvage Ia 1. 167(a) — 1 
Tangible property II 1. 167(a)-2 
Useful life, tI 1. 167(a)-1 1. 167(b) — 2 
When allowable, tj 1. 167(a)-10 

Depreciation methods: 
Changes, tj 1. 167(e)-1 
Declining balance, $ 1. 167(b) — 2 
Limitations tj 1. 167(c)-1 
Straight line, tj 1. 167(b) — 1 
Sum of the years-digits, II 1. 167(b)-3 

Disability benefits: 
Employer-established health and accident plans, contributions 

by employer, tj 1. 105-1 
Workmen's compensation payments assigned to employer, 

regular salary continued during absence 
Discharge of indebtedness (income), tj 1. 108(a)-1 
Distributions: 

Accumulated dividends with purchase of stock 
Amounts received under health and accident plans, tj 1. 105 
Parent's stock in subsidiary distributed to dissident stockholders 
Redemption: 

Portion of stock of majority stockholder 
Stock of minority stockholders 
Stock held by estate, majority stockholder also beneficiary 

Reorganization, exchange of first-preference stock for common 
stock, bonds and cash 

SEC orders, nonrecognition of gain or loss, Ia 1. 1081-2 
Stock of newly formed controlled corporation 
Stock or securities pursuant to order of SEC, II 1. 1081-5 
Tax-free, property distributed by qualified bank holding company 



INCOI4IE TAX — Continued 
Dividends: 

Definition, stock of »ew corporation distributed to stockholders 
of controlling corporation 

Distribution: 
Australian income tax foreign tax credit 
British standard tax, foreign tax credit 
Cash received in exchange 
Earnings of corporation just prior to nontaxable reorganiza- 

t)on 
Property of subsidiary to parent 
Redemption of portion of stock of majority stockholder 
Reden)ption under decedent's contract of stock held by 

e tate majority stockholder also beneficiary 
Stock of new corporation for partial transfer of:1 set» in 

s ))n-0Ã I 
Stock of new corporation exchanged for certain assets of old 

Gro. s income: 
Received by vendor on stock held to secure payment pur- 

clrnse price 
Specific exclusion, )j 1. 116 — I 

Paid credit: 
Allowance of credit for dividends on certain preferred stock 

in computing alternative tsx 
Alternative tax 
Special deductions, public utility, preferred stock, 1) 1. 247 — I 

Received credit: 
Allowance of credit for intercorporate dividends in computing 

alt ernst ive tax 
Alternative tsx 
Applicable rules for computation, $ 1. 34 — 3 
Amounts paid to corporate holders of certificates of indebted- 

ness 
Date of partner's share received through partnership 
Deductions for corporate shareholders: 

Chins Trade Act corporation, )j 1. 246 — 1(s) 
Exempt organizations, )j 1. 246 — 1(b) 
Farn)ers' cooperatives, f) 1. 246-1(b) 
Foreign corporations, $ 1. 245 — 1 
General, $ 1. 243 — 1 
Income from sources within United States possessions, 

$ 1. 246 — 1(c) 
Limitation, )j 1. 246 — 2 
')Iutual savings banks snd building and loan associations, 

$ 1. 24:3 — 2(a) 
Preferred stock of public utility, f 1. 244 — I, $ 1. 244 — 2 
Regulated investment companies, $1. 243 — 2(b) 

Stock dividends, stock held by vendor to secure s payment of 
purchase price 

Earned income: 
I'ayments to retired United States citizen-employee, services with- 

out United States 
Payments under sn employees' plan to s resident citizen after 

1950 for services in s foreign country 
Salary paid to dependents of nonresident alien, employee of 

foreign branch studying in United States 
Elections: 

Amortization of organizational expenditures, )j 1. 248 — 1 

Change from consolidated to separate returns, acquisition of 
control of another corporation by affilia 

Consolidated or separate returns, date privilege wss exercised 
Consolidated returns, repeal of sections 452 and 462 of 1954 Code 
Depreciation, f 1. 167(c) — 1 
Exclusion of unincorporated organization from application of 

partnership provisions 
Insurance premiums paid on construction loan, capitalization 
Pay optional tsx or take standard deduction, $ 1. 4-2 
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355 
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179 
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56 

199 
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848 

thereof 1025 

INCOME TAX — Continued 
Elections — Continued 

Recognition of gain postponed, sales or exchanges pursuant to 
FCC certification, $ 1. 1071 — 1 346 

War loss recoveries, $ 1. 1335 — 1 426 
Employee, nonresident citizen, services for government of American 

Samoa 323 
Employees' trusts. (See Trusts: Employees'. ) 
Estates and trusts. (See Trusts: Estates and trusts. ) 
Evidence, hearsay, indictment for willful evasion 639 
Exchanges of property: 

SEC Orders: 
Property by corporations, $ 1. 1081 — 4 355 
Sale of stock or securities received upon exchange by mem- 

bers of system group, $ 1, 1081 — 7 
Stock or securities only, f 1. 1081 — 3 
Terms used, $ 1. 1081 — 1 

Statutory merger, effective date 
Stock, nontaxable merger, additional distribution in cash 

Exempt income, social security benefits under Panama law 
Exempt organizations: 

Agricultural, improving conditions of persons in breeding fur- 
bearing animals 204 

Determination letters issued by District Directors 1012 
Dividends, $ 1. 246 — 1(b) 143 
Farm employers, agricultural labor tests 467 
Furnishing information to and advertising the products of its 

members 
Group trust created for investment of funds of employee benefit 

trusts 206 
Hospitals, requirements to qualify for exemption under 1954 

Code 202 
Information at source, filing Forms 1096 and 1099 560 
Municipal insurance board, brokerage commissions deposited to 

fund for public purposes 56 
Promoting and selling advertising in its member's publications 201 
Raising funds used to induce athletes to attend a particular 

university 
Reorganized railroad company, bonds and majority of common 

stock owned by Reconstruction Finance Corporation 601 
State chartered credit unions, information as proof of exemption 1017 
Student government association controlled by university, infor- 

mation returns 559 
Exemptions: 

Dependents, definition, $ 1. 4 — 1 23 
Head of household, definition, fj 1. 3 — 1 21 
Nonresident aliens: 

Employees of Swiss enterprise in United States temporarily 849 
Netherlands visiting teacher re-entering United States after 

year's absence 
Wife of United States employee in foreign country, share of 

community income 318 
Extension of time, qualified partnership returns or information in lieu 

Farmers and farming, depreciation allowance, tj 1. 167 (a)-6(b) 
Fiduciaries: 

Delinquent return after assignment proceeding 
Extension of limitation period 

Foreign corporations: 
Collapsible, liquidation or sale of capital stock owned by United 

States citizen 
Dividends, $ 1. 245 — 1 
United States-Belgium convention, general regulations 

Foreign tax credit: 
Credit for tax paid 
Cuban tax on excess profits 
Dividends received from Australian corporation 

102 

596 
852 

178 
140 
815 

655 
320 
321 
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INCOME TAX — Continued 
Foreign tax credit — Continued 

Dom&'s(ic corporation: 
Credit for taxes of Australian subsidiary 
Credit for taxes of British subsidiary 

United States beneficiary of foreign discretionary trust, domestic 
a. nd foreign income distributed 

Gain or loss: 
Basis: 

Assets acquired by issuance of stock in a taxable transaction 
Jointly held property acquired by survivor 
Property acquired before March 1, 1013, $ 1. 105, '3 — 1 
Property acquired in exchange and distribu(io»s pursuant to 

SEC orders Il 1. 1082 — 1 
Property transferred from estate to trust, bcqucs(, in dollar 

amount 
Redemption of stock held by minority stockholders 
Sale of depreciabl& prop& rty (l 1. 167(f) — 1 
Sales or exchanges pursuaut to FCC certification, ) 1, 1071 — 1 
Stock or securities acquired in "ivash sales", e( 1. 1001-2 

General: 
New preferred and common stock exchanged for common 

s ock t c 
Partner's distributive share of partnership gai»s or losses, 

(( 1. 702 — 1 
Sales or exchanges pursuant to orders of FCC, Ia 1. 07l — 1 

I iquidation: 
Basis of retiring par(, ncr's interest, am&ual assessments to 

repl& nish capital 
Collapsible corporation, gain attributable to invc»tory assets 

e Complete in one year 
Personal holding company, pursuant to section 333 
Previous sale by holding corporation of collapsible sub- 

sidiary's stock 
Recognition: 

Contribution of property to partnership, $ 1. 721 — 1 
Disposition by partnership of unrealized receivables. or in- 

ventory items, $ 1. 735 — 1 
Distributee partner's share of uurcalized receivables or in- 

ventories, cl 1. 751 — 1 
Distributio&& of partnership property or money, I 1. 731 — 1 
Exchange of first-preference stock for common stock, bonds 

and cash 
Exchange of parent's stock of subsidiary for a all stock held 

in parent 
Exchange of xvidely held stock in statutory merger 
Inter-fund transactions of regulated investme»t compa»y 
Involuntarily converted property, delinquent application for 

more time to replace 
Property distributed by qualified bank holding company 
Retirement of depreciable property, Ik 1. 167(a) — 8 
Sale of real property received in corporate liquidation in 1&352, 

collapsible corporation 
Sales or exchanges: 

Partnership interest, Il 1. 741 — 1 
Pursuant to FCC certificatio, I'3 1. 1071-2 
Residence, Il 1. 1034-1 

Sales to subsidiary of promissory note received by pare»t 
from sale of real property 

SEC orders: 
Distribution solely of stock or securities, $ 1. 1081 — 5 
Exchanges in which money or other nonexempt property 

is received, (3 1. 1081-8 
Excha»ges of property for property, Il 1. 1081 — 4 
Exchanges of stock or securities for stock and securities, 

I'l 1. 1081-3 
Nonapplication of other provisions of Code, (l 1. 1081 — 10 

321 
321 

G4(i 
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161 
127 
34(i 
381 
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214 
346 

630 
176 
170 
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174 
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INCOME TAX — Continued 
Gain or loss — Continued 

Recognition — Continued 
SEC orders — Continued 

Records and information returns, $ 1. 1081 — 11 
Requirements, f 1. 1081 — 9 
Sale of stock or securities received upon exchange by 

members of system group, $ 1, 1081 — 7 
Transfers within system group, f 1. 1081 — 6 

Spin-oiY, assets of controlled coportation exchange for stock 
of transferees 

Statutory merger, effective data of exchange 
Gifts, life estate in real property 
Gross income: 

Exclusions: 
Allowance to clergman in lieu of parsonage 
Amount attributable to discharge of indebtedness, $ 1. 108(a)— 

2 
Annuity payments, distribution on account of services with- 

out United States 
Commissions received by insurance brokers on behalf of 

fund for public purposes 
Compensation under accident and health plans, $ 1. 106 — 1 
Date of partner's distributive share of dividends received 

through partnership 
Partial dividends received by individuals from domestic cor- 

porations, f 1. 34 — 3 
Payments to retired United States citizen-employee, services 

without United States 
Social security benefits under Panama law 
Stipends received by Filipino interns and resident doctors 

training in United States 
Timber sold from Indian land 

Inclusions: 
Interest, partially tax-exempt, special deduction for corpora- 

tions, $ 1. 242 — 1 
Interest received on redemption of bonds 
Life estate in real property 
Partner's distributive share of partnership income, $ 1. 702 — 1 
Payments from trust fund, supplemental unemployment 

benefit plan 
Pensions of former foreign-government representatives 
Salary returned to Treasury by Member of Congress 
Value of products installed by manufacturer in taxpayer's 

residence for demonstration purposes 
War loss recoveries, $ 1. 1332 — 1 
Workmen's compensation passed on to employer 

To whom: 
Dividends received by vendor on stock held to secure pay- 

ment of purchase price 
Partners and partnership $ 1. 701 — 1 

When included: 
Carrying charges, cooperative housing corporation 
Income or capital gain currently distributed by liquidating 

trust 
Head of household: 

Parent of taxpayer residing elsewhere, $ 1. 2 — 1 
Surviving spouse, income-splitting in lieu of partial benefits as 

head of household, $ 1, 2 — 1 
Holding period: 

Collapsible corporations, completion of construction activity 
Partnership property distributed to partner f 1. 735 — 1 

Husband and wife, income received after 1947 for services rendered 
before 1948 

Improper accumulation of surplus, authority to grant extensions of 
time for filing statements 
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INCOME TAX — Continued 
Income: 

From sources within United States possessions: 
Dividends I) L246 — 1(c) 
United States citizens employed in American Samoa by that 

Government 
From sources without United States: 

Community income of nonresident alien ivife of United 
States employee in foreign country 

I"oreign discretionary trust, domestic and foreign income 
distributed 

Indians, restricted Quinaiclt sale of timber from allotted land 
Information at source, wages of $600. 00 or more paid domestics 
Iustallmeiit sales: 

Full unpaid balance paid in cash upon closing of transaction 
Promissory note sold to subsidiary by parent 
Stocl. held by vendor to secure payment of purchase price 

Illsul'ail ce: 
Premiums: 

Paid on construction loan, election to capitalize 
Payments under health aiid accident plans $ 1. 106 — 1 

Illsul'alice Coillpallles: 
Life: 

Formula for taxing income under 1054 Code 
', &&luteal, interest paid on certificates of indebtedness 
Retention of identity during liquidation, reinsurance agree- 

ment 
'&Iutual, other than life, normal tax rates extended 

Interest: 
Exempt: 

Certificates issued by municipality, payinents ma&le from 
assessments against property owners 

Faze 

:32:3 

646 
605 
560 

1!) 7 
441 
166 

15:5 
7!) 

858 
314 

31:3 
86!) 

60!) 
Indiana Toll Road Commission 62 

Overpayments of tax, war loss recoveries 635, 41:3 
Paid: 

Certificates of indebtedness issued by mutual life insurance 
companies 

Committment fees or standby charges pursuant to bond sale 
agreement 

Received: 
Bonds, discount at which issued 
Certificates of indebtedness issued by mutual life insurance 

companies 
Partially tax-exempt, special deduction for corporations, 

Ia 1. 242-1 
Tax exempt bonds, adjustment for net operating loss de- 

termination 
Underpayments of tax, bankrupt estate, interest to be offset 

against concurrent overassessments 
Inventories, substantially appreciated, distribution by partnership, 

I) 1. 751 — 1 
Involuntary conversions: 

Extension of time to replace, delinquent application 
Sales or exchanges pursuant to FCC certification, )) 1. 1071 — 1 

Leases: 
Cancellation through acquisition of underlying fee 
Depreciation of improvements on property, )) 1. 167(a) — 4 

Life tenant and remaiuderman, depreciation allowance, I) 1. 167(g) — 1 
Limitatioii period: 

Assessment of tax, gain on distribution of property by bank hold- 
ing company 

Refund or abatement: 
Fffect of correction of error after close of taxable year, I)L1311 

(a)-2 
Extension, transferees or fiduciaries 
Foreign tax credit changed to deduction 

02 

:314 

1:37 

652 

282 

60!) 
101 
128 

875 

:386 
852 
655 
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INCOME TAX — Continued 
Limitation period — Continued 

Refund or abatement — Continued 
Last day for filing falling on Sunday, 1939 Code 
Unlimited deduction for charitable contributions by individ- 

uals 
Liquidations: 

Collapsible corporation, gain attributable to inventory assets 
Section 333, personal holding company 
Subsidiary, distribution of assets 

Losses: 
Abandonment, depreciable property, f 1. 167(a)-8 
Corporations, sums expended in cancellation of lease through 

acquisition of underlying fee 
Hobby, oil wells, intangible drilling and development costs 
Limitation on, drilling and development costs of oil wells. 
Stock, sale to trust, decedent as grantor 
AVar: 

Interest on overpayments, Regulations 111 and 118 amended 
Recoveries of property, $ 1. 1331 — 1 

Medical expenses. (See Deductions. ) 
Mines or mining, depreciation of improvements, $ 1. 167(h) — 1 
Mitigation of effect of limitations, ) 1. 1314 
Natural resources, depreciation of improvements, $ 1. 167(h) — 1 
Net operating loss: 

Carrybacks and carryovers, excessive depreciation taken for year 
period of limitation has run 

Determination of amount of tax exempt interest to be added to 
gross income 

Limitation on deduction for dividends received by corporations, 
$ 1. 246 — 2(b) 

Obligations: 
Instrumentalities of United States, partially tax-exempt interest, 

special deductions for corporations, $ 1. 242 — 1 
States and subdivisions, special assessments assignable certificates 

Oil and gas properties: 
Depreciation of improvements, f 1. 167(h)-1 
First year rental payments, non-competitive government leases 
Off-shore oil lands, upland owners' right to depletion 

Optional tax method, rules applicable to the election to pay optional 
tax, $ 1. 3 — 1 

Overpayments, joint returns, credit against liability of either spouse 
Partnership associations, members, eligibility requirements of pension 

trust 
Partnerships: 

Basis of property: 
Allocation rules, $ 1. 755 — 1 
Contributed, $ 1. 723 — 1 
Contributed, other than money, $ 1. 732 — 1 
Contributing partner's interest, fj 1. 722 — 1 
Optional adjustment, $ 1. 743 — 1 
Transferee partner's interest, $ 1. 742 — 1 
Undistributed, optional adjustment, $ 1. 734 — 1 

Capital gains and losses: 
Liquidation, retiring partner's good-will units and annual 

assessments 
Sale or exchange of unrealized receivables or inventories, 

$ 1. 751-1 
Death of partner: 

Income received in respect of decedent, ) 1. 753 — 1(a) 
Taxable year, f 1. 706 — 1(c) 

Distribution: 
Contributed property, $ 1. 704-1(c) 
Date of partner's share of dividends received through 

partnership 
Domestic and foreign branches, identical partners with 

different ratios 
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INCOME TAX — Continued 
Partnerships — Conti»ucd 

Distribution — Continued 
Effect of partnership agreement $ 1. ?04 — 1(a) I. imitatiou ou allowance of losses ) 1. 704 — 1(d) 
Payments to retiring partner or deceased partner's estate, 

5 1. 736-1 
Property other than money adjusted basis $ 1. 732 — 1 
Recognition of gain or loss, property or money, f 1. 731-1 
Urrrealized receivables or inventories $ 1. 751-1 
Year iu which partuership income includiirle, $ 1. 706 — 1(a) 

Family: 
Donecs as partners $ 1. 704-1(e) 
General rules 1. 704-1 e 
Trustee as partners $ 1. 704-1(e) 

General: 
l&lernbers dealing with own partnership, f 1. &0? — 1(a) 
Termination, merger or consolidation contin«a! iou r«lcs, 

il 1. ?08-1 
Retu1'us: 

Exteusion of time, rrrembers filing qualified retunr 
Information !j 1. 701 — 1 

Taxability: 
Comparison with corporation $ 1. ?01 — 1 
Partners $ 1. 701 — 1 
Payments to retiring partner or &!encased partner's estate, 

1. 736-1 
Patents depreciation $ 1. 1617(a) — 6 
Peualties, fraud, delinque»t returns filed and tax paid 
Pension trusts. (See Trusts: Employees'. ) 
Pensions: 

Former foreign-governmeut representatives 
Gratuitous allorvauce to retired teachers 

Period of limitation. (See Limital, ion period. ) 
Personal expenses: 

Automobile used in commuting and to transport tools used in 
w . ork 

hieals, firemen on duty at station 
Alembers of related business group attending convention of group 
Paymeuts for required analysis, students attending psycho- 

analytic trahring institutions 
Personal holding companies: 

Limitations, failure to furnish information schedule with r&et«rn, 
$ 301. 6501(f)-1 

Liquidations, pursuant to section 333 
Public utilities: 

Deductiou for dividends paid on preferred stock, $ 1. 24? — 1 

Dividends on preferred stock, corporation deductions, IJ 1. 241 — 1 

Regulated, subsidiary corporations engaged as freight forwarders 
Railroads: 

Income from discharge of indebtedness, 1. 108(b)-1 
Reorganized, bonds and majority of cornrnon stock owned by 

Reconstruction Finance Corporation 
Real estate: 

Expenses of sale by executor reiiected as deduction in computing 
taxable estate 

Foreclosure, subdivided for sale 
Sale or exchange of residence, g 1. 1034 — 1 

Records: 
Depreciation, $ 1. 167(a) — 7 
Sales or exchanges, SEC orders, $ 1, 1081 — ]1 

Recoveries: 
War losses: 

Interest on overpayments, Regulations 111 and 118 amended 
Restoration of value of investments, $ 1. 1334 — 1 
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INCOME TAX — Continued 
Redemption of stocks and bonds: 

All of preferred stock redeemed, corporation wholly owned by 
another 

Portion of stock of majority stockholder, stockholder still in 
control 

Stock held by minority stockholders 
Discount at which bond was purchased 

Regulated investment companies: 
Interfund transactions 
Special deduction for dividends paid to corporations, $ 1. 243 — 2(b) 

Regulations: 
26 CFR 1. 01 through 1. 38, 1. 116 through 1. 116-2; tax on indi- 

viduals, tax on corporations, changes in rates during taxable 
year, credits against tax, exclusions of dividends received by 
individuals 

26 CFR 1. 104 through 1. 106 — 1, compensation for personal 
injuries or sickness, amounts received under employer- 
established accident and health plans 

26 CFR 1. 108(a)-1, 1. 108(a)-2, 1. 108(b) — 1, 1. 1017 — 1, 1. 1017 — 2; 
income from discharge of indebtedness, adjustment to basis of 
property 

26 CFR 1. 167(a)-1 through 1. 167(h) — 1, depreciation 
26 CFR 1. 241 through 1. 248-1; special deductions for corpora- 

tions 
26 CFR 1. 701 through 1. 771-1; partners and partnerships 
26 CFR 1. 1034, 1. 1034-1; sale or exchange of residence 
26 CFR 1. 1051 through 1. 1054, 1. 1071 through 1. 1071-4, 1. 1081 

through 1. 1083-1, 1. 1091 through 1. 1091 — 2; special rules for 
determining gain or loss on certain property; property sold on 
SEC orders; wash sales 

26 CFR 1. 1311(a) through 1. 1315, mitigation of effect of limita- 
tions and other provisions 

26 CFR 1. 1331 through 1. 1337-1, war loss recoveries 
26 CFR 31. 3401(a)-1, 31. 6001-5, 31. 6051-1; withholding on pay- 

ments after 1955 under wage continuation pla~s 
General, United States — Belgium convention 

Reorganizations: 
Exchanges: 

Assets among three corporations 
First-preference stock for common stock, bonds and cash 
New preferred and common stock for old common stock 
Parent's stock of subsidiary for all stock held in parent 

Nontaxable exchange of stock, cash distributions to stockholders 
Spin-off: 

Distribution of stock in controlled corporations 
Stock of new corporation exchanged for certain assets of old 

Statutory merger: 
Effective date of exchange 
Section 306 stock 

Residence. (See Real estate. ) 
Retirement income: 

Credit against tax, earned income limitation 
Payments to widow of veteran who died of service-connected 

disabilities 
Pension received as gift 
Tax treatment, $ 1. 37-1 

Returns: 
Computations, split income rules applicable to surviving spouse, 

~ g1. 34-2 
Consolidated: 

Basis for gain, promissory note sold by parent to subsidiary 
Election to file separate returns, acquisition of control of 

another corporation by affiliate 
Election to make consolidated or separate returns, date 

privilege was exercised 
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INCOME TAX — Continued 
Returns — Continued 

Consolidated — Continued 
Includible subsidiary corporations, members of aKliated 

group for part of year 1954 
Right of a new election, repeal of sections 452 and 462 of 

1954 Code 
Srrbsidiary corporations engaged as freight forwardcrs 

Fiduciary, wife in control of incompetent husband's business 
Husband and rvife, surviving sporrse inconre-s)&)itting in lieu of 

partial benefits as head of household )) 1. 34 — 1 
Information: 

Computations, of partnership income and deductions, 
6 1. 703 — 1(a) 

Forms 109G arrd 1099, exempt organizations 
Student government association controlled by university 
Wages over $600. 00 paid domestics 

Ilrspcctlon: 
Department of Health, Education, and Welfare 
Individual income tax, Department of Health, Education, and 

Welfare 
Sales or exchanges: 

FCC certification, $ 1. 1071 — 1 
Interest in a partnership II 1. 752 — 1 
'Xcw preferred and common stocl- for old comnron stock 
Partnership, unrealized receivable and inventories, I) 1. 751-1 
Property, basis for depreciation allowance, I') 1. 167(f)-1 
Reorganization, first preference stock for bonds and common 

stock 
Residence, fr 1. 1034 — 1 
Widely held stock exchanged in statutory merger, section 30G 

stock 
Statute of limitation. (See Limitation period. ) 
Tax conventions: 

Fxemption limitation compensation, definition of word "day" 
Netherlands visiting teacher re-entering United States after 

vear's absence, exemption period 
United States — Australia, income distributed by foreign trust 
I rrited States — Belgium, general regulations 
United States — France, income tax amendments 
I:nited States — Switzerland, Srviss enterprise selling its products 

and articles made in the United States during demonstrations 
Taxes: 

Deductions: 
Delaware real estate, change of ownership 
Xiaryland income tax withheld or amount paid as State 

estimated tax 
Rates: 

Extension of normal tax rates for corporations 
Heads of households, I) 1. 1 — 2 
Individuals, optional tax, $ 1. 1-1 

Transferees: 
Depreciation allowance, f 1. 167(b) — 4, 1. 1G7(c) — 1 12 
Extension of limitation period 

Treaties, United States — France, income tax amendments 
Trusts: 

Employees'. 
Advance determinations 
Carryover of unused pension trust deductions in certain cases 
Contributions by enrployer 
Contributions to provide supplemental unemployment bene- 

fits 
Determination letters issued by District Directors 1012 
Distribution to employee while still employed 
Eligibility of members of partnership association 
Employer-established healt)r and accident plans, contribu- 

tions by employer, I)L105 — 1(b) 
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INCOME TAX — Continued 
Trusts — Continued 

Employees' — Continued 
Group commingled for investment of funds 
Organized by employer to pay pensions to retired employees, 

exemption from tax 
Plan covering resident citizen who performed services in a 

foreign country 
Retirement plan, reinstatement of former participant 

Estates and trusts: 
Allocation of depletion deduction to beneficiaries 
Depreciation allowance, $ 1. 167(g) — 1 
Distributions in liquidation to holders of mortgage certifi- 

cates 
Expenses of sale of property reflected as deduction in comput- 

ing taxable estate 
Loss on stock sold to trust, decedent as grantor 
Property transferred by executor of estate to trust bequest in 

dollar amount 
United States beneficiary of foreign trust, liability for tax 

Unrelated income, brokerage commissions deposited to fund for public 
purposes, municipal insurance board 

Wage continuation plans: 
Amounts received during period of absence due to sickness or in- 

jury, $ 1. 105-4 
Correction of error in regulations 
Separate reporting of payments on Form W — 2 
Supplemental unemployment benefit plan 

War losses. (See Losses: War. ) 
1Vash sales: 

Stock and securities: 
Basis, $ 1. 1091 — 2 
Losses, $ 1. 1091 — 1 

Western Hemisphere corporations: 
Allowance of credit in computing alternative tax 
Alternative tax 

Withholding: 
Employee, auditor for two municipalities 
Income tax at source: 

Computation, wages of distributors of products for baking 
company 

Foreign corporations, nonresident aliens, tax-free covenant 
bonds, credits against tax, $ 1. 32 

Foreign trust distributing domestic and foreign income 
Payments under supplemental unemployment benefit plan 
United States citizen performing services in possession after 

August 9, 1955 
Payroll period, absence during part of regular period 
Penalties and interest, delinquent return after assignment pro- 

ceeding 
Receipts, employees, payments after 1955 under wage continua- 

tion plans, $ 31. 6001 — 5 
Records: 

Payments after 1955 under wage continuation plans, 
) 31. 6051-1 

Separate reporting on Form W — 2 of excludable sick pay 
Wages: 

Credits against tax, $ 1. 31 — 2 
Payments after 1955 under wage continuation plans, 

f 31. 3401(a)-1 
Separate reporting on Form W-2 of excludable sick pay 

Workmen's compensation awards. (See Disability benefits. ) 
SELF-EMPLOYMENT TAX: 

Agricultural labor, cleaning and treating seed wheat in nonfarm area 
Claim for abatement, credit, or refund, information furnished by 

Social Security Administration 
Earnings, exclusions, value of home or rental allowance paid to 

ministers electing social security coverage 
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SELF-EMPLOYMENT TAX — Continued 
Alinisters and members of religious orders: 

Executive services for Federation of Churches 
Social security coverage, value of home or rental allowance 

Trade or business: 
Auditing services for two municipalities 
Child care services performed in own home 
Geological engineer operating from own home 
Operator of cash and carry laundry and dry cleanurg ager)cy 
School bus operator 
Shoeshine stand, operated by porter in barbershop 
1Vife in corrtrol of incompetent husband's business 

TOBACCO TAX: 
Bonds: 

'Alanufacturer's, covering manufactured tobacco 
Outside places of storage for tobacco materials 

Claims, refund or allowance, redemption, cigarettes held in custody 
by United States marshal 

Exportation, tobacco materials, exporters, qualification as dealers 
Forms. (See Records, etc. ) 
Forfeiture, authority to remit, or mitigate 
Importation, manufac(, ured tobacco, use of 22-ounce denomination 

manufactured tobacco tax stamp 
Inventories: 

Annual, tobacco materials held in tobacco products factory 
;(lethod of shorving permit number of tobacco manufacturer 
Tobacco manufacturers, tobacco materials on hand January 

1 195 Ci i 
Packages: 

Labels, legend, omission from cases of tobacco produc(s removed 
for export or sea stores 

Cigarettes, affixing stamp on hack 
Notices, on tabacco products, permit number of manufacturer 
Sizes, for tobacco products 
Tobacco products: 

Cancellation of stamps 
Loose stamp placed inside 
Stamped er)closure in outer wrappers 

Proced) (re: 
Affixing stamp on back of cigarette package 
Affixing tobacco tax stamps orr packages of tobacco products 
Cancellation of stamps a(lixed (o pacl. agr s of tobacco products 
Inventories, tobacco materials held hy tobacco manufacturers on 

January 1, 1956 
Issuance of 22-ounce denomination manufactured tobacco tax 

sta, mp 
')Iaintaining factory revenue records of tobacco materials 
Preparation and distribution of I"orm 168 
Reporting tobacco materials on Forms 2184, 21;36 
Showing permit number of tobacco manufacturer on packages of 

tobacco products 
Stamping receipted copy of tobacco tax stamp order fornr 
Storage, shipment, delivery of tobacco materials 
Transferring packages of stamped tobacco products h& ()veen fac- 

tories 
Transition from Regulations 8 to new regulations, effective Octo- 

ber 8, 1955, guidance for dealers in leaf tobacco 
Records, returns, and reports: 

Forms: 
73, 74, method of usc in maintaining factory revenue records 

of tobacco materials 
78, 2134, 21:36, method of use in transferring paclragcs of 

s(amped tobacco products bet)veen factories 
168, Order for Stamps for Large Cigars, revised, preparation 

and distribution 
2184, 2186, method of use, monthly report of tobacco rna- 

terials 
Tobacco tax stamp order, stamping receipted copy 

Pr)(;e 

4()(i 
4(iO 
475 
4;)1 
434 
4:)2 
558 

5:38 
5:3(i 

5:36 
584 

1015 

1045 

589 
545 

1018 

542 
550 
545 
546 

5 
')-17 
545 

550 
54(i 
585 

1018 

104;) 
548 

1041 
541 

545 
1016 
58(i 

1019 

1041 

541 
1016 



1078 

TOBACCO TAX — Continued 
Records, returns, and reports — Continued 

Manufacturers, importers, dealers, annual inventory of tobacco 
materials in tobacco products factory 

Method of showing permit number of tobacco manufacturer 
Monthly, by manufacturers of tobacco products, tobacco ma- 

terials used 
Tobacco materials, maintaining factory revenue records 

Regulations, 26 CFR 275. 112, amount of tobacco manufacturer's 
bond 

Stamps: 
Affixing: 

Back of cigarette package 
Packages of tobacco products, cancellation 
Packages of various sizes of tobacco products 
Placing loose stamp inside package of tobacco products 
Tobacco tax stamps on packages of tobacco products, 

method used 
Claims, redemption, cigarettes held in custody by United States 

marshal 
Issuance, 22-ounce denomination manufactured-tobacco tax 
Large cigars, order form 
Payment, affixture of stamps to various sizes of packages of 

tobacco products 
Tobacco materials: 

Dealers: 
Handling processed rolls of tobacco material used as binder 

for cigars 
Instructions aiding transition to new regulations, efFective 

October 8, 1955 
Qualification by reason of exportations 
Storage, shipment, delivery of materials 

Manufacturers, importers and dealers, monthly reports of tobacco 
materials used 

Tobacco products: 
Affixing stamp to back of cigarette package 
Cancellation of stamps 
Cigarettes held in custody by United States marshal, claims for 

redemption of stamps 
Cigarette manufacturers, monthly reports of tobacco materials 

used 
Cigar manufacturers: 

Monthly reports of tobacco materials used 
Ordering stamps for large cigars, preparation and distribution 

of Form 168 
Transfer between factories 

Loose stamp placed inside package 
Packages of various sizes 
Stamped packages, enclosed in outer wrappers 
Tobacco manufacturers: 

B ond 
Issuance of 22-ounce denomination stamp 
Transfer between factories 

United States' use of articles, tobacco products removed tax-free, 
method of showing manufacturer's permit number 

Page 

539 
545 

540 
548 

538 

550 
535 
546 
547 

546 

536 
1045 
1041 

546 

548 

1019 
534 
536 

542 

550 
535 

536 

540 

540 

1041 
543 
54? 
546 
545 

538 
1045 
543 

545 
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